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Preface

1 would like to dedicate this issue of tthe pracsadings to the mamory of Jédtn
O. Tollefsom, dean of dife Kansas Uiversity Sictfiool of Busimess firom 1DSILS0.
During his tenure as dean, John was an enthusiastic supporter of the auditing
symposium. He returned to teaching a year befotie his untimely death in a log-
ging accident in 1991. He is greatly missed by his colleagues and students at
KU.

The 1992 symposium was the LLth in the series of biennial auditing sym-
posia held at the University of Kansas. It gives me great pleasure to acknowl-
edge the continued financiall and moral support of Deloitte & Touche for the
University of Kansas Symposium on Auditing Problems. In particular, 1 would
like to thank Ed Kangas, Managing Partner of Deloitte & Touche, David
Hunerberg, Managing Partner of the Kansas City Office;, and Howard Cohen,
Partner in the Kansas City Offic;, for their enthusiasm, commitment and dedi-
cation to the symposium.

Topics relevant to both academics and practitioners and the individuals who
served as presenters and discussants were selected after extensive consultations
with facullty members at the University of Kansas and professionals iim audiifing
at other universities and in practice. In particular, 1 am indebted to my col-
leagues in the accounting and informafiem systems area, Bruce Bublitz, Allen
Ford, Betsy Goss, Bill Salatka, Tom Sarowsky, Tim Shaftel, Beverley Wilson,
and Jim Waegelein. Special thanks are due to Val Renault for her editorial
assistance, and to the graduate students in accounting and informatiiom systems
for dineir general Sypport.

The symposium started with a paper reviewing the philosophy and psycholo-
gy of iintlgpendience and aibjsotivity of tHeeaauditor, aanb ceoredlubtet! wiith thee pagree©
“Internal Control: Progress and Perils.” Each paper was critiqued by a discus-
sant. Maintaining with the symposium tradition, we selected a practitioner to be
the discussant for a paper by an academician and vice versa. All papers, except
for the keynote speech by Bill Kanaga, were distributed in advance. Each paper
was allocated about 90 minutes - 20 minutes for the presenter to summarize the
results, 20 minutes for the discussant’s remarks, and about 50 minutes for open
discussion with the participants. As expected, the open discussion resulted in
lively debate by the distinguished participants on many of te mmejor ifssues con-
frontimg the professiom.

About fifty-fivee invited participants were present each day of the two-day
symposium. A roster of the participants is given before this preface. Also, a
number of cisarvers, such &s doctoral studiends, faculty mnamthers firom @coowmt-
ing and other disciplines, and practitioners in the area, attended parts of the
symposium. For those who might like an opportunity to participate in the dis-
cussions at a futute symposium, we would be pleased to receive an indication of
your interest.

The proceedings of each «ff theesgymyussiaexxegpt thieffirat aaeesstilliinppiintaart
may be purchased fitem:

Kansas Union Bookstore

University of Kansas

Lawrence, Kansas 66045
Proceedings are shipped only on a prepaid basis. The 1992 symposium proceed-
ings are priced at $15.00 each. The prepaid price covers mailing costs with the



exception of orders outside of the United States and Canada, in which case an
additional $3.00 for each copy should be included for surface transportation.
The papers included in each of the available proceedings, the authors of those
papers, and the prepaid price of each walume firom die Kansas Ulnion Booksiore
are listed below for the benefitt of these wiho may wiksh to mefer to @ paper in ane
of the previous wollumes.

Rajendra P. Srivastava
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1
Ethics and Morality*

William Kanaga
Retired Ehaitman; Arhtr YouRg & €6:

Thank you, Jerry," and diank you all fior having me. 1l 2m going to dispant
really from what 1 had intended to speak to, Raj (Rajendra P. Srivastava), when
1 agreed to come. 1 hope it won't cause heartburn for you and for the others in
the crowd. Befote 1 left for eastern Europe in early April, 1 had prepared some
draft remarks on the question of eitiics iim dhe commuirity @and diie iimpact on die
auditing professiem. Jerry Sullivan and 1 can remember a few days discussing
the aims and objectives of the Treadway Commission and how that might
impact the professiem. When 1 came back to the United States 1 decided to scrap
the drafit that 1 had and to deal with a more fundamentall issue, which is the
ethics and morality of saciety i ganeral. 1 have & caplive audiience here to share
some of e impressions dhat 1 gained in castern FEurope and dhose countries dhat
have emerged fromh communisim, as well as what those observations might
fmean to us.

For the past month-and-a-halff 1 have had the experience—I probably should
say privilege, because it is a privilege—to spend time in and get some insight
into an area of the wwarlld dhad iis going through 2 majar dransidion. 1 gpent dimme i
Albania and then in Siberia, plus two extended stopovers in Moscow. In talking
with many of dhe aifizens of tHusge ccauntieas, Hoath iinthee puiilic spiteare, ggmeetn-
ment, cultural and private positions, a common theme emerges. During the
communist dictatorships, some 75 years in Russia and almost 50 years in
Albania, the leadership in both of those countries attempted to eliminate any
kind of moral code and substitute for any moral decision making the absolute
power of diiciatorship. in bhoth, dhe church came windier divect adiack.

In Albania, the dictator Hoxha, went furtherr than those in the other countries
of eastern Europe. I have spent a great deal of time in Poland, Rumania,
Hungry, Czechoslovakia, and Bulgaria, and in my opinion, Albania was the
worst of the group . The dictator Hoxha imprisoned or killed all the clergy in
this country, both Christian and Moslem, and destroyed the churches and
mosques throughout the country. He left a few standing and they have been
returned to the church authorities, but those few that were left standing were
converted either into movie houses or into indoctrination centers. When 1 fisit
went to Albania early last year when the doors opened, all evidence that there
had been churches had been removed.

* This paper is an audio transcript of the keynote speech delivered by Bill Kanaga at the sympo-
sium.

* Tiay Galltien «ff Hrnsst&& Yourgiintosbiwest Mitr. Kdanaga, whitosserest asscttaiman off Adtttbury\Songg
from 0977 until his retirement in 1985,



That destruction was in the 1960s. In 1976 he declared that Albania would be
hencefartth the world's first atheistic state. His internal secret police reported on
each and every family. They had the equivalent tactics of tie Gang of Heourfirom
China, they went in every home and searched the home and removed anything
that would indicate any tie to the church. They smashed all the icons, they
destroyed churches that were over a 1,000 years old. And anybody that criti-
cized or in any way indicated that they were unhappy with the regime went to
prison.

There was an alternative, which was prison work camps. Anybody that
didn’t agree was in danger, not only his own immediate family, his wife and
children, but also his parents and his brothers and sisters and their spouses and
families. So it was a pretty horrible but effectiiiee diatanremnt.

The story was repeated over and over again, in eastern Europe and in the
Soviet Union, although I believe that Albania was unique in its ferocity. Based
on my experiences over the last four years in these countries, 1 have been
appalled at the lingering impact today on the moral values in these societies.
I'm chairman of the Center for Internatiomall Private Enterprise operating
out of Washington, which supports the indigenous institutions that are helping
to returm those countries to private enterprise, the market system, entre-
preneurial activities, management training, etc. As a consequence, 1 have spent
a good bit of time with individuals in those institutions in various countries.
1 have gotten a chance to talk to them about how they deal with the vacuum that
was lef.

What happened in each and every country was that there were really no
moral principles, no debate, just dictatorship fiat. When the lifting of those
despotic regimes occurred, we have seen what 1 would call an unlovely picture:
a moral vacuum. We see people who have great trouble in distinguishing right
fromm wrong. They are angry, even bitter, but without a way to deal with all of
that bitterness. One of the ministers in the Albanian government said to me—
and I would say that he himself is a man of compassion, @ poet and Hin Avhor—
“We obviously have great physical needs here in my country— food, medicine,
clothes, housing, but paradoxically our greatest need is to restore the spirit of
my people, the spirit inside each and every person. And when 1 say spirit 1 mean
spiritual needs. Food and medicine and the rest will be spent and gone tomot-
row, but what we need and my people have to have is something permanent
within themn for this country to change. Unless they have something permanent
inside, they have nothing to go on for tomorrow.”

We had time and again debates on how to get these moral values back and
how to instruct the people in right and wrong. These concerned simple things,
mundane situations. One of the Albanians told me that when he flew to Rome
he got on the plane and the first two fellows who got on sat down in First Class.
The stewardess said, “Your tickets are not fiest class, you have to go to the back
of e pllone,” and dhey said, “We ware here first.” So possession its alll—if's dhe
right of dine jungle i efffect.

There is a great shortage of fiood, so ame quiestion iss, iif yuir fiamiily 1§Ssstam-
ing is it right to steal food for them? We have a free market system and unfortuue-
nately they have had much publicity in years past about our capitalistic sys-
tem—all of it bad. Everything that went on the front page in the communist
world concerned some deficiency in our system, so people in these countries
believe when you talk free market that it means cheating one another. It is

2



exemplifiea] by greed.

Trying to correct that perception is one of our mwjor tesks st dhe center. Wi
are working with education of the mediia, @ittempting to imstruct e journalists im
what a free market system really means, what our kind of system really means.
And if we are dissgppointed on eocasion wiith aur own journalists, 1kt mre t=&ll you
that there are problems magnified in the communist world. The leader of ane of
the major autonomous regions in Siberia said, “You know we have a real prob-
lem here. We have all been motivated over our entire life time by fear. We have
lifted the fear from our life and we haven't replaced it with anything. So we are
floundering.” He went on to say that it certainly hadn't been replaced by money.

1 didn't see “60 Minutes™ the other night, but for those of you wiho diidl, you
know that the doctors are being paid the equivalent of about $7 @ momidh, it is
in rubles, compared to $15 for the bus drivers. I'm not begrudging the bus dri-
vers their $15, but the doctors are deserting Albania in droves. 1 helped support
a group of dinaiars that wemt tto Allania iin Miardh. Ty spant tirse weadks, taok
$10 million worth of equipment and supplies into the medical professiom, the
principal objective being to retain the doctors that were there, to encourage
them, because many of tifiem Have heoome haggmge Handliers im New York ity

The minister of economics in the last communist regime in Hungary, not
himself a supporter of the system, in fact quite a critic, said to me (before the
falll of tite comumunist gowvanmment, hout tree ywears @go) inat it weas his belief,
that the system could not work, would not work. He said—and 1 think that you
would be interested here at the University to know—"I don’t think that there are
any confirifed! communists any where in the world except on the campuses of
your universities.” He said that the problem was to get people back to feeling a
sense of megponsibility, mot anly fior the conntry tut flor theemsdivaspeessorally.

They are now telling these people that there is not going to be cradle to grave
support by the government. All of a sudidien diey are going to ave to fiund i
childrens’ college education and they are appalled at this new economic system
because they don't see any way under their current incomes to fund the things
that are coming up. Now they are going to switch over to having to fund the
health system and the health system is bad.

What we have been looking at in this communist world is what happens in a
society devoid of moral structure, devoid of religious belief, devoid of individ-
ual liberty. And 1 can tell you it is a scary picture. The people themselves indi-
vidually are warm and hospitable but they are scared. Why am 1 spending so
much time on such an obvious failure, the failure of a system that we never
embraced here in this country? The reason is that 1 believe there are some
lessons in that situation foe us. In this country we have a constant reminder in
the headlines of our daily papers of the failures of businessmen. We have fail-
ures of a lot of others, but I'm refestiing in this group to businessmen, men in
leadership roles without the desire or the will to make the right or moral de-
cision when looking at a number of alternatives. In some cases it is individual
failute, in some cases it is quite clearly institutional failute as in some of the
insider trading cases — or the case of tie thanlk scam tthat 1. IF. Hiutton @paraded,
or in the earnings fraud that I'm sure your business schools all look at involving
a number of divisions of H. J. Heinz. In some whole plants or divisions of
defense contractors there were a tremendous number of people involved in
scams and 110 one, or at least no one apparently, with the instinctive reaction to
blow the whistle or stop the practice.




We are in a society, in my opinion, in open warfare against values and moral
standards. Battles are going on against prayer in public forum while lawlessness
reaches a new high. We have battles being foughtt for moral standards of our
youth to emphasize the individual importance of each, wihille it die same fressing
out condoms in our schools. We are the world's center of pornography, whose
sole aim is to degrade women, and at the same time we are making a national
issue of questionable remarks that men might make to women. There is a di-
chotomy that we are faced with and I believe, thank God, that in the people
there is a great revulsion against the waning of imaoral primciple.

We had a serious problem while 1 was without newspapers in Siberia, with
riots coming out of the trials of the policemen in the Rodney King case. I
arrived home this past weekend from Russia to see on the front page the pic-
tures of a number of mayors in Washington denouncing not the action of the
lawless rioters, but denouncing the federall government. Not a statesman among
them took responsibility for leadership in the riot torn communities. As De
Tocqueville [1900] said, and we have had quoted so many times, “America will
be great as long as it’s good. When America ceases to be good it will cease to
be great.” Business and our professiom, our universities, have a great stake in
the battle. We cannot sit idly by hoping that the moral climate will change. We
have to be out in our communities, in our schools, in our newspapers, on TV,
telling the story of the importance of moral standards, confrontimg the cynics
and the demagogues and, for example, speaking truth to the voters, not pander-
ing for el weres.

In our Treadway Commission deliberations several years ago, there was one
clear truth on which all of ws @gresd, andl diere werar't 2l et mamy dHikmgs dinat
we all agreed on, as Jack Krogstad knows—Jack and I both worked on it in
Washington. That was that the key to all of the problems we have had in the
business world was leadership. Ethical behavior in any organization will exist
if the leadership is there to lead. And the organization, 1 can tell you, will fall-
low. If divee lleadiership dakes @ sirong stand on honesty and indegrity, so will e
organization. We just have to mobilize leadership in this country. Each and
every ofie of ws has to take @ lleadiership rolle iin @uir O oMLY, iin Gutr Ewin
business, in the educational systems and institutions where we live and in our
churches. The price T have seen in an amoral society is more, 1 can assure you,
than we can bear.

You have the misfortume this lunch time in Lawrence of @ iindiividuial witho il
on his high horse. But [this reflects my experience], having just gotten off tte
plane fromn the misery and misfortume of @ Hhuge area of theewenitt diraggst] ddovn
by as much as 75 years of wniheliievable thardship and retinning 4o cur country so
complacent, self assured and seemingly invulnerable. 1 read recently a quote
from Alexander Solzhenitsyn, who experienced at close hand the awful cost
through the loss of marall wellue i thits madive Russia and for te last ten years ar
so in this country. He says [Solzhenitsyn, 1991]:

The strength or weakness of & society digpends more on dhe level of gpiri-
tual life than on its level of industrialization. Neither a market economy
nor even general abundance constitutes the crowning achievement of
human life. If amaion's gpinitual enargies fave theen exrausted it willll mot
be saved from collapse by the most perfectt government structure or an
industrial development. A tree with a rotten core cannot stand. This is so
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because of all the possible freedoms, the one that will inevitably come to
the fore will be the freedom to be unscrupulous. That is the freedom that
can be neither prevented nor anticipated by any law. It's an unfortumete
fact that a pure social atmosphere cannot be legislated into being.

In my opinion this all does bear directly on our professiom. A country whose
moral values have decayed will be a country whose businesses are a danger to
the auditor. Where the management operates without principle, the risks foe us
are enormous. We have much to be gratefull for in this country and much bat-
tling to preserve it. You and 1 have an obligation to each other, our families, our
communities and our professiom.

Take the stand that will make the diffsencee.
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The Auditor’s Role: The Philosophy and Psychology
of Independence and Olhjectivity

James C. Gaa*
McMaster University

The auditor, like any professienall man, has a responsibility to the society that recognizes and
encourages his professiienzil status as well as to the clients he serves ditectly. It behooves us,
therefore, to give some attention to this responsibility. What is the social function of the
auditor? What responsibilities flow from it?

Mautz and Sharaff, 1961, p. 50

The independent auditor’s role in society is described by both his function—uvibait he does—
and his relationships to parties interested in that functiiom.
Cohen Commission, 1978, p.1L

The essence of all professions—imcluding: public accounting—lies in the expertise of its
members. ... A characteristic of the auditing professiom is then a unique knowledge-set or
expertise.

Bedard, 1989, p. 113

Introduction

The role of tie “independent” auditor as hoen controversial off aaddoanftar
many years. For over 100 years, auditors have been defendanis in civil lawsuits,
charged with failing to perfaim their job in accordance with their obligations to
others. Over roughly the last sixty years (i.e., since the debates giving rise to the
Securities and Exchange Commission in the U.S.), there have also been periodic
political controversies regarding the public’s expectations about what auditors
are supposed to be doing, and whether they are delivering the goods.

Since Mautz and Sharaf wrote their words, the formeslly all-male world of
auditing has changed significantlyy. However, their observations on the social
role of auditors are still as current—and as little resolved—as they were thirty
years ago. Indeed, the issues they raise are just as important as they were then,
if mot mmore so.

Mautz and Sharaf pointed out that the overall problem of the auditor’s role
breaks down into two parts: what service auditors are supposed to perfoitm, and
for whom they are supposed to be doing it. Controversies seem to focus more
on the former (e.g., concerning the scope of public accountants’ services to

*The author wishes to thank Efrimn Boritz, John Gaa, Cindy Moeckel, Khalid Nainar, Lawrence
Ponemon, Robert Ruland, Ira Solomon, Michael Stein, and Wil Waluchow for helpfull comments
and suggestions made at various stages in the preparation of s paper. They are mot kegponsible for
its content. The research reported in this paper is supported by a grant from the CGA-Canada
Research Foundation, which is gratefullly acknowledged.
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clients, and whether auditors should examine and report on the client's internal
control system) than on the latter. With respect to the auditor's relationship to
other parties, while it is generally recognized that objectivity and independence
are the heart of the role of the external auditor, we have no theory developing
the foundations of tiiat molle. Even wiith fihe disoreasing impartance of aaudiiting s
a source of profits for public accounting firms, it is not hard to argue that the
external audit functiom is the heart of public accounting. So, it is unfortunate
that these concepts have defiedl the effontss of a number of writers to defime it
and place it into a conceptual structure.

Virtually no research has been done on the ethics of tie audiiting profession.
This is evidenced by the recent publication Research Opportunities in Auditing
[Abdel-khalik and Solomon,1988]. This carefull and comprehensive survey of
the field does not appear to mention ethics at all. Likewise, Gibbins's [1984]
long and thoughtfiull examination of the problems of judgment im aaooumding
explicitly excludes moral issues. Closer to the subject of this paper, recent re-
views of mesearch an e expertise of aadiitorsiinmadking prodtesdional jjutignants
(e.g., Davis and Solomon [1989], and Bonner and Pennington [1991]) do not
mention moral judgment. There is a good reason for this lack of attention. At
this point, academic research in the ethics of the public accounting professimn
hardly exists. Hence, it would be difticulit for either researchers or practitioners
to see how it might proceed at all, and be a fruitfiull Hireaffressancth.

The purpose of tiiis paper is two-fold. Tine flirst iis to present dhe oudlines of =
normative theory of the auditiar’s role, hased an philesophical literature diealling
with moral judgment and action. According to this analysis, a social contract
between the auditing professiam and the rest of society establishes the reasons
why it is important for auditors to act in accordance with a set of ethical stan-
dards. Essentially, in accepting the role of auditor, auditors have agreed to the
terms of a contract, and are therefore morally obligated to honor these terms.
Among other things, they are expected to act in accordance with “the moral
point of view.” Auditor independence and objectivity are explained as interpre-
tations of tihiis nmare general primdiple.

This provides a partial charactetizatiom of the auditor's role and attendant
responsibilities, and leads to the second question of how audiitors mright et et
cally, i.e., how they are to make the moral judgments required by their role.
Building on the philosophical foundatiom, the second objective is to propose a
psychological theory of moral judgment and expertise as the foundatiwis of
moral judgment by auditors. It is hoped that such a theory and empirical
research leading fromm it may yield a better understanding of dihe ways iim wihich
moral judgments are made by auditors, and may even lead to changes in the
education and training of auditors, and thus to changes in the practice of audit-
ing.

The next section of ttiis payper presents the ethical foundations windierlying dhe
ethics of auditing. As mentioned above, the basic idea is that auditors have a
social contract, i.e., an agreement with the rest of society, that obliges them to
act fromn “the moral point of view.” The “terms” of this contract are analyzed,
via the pronouncements made by the public accounting professiem. Definiitienss
of awdiiior ciyjediivity and imdigpendence @are presemnted. This analysis leads to die
conclusion that, even with a multitude of rules and principles governing the
behavior of auditors, they still must make professioned! judgments which meet
the requirements of the moral point of view. So, the psychological question of
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how auditors are supposed to make ethical judgments arises, which is the sub-
ject of the next section. The concept of moral expertise is advanced, and ana-
lyzed and compared to the more technical (and traditionally recognized) foms
of awdiitor expertise. Measures of maoed| ecopariise aare pyoguuesat]. TiHee ppenudttimeate
section presents some of the possible implications of moral expertise, for both
research and practice. This is followed! by a short conclusion.

This paper is exploratory in nature, bringing together several diverse litera-
tures in both philosophy and psychology. Because of limited space, the paper
presents the outlines of a theory, rather than a finished theory, and is meant to
stimulate further discussion, with the hope that a more rigorous and complete
theory of maral expertise, and empirical research lkeadiimg firom iit, willl amearnge.

Contractual Foundations of the Auditor’s Rale

Recently, the attention of both researchers and practitioners has focused on
the economic-contractuall aspects of the auditor's relationships with other par-
ties such as clients, investors and creditors, and regulators. (Recent examples
include the papers and critiques in a forum in the January 1992 issue of The
Accounting Review.) Such investigations are important, since the institution of
external auditing does exist in an economic setting in which auditors provide
their services for a fee, and the service consists primarily of informiing others
about the reliability of informaiiiom about the economic activities of the client
firm." However, the concspis of cbjsctivity and iintiependence are mot ttham-
selves economic concepts (although they do have implications of an economic
nature). Rather, they are ethical, or normative, since they concern the issue of
how an auditor ought to act in the course of performiing an audit, and in ulti-
mately deciding on the content of die auditars report to dhird fartiies.

Both ethics and economics concern rational choice. The diffeiencass and sim-
ilarities between them may be characterized in a variety of ways.? Qe wéay iis
that economics focuses on choice when each individual is regarded as an atom-
istic, self-intetested], utility maximizer, who makes rational decisions without
regard to the impact of lhar aafions o dhe welfare af coleess. EENiGS, canthecobizer
hand, focuses on the problems of choice when it is explicitly recognized that
one’s actions do have effeciss on others, and that those effeciss should be taken
into account in deciding how to act. Ipso facto, tdhhggltheeeﬂmhbpmnbﬁfvmw
denies the validity of “ethical egoism” @s 2 manmative dheory of raatianl cthddee:®

Roles and Norms
Strictly economic analyses of behavior have difficullyy dealing with the facit

! Iintennal audiitors Heve anommous prchilems disfining thsir nale @s intgpandent amployses of the
entity which they are auditing. Despite apparent similarities in the work perfoimedi by external and
internal auditors, 1 believe that the theoretical foundatityn of dhe iintemal auditiar's role will turn owt
to be diffseni: from that of the external auditor. For this reason, this paper concerns only the inde-
pendence of e later.

T reelbediiomshiip Hstwieen athics andl cconamics it complex. So, any simplle dharacterization af iitiss
automatically an over-simplifiicatiom. In particular, the statements made in the text of this paper
should not be interpreted to mean that they are separate disciplines, with totally differanit goals and
methods. Rather, they are (or should be) intertwined. Insofar as they are concerned with the ratio-
nality of hwiman chsice nd thehavior, it wouild e 2 mistake to dhink dhat sidier ane can progeed sit-
isfacteriily in isolation from the other. For a detailed examination of dhis, sse Sen (1987].
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that people choose and perform their actions within the context of a role. The
concept of a role is a legal/moral concept and iis disfined Inere @5 @ dluster of
rights and duties with some sort of social functiom [Downie, 1971, p. 128. See
also, e.g., Williams, 1985, p. 7]. Everybody occupies a number of rolles siimnuikta-
neously, such as parent, child, spouse, citizen, and so on. Some of e molles pBo-
ple occupy are not voluntarily chosen (such as that of child), while others are
assumed as a matter of voluntary choice. Specific occupational roles, such as
that of audiitor, are tyyically dhosan. This means dat de rights and duties wihidh
define these latter roles are agreed to by persons adopting them, and that they
have the rights that accompany it and agree to abide by the obligations as well.
Thus, voluntary acceptance of @ralke iis @ matker wiith etinical import. Tis Has an
important consequence for a theory of the role of the auditor, and for auditor
objectivity and independence in particular. The consequence is that, contrary to
the positive, principal-agent, conception of audiitor discision myaking, @mn audikor
is not free simply to decide (as a matter of mmasiimizing salf-interest) witistier to
report a breach of generally accepted accounting principles [DeAngelo, 1981].
Instead, she has an obligation to make such a report, and, by implication, this is
the case even if sudh @ report iis mot ik Her self-interest.

Rights and duties are generally recognized as fundamentall to the ethics of tie
accounting professiom, in view of e flact dinat wimtually every professional args-
nization of smacoumtants s @ codie of podtessional coontiuat, ssreedifing (ppimzali-
ly) the duties of mamibers of theearpganzetion ttocstierimeerested] peatiess, inotll-
ing the general public, their colleagues, and to the organizatiom itself.
Furthermore, the relationships of the auditor to other interested parties may be
analyzed in terms of tiie wigihts amndl mesponsibilities winich diefine e rolle of thwe
auditor.

People in general, and auditors in particular, oftem find themselves in situa-
tions where their actions have an impact on themselves and others, and where
there is no feasible course of action winich wiill txe im tie imterest of adll odfthibem.
In such cases, a principle or criterion is needed for deciding which of e com-
peting or conflictilg interests is to be given priority over the others.® Iim ttivse
situations, norms provide guidance (and possibly, incentives provided through
their enforceabiliiy)), by indicating actions which are required, allowable, or for-
bidden in a given situation.

Norms are standards of telvaviour. "ﬂ'hteylhmﬂlhmﬁdﬂomng liogjical Stwcthure:

Person P in situation S may (or should or should not) do A in manner M.®
For role-related norms, this definitiom encompasses both aspects of tie autiitor's
role distinguished by Mautz and Sharaf [1961]. First, it states that a norm speci-

® Exthiical cgyoitom iis e trsory it alll ratiional iindividuals ot to 2ot esdlusively iin thsir own self-
interest and without regard to the impact of their actions on others (except to the extent that such
effectss “rebound” on the individual). Ethical egoism is theoretically untenable. Eor one thing, it is
not universalizable, since it is self-defizatimz when advocated as a general statement about how peo-
gle ought to act). See Bowie [1991]; Sen [1987]; Etzioni [1988]; Frank [1553].

Tihiis diefiinition iis & manmative ane. Rolkes are iso wndisrstood iin a positive, sooidlogical sanse, 25 a
set of empirically determined behavior patterns, which have empirically determined outcomes for
society. Thus, the auditor's role would be defimed! positively as consisting of tiose aiions wihich are
done by people who have been labelled as auditors, and which have a patterm of outcomes. (The
purpose of tine sacond dlause iis tto omit “accidental” dheraceristics wihich lave mo paittern of edffact
from being included in the role). Roles in this positive sense are not the concemn of tiiis paper.
® Tt iis allen ossitile tthat ome iirtsrest miigit i teded off agghinsnandier inrhhesensaltbattii ixgivenaa
heavier weight rather than absolute priority.
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fies which actions person P is supposed to perfornm (or not perform). The rela-
tionships which an auditor is supposed to have concern the other part of tine def-
inition. First, the situations which P is allowed to be (or supposed to be) in, may
preclude certain relationships. For example, it is a universally accepted norm
that an auditor may not perfomm an audit if e iis @otively imvolved im e gpora-
tion of dhe dimnti’'s thusiness. Seoond, e manmer in whidh P performs acfion A
relates to the way in which the auditor takes into account the contending inter-
ests of warious prarties.

Norms have two main functions. First, they provide criteria to evaluate situa-
tions and actions. Second, they provide guides for action, helping people to
decide which action is appropriate or correct to performm. Following from both
of these functions, norms may also provnde standards for the enforcemmentt of
certain types of behaviour.” Vitien this iis dhe case, ethical manms L tsaomme
formalized as statutes or government regulations, or as precedents in the com-
mon law. Thus, norms have normative content. Rules, principles, regulations,
customs, and mores are additional types of norms which guide us in choosing
our courses of agfion. The malle af mermsiiniiffluanding peegidessmuotd| tethaxvior
is described by Baier [1965, p. v-vi.]:

...Moralities are best understood as special forms of social control and as
special forms of practical reasoning. Any form of social direction and
control must attempt to accomplish two major tasks: to provide for the
members of the group an easy way of answering the question of what is
required of them by this particular formm of direction and control, and to
ensure compliance with these requirements. The first task is accomplished
by the formulatiion of appropriate principles, precepts, rules, and regula-
tions in a way which makes them easy to remember, to pass on to others,
and to apply in a variety of diifferent ctiteumstaneas, aabityytheeinsinetioon
of the members in these principles, etc. The second task is accomplished
by group practices designed to exert pressure on individuals to satisfy
these requirernents, such as the practice of ‘investigating’ individuals to
see whether they have adhered to the appropriate principles, precepts,
rules, and regulations, and of ‘meting out’ to them whatever is thought ap-
propriate in the light of tdhese iinuasiigations.

One of the pervasive facts about public accounting is the multitude of rules
which its practitioners are supposed to follow. Rules governing their behavior
are contained in generally accepted accounting principles, generally accepted
auditing standards, codes of professional condiuict, s welll @s statutes and negulka-
tions of gowanmment regulatory thodiies. It may e tiat ancounding Hyes mnore mulkes
than other professions. But the existence of mulles iis mo anvidient, flor mulles are a
primary means of diefining die mature of @ profession. Tiat iis, ey codify @ st
of mqpmmtmms athout wihat members of sapprofession willl dd, aant] Huow thesy willl
do it, and in this way define (as well as guide) the practice of puiblic aeaaunting.

There are two types of norms [Bayles, 1989]. One consists of universal
norms, that is, norms which apply to people in a society merely by virtue of

® Tihiks dtefimition iis tasadl @n Baylkes (19062, . 29)].

7 Iim edier tto Hiave weallue iin ks regrard, ey must tie explicitly ffanmullated, and sufficiently preoise to
allow people to determine readily whether their actions are or would be in accordance with the
norm.
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their membership in that society. Examples might include norms against lying
and deception, and inflictimg harm gratuitously. Such norms are universal
because they are regarded as applying to everybody, not that they hold without
exception. For example, it is generally agreed that the norm against lying may
be violated in a variety of circumstances, but only if there is sufficiently good
reason. (For an application to auditing, see Gaa and Smith [1985].)

Even though universal norms as such enjoy no special status over role-relat-
ed norms in the practice of audiiting amdl aooounting, some of theemaatcagppacent-
ly so central to the practice of accounting and auditing that they are explicitly
included in codes of professianall conduct. For example, the Code of
Professionali Conduct of the Avmerican Iinsiitute of (Cariffied FRu]c Acccounbants
[ANITPA, 1958 sstates tthat reantizars off tleel husitidude :

« should perform with the highest sense of itntgriity [ Péritdke THI],

» should strive continually to improve competence [Article V],

e should be honest [Sec. 54.01] and not knowingly misrepresent facts
[Rule 102],

= are obligated to comply with a validly issued and enforceable subpoe-
na or summons {Rule 301]], and

» shall not solicit clients in a false, misleading, or deceptive manner
[Rule 502].

Although these norms (consisting of hedh primciples and muiles) @re condzined iin
the Code and specificalllyy apply only to accountants who are members of the
AICPA, they are really universal norms, because they merely formalm (in the
Code) standards of behaviour which are expected of all people.? Thnat is, tthese
universal norms do not, or at least need not, specificallly refer to people acting in
their role of seaountants ar Auditors.

Auditors are also subject to a second type of norm, i.e., role-related norms.
[Bayles 1989, pp. 22-251 These norms apply to auditors solely in virtue of tthsiir
occupying a partlcular role in society. Other than those mentioned above most
of the norms in codes of professienall conduct are role-related norms.® Hisld
{1984, p.30] makes the connection between roles and norms clear:

A role is also a set of marims @r miles canceanming Yehavior. lin aacgpding &
role, we accept these norms. In being a lawyer, we put ourselves in a con-
dition of ‘being a lawyer,” but this should not be understood merely in
terms of mmalking e empirical desoription ‘that person iis & lawgyar tinue....
we are accepting the norms constituting the role of e llawaer iim dhat saci-
ety as valid norms.

8 Siome weanild angue tthat wiribversal rmamms aEply to Al imanthars off theehumaanraaee, naonmaatéer witiith
culture they are part of. For a brief diiscussion of cettiical redlativitam [ B3oviie aant IDiskka, 19990, pgp. 221-
22].

9 Wit alll mamms ave athitesl. Far example, autitiors are sijjsat to 2 watiely of relerelated mamms,
including a number of sources of generally accepted accounting principles (GAAP) and generally
accepted auditing standards (GAAS). Many of these are not directly ethical; rather, they simply
specify efficianit ways of perfoemiitg one's duties (GAAS, for the most part) or specify standard
methods of accounting and reporting (GAAP, for the most part). Parts of the Conceptual
Frameworks of financiall accounting and reporting do have ethical content, in that they specify the
priority of interests among those parties who have a stake in the content of financiall reports. See
Gaa [1986].
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For the reasons presented at the beginning of this paper, auditor objectivity
and independence are the most important role-relatedd norms of the public
accounting professiom. Indeed, since independence is the only norm which
refers specificallly to the role of auditor, it defines and distinguishes the role of
auditor within the more general role of puihlic accoumntant. Allfhough the monm of
auditor independence is formulkiter in a variety of ways i tive wanious codies of
professiomall conduct, they are all basically similar. For example, the AICPA
Code (1988, Article 1V] states as a general principle that:

A member in public practice should be independent in fact and appear-
ance when providing auditing and other attestation services.

That is, the public accountant gua auditor, i.e., a public accountant acting in the
role of auditor, should be independent. The Code also contains a more spegiffic:
tule [Rule 101]:

A member in public practice shall be independent in the performamee: of
professiamell services as required by standards promulgated by bodies des-
ignated by Council.

Social Contracts

There are two ways to look at high-sounding statements such as these. One is
the “positive™ way, based on an economic model of contracts between princi-
pals and agents, according to which economic agents will act “rationally,” with
the implication that they will act in accordance with the terms of & comntract emly
when it is in their own perceived self-intenestt to do s0." THiis agppreath ttothee
behavior of auditors may be able to explain some (or even much) of what is
observed in the practice of public accounting. While it may thus have much to
recomrend it, this approach cannot address, much less solve, important prob-
lems in the professiomell ethics of the auditing (i.e., public accounting) profes-
sion. The problems which it cannot handle (at least not without great diiffitultyy)
are fundarmeniadl issues involving the role of the auditing professiom in society,
and the ethical obligations which attend that role. These include the oftem-
expressed view that auditors occupy a fiduciamy role, and the existence of com-
flicts of iitarest in parforming dhe auditar's role.

Another literature which has a surface resemblance to the principal-agent
framewaitk addresses these foundationell issues directly, in contractuall terms.
This contractariam approach assumes that people are rational decision makers."
However, instead of attemyping to reach an agresment disout dhe tanms of asgoe-
cific contract, such as an employment or profit- or risk-sharing contract, they
are attempting to achieve a collective agreement, i.e., a social contract, about
the structure of thasic sasial imsitutions. Widhin dhis sinuoture, specific giimdipal-
agent contracts are agreed upon and perfoimed].

The idea that there is an “arrangement” of some sort between the auditing
professiem and society has been recognized for many years. For example, Mautz
and Sharaf [1961, p. 50] state as one of eight tentative postulates of auditing

[ inaadtition toHaaving aanuunbiesr off ppobbdemswirkenz pppliddtdoe Bifviehli sssass Eivenwitthresppecttdo

economic relationships and transactions, it is increasingly controversial. For a critique, see e.g.. Sen

(1987]; Etzioni [1988]; Frank [198H]
THuayghnaotneeesssail ly esoectet] usitility raatim zesrs [ ((3aa, 19558).
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that “professionell status imposes commensurate obligations.” In conjunction
with a postulate stating that an auditor should work exclusively as an auditor,
this postulate is said to provide “the basis on which we determine the auditor’'s
responsibility to society, to his client, and to felloaw auditors” [Mautz and
Sharaff, 1961, p. 50]. They stated the principle as a postulate, because they
lacked a theoretical foundatiom for it. This section provides a brief account of
such a foundatiom, fromn which additional implications are also derived.

The contractual approach to institutional issues has been used as an analytic
foundattiom in business ethics [e.g., Donaldson, [1982; Keeley, 1988; Dunfee,
1991] and in financiadl accounting standard setting [Gaa, 1988; Noreen, 1983
The subject of tthe social comntract im s case iis e stuchure of theeretlatconstipp
betweem auditors and various interested parties, i.e., their constituents.
Specificallly, the terms of the “contract” characterizes the role of auditors, by
specifying the rights and duties of audiitors wiis 2 vits diiird pranties.

As such, the analysis is clearly normative in its focus on the actions which
auditors must perfoirm, may perfairm or may not perfoiim, and the relationships
which they must, may or may not have with others. Within the bounds of this
social contract, auditors and their clients may make principal-agent contracts
which are in their mutual self-intefestt. But contracts which violate the condi-
tions of the social contract are not allowed, since they violate the norms defiin-
ing the auditor’s role. An analysis of dhis sesial condract iis tardefly Sketched out
here [for more details, see Gaa 1990)."* THeerstlationstijp off aaidditass wiith cokieer
members of soclety is governed by general principles and rules. As indicated
above, this means that an agreement on the role of audiidors its 4 ganeral sasietal
agreement.

The structure within which this contract is constructed is analyzed as a game
with two players, each of withom iis tryiing to abiain tie “hest dieal™ possible. One
player in the game is the auditing professiam as a collective whole, represented
either by prominent individuals or by an organizatiom of public accountants.
The other party is society, taken as a whole. The purpose of tthe game iis to satile
on the role of auditors in society, which consists in an equilibriufa agreement
specifying both the rights of audiitors to practice dicir ecoupation, and dhe social
responsibilities which they agree to honor in exchange for these rights. Thus,
there is a quid pro quo: public accountants collectively gain the benefits; of arga-
nizing as a professiom,. stich as the right to regulate their admission to the profes-
sion and to impose standards. In exchange for this autonomy, it agrees to act in
a socially responsible manner. This is accomplished in part by establishing
norms of competence [Moore, 1970], specifying, e.g., the training required to
become an auditor, and principles and rules definimg the standard of behavior
expected of practicing auditors. Included among these norms are standards of
ethical conduct, such as are contained codes of professienall conduct. Becatise
the professiom will need to provide continuing assurance o the rest of society
that it is holding up its end of dhe thargain, diese mulkes and principles wust speci-
fy clear and enforcealtl: standards of behavior, and will require an effestivee

2 THee annlysis poessentati Heerei isattonurt tHae ool | sstusture o filthere b idonkinipbbesweent ibeaadititing
professiom and the rest of society. The recent “expectations gap" controversy in the U.S. was a dis-

agreement between the public accounting professiom and “the public” (in the person of members of

the U.S. Congress and the Securities and Exchange Commission), within the overall social structure,

about the role of audiiors. Far an analysis of tHitsppatitaularccontroversy, ssee@an|([1991].
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enforcemmentt mechanism.

Contractariam analyses of ethical theories @ind jprimciples are sometimes qiiti-
cized on the grounds that they concern only hypothetical agreements between
hypothetical people, and as such have no normative force on actual people in
actual situations. This is a controversiall matter [Davis, 1992] Whatever the
force of these criticisms in general, they do not apply in this instance. The rea-
son for this is that there is in fact an agreement between auditors and society, as
evidenced for example by legislation recognizing the special status of profes-
sional organizations of pulbllic asoounizints, “lecsl™ livensing lkaws, and recogmi-
tion in corporation and securities laws. For example, the Securities Acts in the
U.S. require that the financiall statements of puibllicly theld conporations e exam-
ined by independent auditors. In exchange for this benefit, it is agreed that there
will be public oversight of the auditing professiem. In short, auditors have
agreed to act in a socially responsible way in exchange for certain benefiis
granted to them by society.

The contractatiaim approach shows that auditors are rational to make an
agreement with society, which specifies their role. By accepting the benefiis
bestowed by the social contract, auditors voluntarily accept a set of rights and
responsibilities governing their behavior. That is, contract theory provides a the-
ory about the ethical foundatiens: of tine jprofession (imyplicit iin die gpecification
and acceptance of their social role). This has major implications. For example,
unlike the economic view mentioned above (according to which an auditor is
rational to renege on a contract whenever it is in her self-interesit to do so), the
social contract approach says that auditors are obligated to act in accordance
with the dictates of dthad rolke.

The Moral Point of View

The moral point of view has several important components. First, moral
agents are supposed to act in the interest of alll memibers of seadialy, st motjjusat
in their self-interesit. In addition, the interests of every member is to count
equally. Second, on the plausible assumption that a person’s actions cannot be
expected always to maximize the interest of ewery mmeariber of theeccommuiity, 2
further implication is that moral agents should expect that at least sometimes
they ought to perfoitim an action which is against their own self-intefestt. In addi-
tion, the moral point of view requires that the rules and principles governing
people’s behavior must be generalizable. This means that no individuals have
special status exempting them from the principles; rather, they apply to all peo-
ple who fit within their scope.

This may be applied to the institution of auditing. First, the obligations con-
stituting the role of die audiitor apply to alll audiitors @ilee!**S80 Hthermoshippaint
of view is satisfied] by auditors if they aot i @ccardance with i rolke, ie., in
accordance with the obligations specified in the social contract, and with the
rules which interpret the general terms of that agreement. By agreeing to this
arrangement, auditors essentially promise (in exchange for a fee) to act for the
benefiit of others, in accordance with principles and rules governing their

] {tigsaalittée moste coonpplicatet. Feoresxanypée, thieesgeedHic rudéssaant! ppiinsjptes witioth coorstitute thie
auditor’s role may have exceptions, which are either explicitly stated or implicitly understood. In
addition, duties (and rules) may conflict, forcimg the individual to decide which one has priority.
These observations do not reduce the force of tine wmiversalibility oriterion iitself.
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actions. In order to satisfy the requirements of the role, auditors are no longer
free to act exclusively in their own self-interestt in the performance of audit
engagements. That is, having voluntarily agreed to act in accordance with the
role of awdiitor, they shouilld expoct hat sometimes ey wiil the maorally ciligat-
ed to perfomm an action which is not in their own interest "'

In conclusion, auditors are obligated to act in accordance with a set of mnarai
obligations (which specifly their social role) because they have agreed to them.
They are not free to violate the role of tifie awdidior, cwen iif iitissiintHedirsed Fimder-
est (and thus economically rational, according to the conventional economic
point of viiew) to dlo se. Raifer, iit iis rational fior Audiitors 4o mke A social con-
tract specifyimg their role and, in making that agreement, to agree to act in
accordance with its terms. Making a contract implies an expectation that the
other party will abide by it.*®

Objectivity, Independence and Conflict of Interest

As noted above, a contract between the organized auditing professiom and
society is in fact readily identifialblie (even if ilis exact tanms aie hofl wague and
variable over time [Gaa, 1991]). Statements of die maral it f Wiew ey the
found in the profession’s own pronouncements. For example, the preamble to
the Principles section of the AICPA Code of Professionall Conduct [AICPA,
1988] states the followiing:

“The Principles call for an unswerving commitment to honorable behav-
ior, even at the sacrifice of personal advantage.”

This code also proclaims that [AICPA, 1988, Sec. 54.01]:

“Service and the public trust should not be subordinated to personal gain
and advantage.”

The normative approach takes such statements of the professiemall organiza-
tions literally and seriously, i.e., as statements of marims wikiich partiaily shatas-
terize the role of the public accountant. Statements of principles and rules are
important from the moral point of view, precisely because they obligate mem-
bers of the professiem to adopt the moral point of view. In essence, they are
promises to the rest of society, and are morally binding on auditors in the same
way any promise is.

An alternative interpretation of such statements is that they are intended as
political gimmicks, i.e. ritual statements empty of cemdend, itended to fiool @ut-
siders into believing that auditors are actually concerned with “the public inter-
est.” Thus, the ethical analysis of e role of aaudiitassmjghtsstikce ssameaasnadinee
or far-feches. For example, some might claim that auditors will act in accor-
dance with their own perceived self-intesesti, no matter what a code of comdiet
might say. Whether auditors really do act as claimed, and whether a belief o dhe

4 mtrhieessaneetiinee i ffacdtingamanaditiserraqgiicddaadititossaggldalyyidmart aiisstibairssilfiimeer-
est, either they would seek to re-negotiate the social contract or (since they are not obligated to con-
tinue to act as auditors) they would cease to act in that role [Gaa, 1990). However, as long as they
act in that role, they are obligated to act in accordance with its requirements.

51 twentitt Heei hieconsistent for aappesson toharessuthaancexpettaiion, aantladdsotcobadtH thaatshei isfiee
to violate it at will. Giving oneself a privileged position, such that one is free to violate contracts
while others are obligated to carry them out, cannot be consistently generalized as a universal rule
[Bowie and Duska, 1990, Ch. 3].
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contrary is naive, are empirical questions, about which systematic evidence is
sketchy at best *

In spite of the fact that we don't know much about how auditors act, two
conclusions seem safe. One is that it surely is naive to believe that all auditors
always act in accordance with the obligations of their role. Second, regardless
of dinat, iit it mot maive fior society to attempt do detenmine wiether auditiors are i
fact acting in accordance with their contractual obligations, and to hold them
accountable whenever their actions are judged to violate the norms of e auwdi-
tor’s role.

It is important to note that even though the general principles in a code of
conduct are not intended to be enforcealbll, they still have normative force. This
is because they state ethical obligations of professienall accountants. In facts,
enforcealbiliity has little to do with it. In order for a norm to be enforceadlle there
must exist a) an explicit rule, b) an investigation system to discover and in-
vestigate alleged transgressions, and c) a judicial system to ascertain whether an
action is a violation of the rules, and if so, what penalty ought to be inflicted.
Many social norms are not enforcealdlis, in this sense. They are no less important
for that, because in general, and in the case of professienall codes in particular,
such norms are the foundatiens; for the enforceal: parts of the codes (i.e., the
tules). In fact, the rules exist in order to implement the Principles (insofar as
enforcemenit is both desirable and possible within the context of the memiber's
basic legal rights). Basically, the statements from the AICPA code quoted above
make the general point that auditors do recognize the existence and normative
force of dingiir social condract. i remains to comsider dhe role of aidiitars, wisawis
other parties, in more detail.

Objectivity and Independence

Objectivity and independence are closely linked concepts which occupy cen-
ter stage in the codes of professional candiict of tHe waimusrdtessional copgarii-
zations of public accountants. The reason for this is clear fromn the foregoing
analysis. Since the role of the auditor is determined as the result of social con-
tracts between society and the organizations representing members of dine poutblic
accounting profession,?’ ssuthcoakiss aaee thie “ifiicial téaxt” off ssith aggeeeneenss.
So, what are the meanings of auditor objectivity and auditor independence? At
least as a first approximation, they mean what the code says they mean.
Unfortunafielly, they are not well-defiined! in any of theim, hecause dhey are wague,
ambiguous, and various interested parties may disagree about just what the

 Asrintetiatioowee, tHezeeazeepidenty offe gxampideso bk itattionsniwhicicpasplele commohlhaactnivagsy’s
which are not easily explainable on self-intetestt grounds. Nevertheless, the possibility exists that

such behavior never occurs in auditing. Empirical studies which show that behavior is consistent

with self-interestt maximization are not enough to settle the issue. Such studies would also have to

be strong enough to show that auditors never act against their self-intenesit even in situations in

which (according to, say, the tenets of their code of conduct) they should. Notice that to perfianm

such a test would require a criterion of what is in a person’s self-interesit independent of revealed

preferemce.

7 Eaath peodtassional oppgariization wiivsse nieentiaess coonblient eaxéernal anddits magy Hee i interpratat] aas
having a slightly diffenenit version of the basic social contract, in the sense that the precise wording

diffieres slightly from code to code. (Detailed comparison of warious codies iis theyond dhe saope of tiiis
paper.) This is not so easily recognized in the U.S.. since one organization represents virtually all

auditors. However, other countries have their own organizations, whose codes of comduct @md stan-

dards of jprofessionalization (&.g., adiucational requirements) différ.
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social contract calls for.*®

Nevertheless, the statements in the codes of comdiuct of theprdfssional wege-
nizations are the primary source, and in spite of their shortcomings, provide
important informatimm about the content of the Social contract.

The analysis in this section examines the meaning of these concepts, using
the Guidelimes on Ethics flor Professiomal! Acoountants aff /thel iraenoationd]
Federation aff AAceeuntants|[RAAC 9ID0T. T HEhG GditieléinehakasviwsesEctions,
one concerning public accounting in general (Part A), and the other confimed to
the auditing (attest) functiom (Part B).

According to the IFAC Guidelines, the principle of abjesctivity is tire follow-
ing:

A professionall accountant should be fair and should not allow prejudice

or bias or influemee of others to override objectivity [Introduction, para.

15].
According to Part A:

The principle of objectivity imposes the obligation on all professianedl
accountants to be faik, intellectually honest and free of conflicts of iinteragt
(Para. L1].

Part B of the IFAC Guidelines, which concerns accountants in public practice,
expands only slightly on the special obligations of @wdiitors ower and ahove dnsir
obligations as public accountants. It says only that:

Professieimall accountants in public practice when undertaking a reporting
assignment should be independent in fact and appearance [Para. 8.1].

As is normal with codes of e mrofessional argamizations, this stakement iis fol-
lowed by a list of situmdions iin wihich @ puiblic acoauntant's imdependence would
be questioned [Paras. 8.3-8.11] %

The ethical content of diwese statements iis clear and dimple: They cssentially
say that public accountants should adopt the moral point of wiiew im disciding on

8 Hepreaxanyple, theeCGontirentd| Weenting coaseHiinget aontheerneeaning off- Fiaitly ppessants irintthes stan-
dard auditor’s report. The professiom claimed that it meant only that the financiall statements were
prepared in accordance with generally accepted accounting principles. The court disagreed, saying
that it meant more than that. Thus, in this case, the parties to the social contract (i.e., auditors as rep-
resented by their firms and the AICPA, and the general public as represented by the judge and jury
in this case) disagreed about the terms of tihe sacial contract. Sse AICPA [[I970].
& I HAKC idsaan iinternationd] oopgariizatton witiese meentieess aaee thee poodtessional ovpgarizzations iin tee
various countries. Professionall accountants are members of dine mamiber todiies off ttee ] FAXC, aardi ot
members of IFAC diiractly. Bassd an the telief tat tte weottbiviite accnunntiing prafkession Hesamum-
ber of important common objectives and principles, IFAC's purpose is to develop standards which
will be used by its member bodies to harmonize practice around the world. It is usefull to base the
analysis in this section on the IFAC Guidelines, because it reinforces the view that codes of conduct
are more than a codificatiom of liegaliistic ruiles witich pantain to @ gpecific liggal jurisdiction (@nd ro-
fessionedl organization). In any case, the codes of professional conduct fior Niorth American
tions (i.e., the American Institute of Certifizdi Public Accountants, the Canadian Institute of
Chartered Accountants, and the Certifieti General Accountants Association of Canada, and their
constltuent organizations) are quite similar.

¥ Ttessessituationsiintiudiethee moote vritess sstantiart coatggeites offfifinaci il irinvbleeneentwitth oofiin
the affaiiss of, clients; appointments in companies; provision of other services to audit clients; per-
sonal and familyy relationships;, amount and nature of fees; acceptance of goods and services fiamm
client: and ownership of e puillic Bocounting fEobice.
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their actions. Lack of prejudice and bias, and faimess and honesty suggest a
sense of mautrality @r eguality, im servimg die intarests of theewarious ppattess witto
have a stake in the product of the auditor's work (i.e., the auditor’s report).
Freedom from conflictt of interest recognizes that the interests of these parties
(including the auditor's own interest) may conflict in some cases, and that a pri-
ority among these ‘interests must be established. More detailed analysis of the
concept of conflict of interest, via explicit pronouncements provides furihemr
insight.

Conflict of Interest

As Beauchamp and Bowie {1988, p. 472] point out, conflictt of interest
requires the existence of @aralke in witiich 2 person les @ conflict «ither hetween a
role obligation and her self-interesti. or between two diffensnit role obligations.
Furthermore, the agent must exercise judgment in the performance: of dhat nalle.
The conflict lies in the fact that influences on the agent, or the agent’s loyalties
or temptations might lead her to act in a way which is contrary to what the sec-
ond person has a right to expect.

Based on an analysis of the Code of MPgfessional Regpomsibility of tife
American Bar Association, Davis [1982, p. 24]%" féermalizes thesse ideeasiinthe
followviing definitiini:

A person P; Hias acanflict off innéeeastiinrodbeRRiff, aandooiyifE

a. P; aoaypies R,
b. R requires exercise of (competent) judgment with regard to certain

questions Q;
c. A person's occupying R justifies another person relying on the occu-
pant’s judgment being exercised in the other's service with regard to

Q;
d. Person P ik justified i nellying oh I ') tinRRwiithreggart teo
Q (in part at least) beeause P, erupirs IR
e. P1 is ... subjeet to influsnces, loyalties, temptation, or other interests
tending to make P,'s (Gumprient) judgment iim IR willh regpid © Q lrss
likely to benefit P tram P 1's eroupying IR inmiifies Bpinesnasting.
Application of this definitiem to auditing is relatively straightforwandl. Auditors
occupy a role which specifies the services which they are expected to perfomm,
i.e., the perfommance: of an audit (or other attestation services), including the
publication of an auditor’s report. Audits require significam amounts of jarofes-
sional judgment. The role of auditor also specifies who are the primary bemnefii-
ciaries of the auditor's judgments: society at large, including especially poten-
tial and actual investors and creditors, financiall analysts, and other constituents
who are regularly listed as the users of audited financiall reports. Furthermore,
the social contract between the professiom and society justifies the latter in
expecting that the judgments required will be exercised in their interest. The last
clause of dhe diefinition iis atiitical: An audiitor tas 2 conflict of i nterastifftlibeseids
any other interest (including obligations to other parties, such as clients) which
would decrease the likelihood that the auditor’s report is less reliable than one

2 Thigsdadfinitiion i isaésoussetibyy@urzaanti NUEGuotteon | [9991].
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24

has a right to expect 22

Whether an individual has a conflictt of interest in a particular situation,
depends on whether there is an influence, loyalty, temptation, or other interest
which would tend to cause society (or its “designees,” the users of the reports)
to be less likely to benefitt fromn the audit than it has a right to expect. Because
of tthe autiitor"s camtral posidion im dhe Siuation, dhe would mot e de hest judge
of the likelihood of influence. Instead, the beneficiaties themselves should be
the judges.® Mithwgh thiee likied]iuaat] thiaat aan aggentss jjutigmants will Hee iirflu-
enced to the detriment of the beneficiaries is a matter of degree, Davis finds it
useful to distinguish three levels of conflict of iinterast. Axctudl ccorfilioks offirinter-
est refer to situations in which it is certain that a beneficiany will be adversely
affecteet by the auditor's actions. The second category consists of latent con-
flicts of interest, in which the individual is in a position where there is a “rea-
sonable probability” that the beneficiamy will be adversely affectetl. In cases of
latent conflict, there is no actual conflict, but it is reasonable to foresee that a
change of diroumstances wiouild yield an aciusl conflict. Third are pokental con-
flicts of iimkerest, im wihich it iis fareseeable tiat e agent might e in 2 Siuation
producing an actual conflictt of iiterest.

An example of an actual conflict involving an auditor is the Fund of Funds
case, in which the accounting firmm owed a duty to two clients, and it was impos-
sible to satisfy both [Gunz and McCutcheon, 1992]. Other examples include an
auditor who has a material ownership interest in the client firm;, an auditor who
takes a bribe from a client in exchange for a clean opinion; and an auditor who
accepts an engagement, the fee for which is contingent on the client obtaining
financing. Examples of latent conflicts of interest include a public accounting
fierm which perfornis management advisory services for an audit, or forms joint
ventures with an audit client. These situations do not imply that the interest of
either the public of the client have been sacrificed. but there is a reasonable
probability of that, at least in many people’s eyes. Examples of potential con-
fliets of iinterest imshudie dhe possibility dhat 2 parsonal reladionship hetween imgi-
vidual auditors and clients may influence the auditor's judgment, and the faci
that an auditor's fee is paid directly by the client (rather than through some
other arrangement, such as from a pool of fiunds).

It is evident that under the present institutional arrangements, the auditor-
client relatlonshlp has built-in conflicts of imterest to same diegree. The indlgmen-
dence rules™ aghteass thiss ppedtibam Hyy ctaiming wwofEothid aary coorffliats offirinter-
est. According to the definitiom presented above, however, such a restriction is
infeasible, since auditors always have at least a latent conflictt of interest, vis a
vis their clients. However, the independence rules do have a functiom, which is

Two important questions are the following: What does a reader of @n awdiitar's neport have @ might
to expect? What conditions would render the auditor's report less reliable? These questions are
essentially the issues which arise whenever an “expectations gap" arises, and when the problem of
the scope of sanvices priovided ty public acasunting firms atises. They willl mot te disoussed thate.

3 THhisi isaanabegaissttottiee Trpesspentive offtithaldeciivdtl ass ibebbanhhwaskkidore ewhluatinotthe justifi-
ability of dlsosption. See Gaa and Sl ([[19B5]. Presumably, dhe judge of el uat] oif aaheetse
impact would be unbiased and reasonably well informedi about financiall accounting and reporting.
the technical aspects of audiiiing, and e opsration of ffirandial naaKeats.

The Code of Professianall Conduct of the Institute of Chartered Accountants of Ontarie [ICAO,
1988] defines objectivity in essentially the same way that other codes define independence. The
1CAO has fio principle corresponding to the objectivity in the other codes. Hence, the discussion of
independence in the text applies to the ICAO code provisions on objeetivity.
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to forbidl auditors from perfonmimg: audits when there is either an actual comflitt
of interest or a ““high™ degree of llikslinood ((rather dham just 2 “reesomable™ like-
lihood) that a potential conflictt of interest would become actual. They boil
down to saying that a range of awditior-client nelationships must e avoided, -
cause of the likelihood that the interest of the client will cause the auditor’s
feport to be less reliable than the beneficiaties have a right to expect. The rules
do allow potential and some latent conflicts of itmtarest.

Although this terminology is unfamiliar in the context of audiitimg), #ese con-
cepts are not entirely novel. First, it resembles fairlly closely the statement of
Mautz and Sharaf that there iis mo mecessary conflict of iintexest Heatwesn ;autiitors
and their clients [1961, p. 44-46]. Second, it is more usefull than the rule-
oriented distinction between independence in fact and independence in appear-
ance™, wihith diaves aafflse ddithotomy, maasking thee jjutigmantl naatuee off thae
coneept of conflict of interest. 1 this way, it also conflicts with characteriza-
tions of independence as an all-or-nothing matter [Lavin, 1976], On the other
hand, it resernbles the definition of Simuic ([084, p. G7]:

...any situation which alters incentives such that a self-interestedi auditor is
more likely to ignore, conceal, or misrepresent his findings is described as
decreasing the auditor's independence. A setting where an auditor must
evaluate (trade offf)) tie teendfits samtl copsts ot tringtifull repporiinggc eanabdecbbe
described as a conflictt of imntarest Situetion.

Third, according to this definitiom, auditors are never free of conflict of imter-
est, although they may be free of actual conflicts. As long as an auditor's rela-
tionship with her client is not forbiddem by an explicit rule as either an actual
conflict of interest or an expressly forbiddem potential conflict, she is free to
perfoiim an audit. This means that she must exercise professiomail judgment in a
situation where she might be acting in her own self-intesiesit or in the interest of
another party, at the expense of tfose wiio thave aright to expect that dheiir inter-
ests will be served. However, the principle (and rules) of independence provide
16 guidance to auditors on how they ought to proceed in the face of latent (or
potential) confliet of interest. The principle of abjectivity, ii€., act acsording to
the meral peint of view, provides general guidelines, but does not provide any
specific decision rule, procedure, or algerithm. No set of rules will be a com-
plete lguide to behavior, for a number of reasons. IR, fules are ilneamplete, in
that they de net specify actions for every situation. Second. they are vague,
fheaning that in many cases they reguire judgment in deeiding whether a given
situation falls within the seepe 6f dhe rule & Mo St Off riles gy AlepeTiet,
in the sense that ene valid rule may speeify one actien, while a second valid rule
fay speeily anather astien or forbii the action called for by dhe first mule:*°

Since conflicts of interest are a regular feature of the performamce of the
auditor’s role, it is important that the auditor understand whose interests are to
be given priority. It is not necessary for the auditor to actually attempt to assess
all of the possible consequences of all of her possible courses of action for all
members of society, when making a decision. Instead, the rules and principles
in auditors’ codes of professiomall conduct functiom as guides to the auditor in

2 THee (OXD @alte| [(GAD, | 9883 ddessnustussettisettermimd gy offi ndppenttence i inffaat aantagppeat-
ance, focusimg more explicitly on conflictt of iimtarest.

% Heoreaanypte, thiverritercepuiniing ddistiosure offrmterialiifformaation abbout: & blentmgyc cofifiectwitith
the rule requiring confidentialitty of dlient iinfiormation [[Bsadh. 1258%; Gunz and MidOutdheon. 1992).
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attempting to carry out the demands of lver molke. As such, ey should provide a
relatively clear and simple way for her to act in accordance with the moral point
of view: The interests of members of society, including both actual and poten-
tial creditors and investors, but not including the client’s management or the
auditor herselff, are paramount. Among other things, this means that the possi-
bility of aotuwal conflicts of intarest are so great in some Siiadions dhat dhe files
of e codies of coontlicat fiathid aautitatstiam peeftamming sadiitsaatall.

Acting in the interest of edher parties, i the face of winesrtdingy aardl ppssibite
conflict of interest is a daunting task, requires carefull and sophisticated judg-
ment. How well equipped is an auditor o perfoirh the tasks to which she has
agreed?

Moral Expertise

The job of e auditor maquiires technical expertise. The previous ssction fre-
sented an analysis of tthe comcepts of obtjjectinity aardli inkdgrenttancs, actatt g tto
which the auditor is supposed to make moral judgments (from the moral point
of wiiew), andl iim tie case of iitdgrentianee mottto pout crssdlf iin Appestinn wieee
there is a significanit chance of benefitiing: personally at the expense of other
(external) interested parties. Thus, auditors are expected by the social contract
to exhibit socially responsible behavior.

Nevertheless, they might faill to do this by acting in their own self-intefiestt (so
to speak, in willfull violation of tinsir ctilligations) &t dhe expense of ctfeets. THiis
has already been dealt with. But they may also faill to act in the interest of dhese
to whom they owe a duty for “innocent” reasons. Suppose that an auditor is eth-
ical, in the sense that she has committed herself to act in accordance with her
obligations to others, because she has voluntarily agreed to do so via her accep-
tance of the role of auditor. There is still a difficultyy, for there is no way of
guaranteeing that an auditor will successfullly satisfy the ethical requirements of
her role, even with the best of motives. Instead, she might faill to act in accor-
dance with her obligations due to a lack of ablility to judge appropriatelly what
action accords with the moral point of wiew. Audiitors have @ multitude of ruliss
governing their behavior, and it is important that they follow them. Neverthe-
less, no set of rules is a complete guide to ethical behavior: for example, the
tules themselves may be incomplete, and sometirmes they ought to be broken.

This section advances some tentative ideas about how progress might be
made in understanding how auditors make ethical judgments within the context
of their ethical obligations. The idea is that both technical expertise and moral
expertise are necessary in order to fulfill the technical and moral aspects of the
auditor's role. Thus, the ability to make ethical judgments in accordance with
the moral point of view may be regarded as a form of expertise in auditing?’

7 [mistingistiing beetveean téettmicdl aact oo expettise imijght ssyggast tto seamee thaat they azee tveo
radically diffensnit kinds of expertise. For example, if ane helieved iin @ radical distinction thetween
normative and descriptive theories or issues, or between empirical and normative domains, oF
believed that science is value-fiee or value-neutral, one might be tempted to come to make this dis-
tinction between types of expertise. This iis mot iimplied by the diistinction i the dexd. For a0 analysis
of the underlying problem. see Gaa [1977]. The distinetion between technical and fmoeral expertise
should be interpreted as foeusing on the issues being addressed by an auditer iR a partisular situa-
tien. Se, for example, an auditer whe i planning an audit engagement has a number of {eshnieal
udaments o make, reguiring technieal expertise. As part of dhe overall planning Process, dherg may
8 seme ethieal judgrents reguired, ealling for ethical expertise. OF, an auditer may Be trying 18
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The purpose of dine mest off tHissssection issttomadéee aan aapgumeantt ffor thee phawssihlli-
ty of this view, and to suggest ways in which the process of making ethical
judgments may be studied through the lens of expert maoral judigment.

Philosophical Aspects of Moral Expertise

The first issue to address is whether the concept of a moral expert makes
sense at all. A common view about ethics holds that ethical judgment is “sub-
jective,” i.e., that it is not subject to standards of rationality or that it is not
objective in some other sense. For example, it might be claimed that ethical
judgment is merely intuitive or based on emotion.™ Aliéerraiindly, eetiicdl jjutig-
ment might simply be the product of learned patterns of behavior. If either of
these positions were correct, the concept of a maral expert would e highly sus-
pect. For, if it is impossible to say that one moral agent is better at making
moral judgments, then the concept of moral expertise in particular is open to
question. This issue is extremely important, since it relates directly to the fowmn-
dations of auditors’ obligations to society: if the concept cannot be adequately
defined,. then it is not clear how to determine whether an auditor is honoring the
social contract in a given situation.

The concept of @ moaral expert las received same atiention firom piillesopihers
[e.g., Singer, 1972; Szabados, 1978; Nielsen, 1978] As Szabados [1978, p. 123]
points out, expettise is usually thought of s iimualiving dhe efficient adiiewenment
of an agreed-upon objective or value, whereas ethical issues arise where values
conflict. Perhaps not surprisingly, these discussions concefn whether moral
philosophets are moral experts, in view of their analytic skills and understand-
ing of moral concepts and principles. A common conclusion is that these skills
and understanding are helpful, but that additional factois (which moral philoso-
phers have no special access to) are required in order for one to be a moral
expert.” Froar esosaniks, odree muwsst ee adile 160 gaattat, ssdbeat, aantl coonthiine iin-
formatiion about the specific issues or situations calling for judgeent [Singer,
1972, p. 116]. Szabados's [1978, p. 122] conclusion is that with a number of
provises, the concept of moral expertise dives make sanse:

Clearly there are skills, tasks and abilities involved in being moral at
which some people are better than others. It is also plain that these skills
can be taught and the relevant abilities can be more or less developed. It is
these features that lend credibility to the idea of moral expentise.

This general statement raises immediately the question of whether auditors in
particular can be moral experts, and (if so) to what degree. This is crucially
important, since there is no mechanical or rule-bound method to guarantee that
auditors (or anybody else) will make the "right decision” in an ethical situation.

decide what form of audiit report to isue, in @ Sifuation winere dhere are 2 mumiber of santh gyuwous antl
vague points regarding the audit evidence collected, or the extent of diisclosure of maggoriitans. SSudh
a judgment may be primarily ethical, in the sense that the impact of her decision on the various
interested parties may be the primary focus. In such a situation, moral expertise would be critical.
288”l]‘hwsxsm‘[oj‘fopmnrmmﬂy(:;hlinrfzfexctaacm;mnIfdortitl*:\ef:fm:ttlﬂalat:enimmIJ;udf@nlmmhlaslsnr)oblaeanaasabylje(:t
of research in auditing until recently, and is still minor in comparison with the number of studies
done on other aspects of audiiting expartise.

¥ SSinger| [ 9973 covntiitiasttatmaurlipihil iosmiteersmagy tees spettor muoed|jjutigas, aavibawregjectetity
Szabados and Nielsen.
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Indeed, without some concept of expertise, the whole question of auditors'
obligations to act from e moral poimt of weswwesltiHeessisgpent.

Psychological Aspects of Moral Expertise

The cognitive approach to expertise emphasizes the knowledge of tfie expent
and the cognitive process through which judgments are made. Accordingly,
whether a "correet” decision has been made is less important than to understand
how experts make their decisions. The cognitive approach to expertise is appro-
priate for the purposes of dhiis paper, fior two reasons. IFirst, iit fas heen frequent-
ly pointed out that auditing is filled with situations in which there is no external
criterion for determining the correctness of an expert judgment. According to
Gibbins [1984, p. 116; see also, e.g., Bedard and Chi, 1992, p. 1§; and Davis
and Solomon, 1989],

As problems such as lawsuits have increased and accounting firms (and
the professiom) have grown large, pressure has increased to ensure that
quality [of professienall judgment in public accounting] is sufficients.
Measurement of quality according to outcomes is difficulit because many
important outcomes ... can follow actions by a long period of time and
responsibility for particular outcomes can be diffusesti among a number of
actions. In such circumstances, procedures to maintain quality tura on the
apparent wisdom or consistency of the action at the time it is imple-
mented, without reference to any specific outcome.

Thus, expert auditors typically act in situations in which there is no useful exter-
nally given criterion to be used either to guide the judgment or as feedback to
help an auditor learn over time how to make professiomell judgments “better.”
This observation is reinforced] by the second reason for adopting the cogni-
tive approach to expertise. By their nature, ethical issues are not subject to any
type of independent criterion of correctness, or algorithm which will guarantee
that the “right” action is taken. Rather, as indicated above, they involve con-
flicts among the interests of individuals, in which the interests of some will be
given priority over the interests of others. Ethical principles may play a role in
the process of dlasiding an & aaurse of aattinn, tustcheteifSnoguatantae off ‘$sidc-
cess.” This observation is closely analogous to the philosophical concepts of
procedural justice, in their focus on process versus outcome. Perfect procedural
justice requires that there exist both a criterion of wihat Gounts @5 @ just cuteame,
and a procedure guaranteed to reach that outcome. ImperiRaet: procedural justice
reguires a eriterion of a just outeome, but lacks a procedure whieh guarantees
suceess in applying it. The ethieal situation of auditors is analegeus. There are
external criteria in the required sense. One approach, based on the expected
conseguences of one’s aetions, holds that the auggt@f‘g actiens are suppesed to
maximize the welfaie of members of seciety. ™ AMmihar appreaach iisHiaser
dlf@@tlé 6n the existenee of fundamenial duties 6f aceeuntants [Rulaﬂa 1984,
uland and Lindblem, 1992] But there is he deeision procedure for guar-
anieeing that ihe eriterion is satisied. We are left with the legitifaey ef the
proeess itself &5 2 &Hiterion of Wa@ﬂaﬁm@@r@

THeewarinuscettiicdltheotéasdifffer aamopg themseblessrintbiiirintarpretations biviviaththevaléiiare Hf
society means, and some would deny that welfare in any sense is the appropriate criterion for deter-
mining what counts as “ethical” behavior.

*THigsidst e ogerozed agppreacth aatdgptet] Hyy (Gaal [ 9888;ssecessp. ppp. | 38677 ] féor theeddawdtgpmant odfaa
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Expertise has been defined in a number of ways [see, e.g., Bedard, 1989;
Davis and Solomon, 1989] Following Bedard and Chi [1992], the defimiiim
used in the remainder of this paper is that of Frensch and Sternberg [1989, p.
158]: “the ability, acquired by practice, to perform qualitatively well in a partic-
ular task domain.” According to them, expertise has three main components.
First, it is acquired by practice, which means that performamee of the skill is a
matter of diegree, andl dhat people s exhibit degrees of thieeskldlisthtmadieup
a particular form of cxpariise. Seaand, ttie quality of peefformance 1ssthieeccriteri-
on of expertise, rather dhan, ©g., gpesd af eaxecution dffaadakkooryyeasobf epgeri-
ence at performiing it. Third, according to Frensch and Sternberg, the perfion—
mance of experts is superior in quality to that of non-experts. In short, experts
are those people who perfoimm well at something important.

While all three of tinese agpscts of eaoppetiise aareiimypottant ttothweddsedbgprrerit
of a concept of moral expertise, the third deserves additional mention at this
point. For, the notion that people with greater expertise do a task better than
those with less expertise is an inescapably normative idea. Making qualitative
superiority a criteriom of expertise presupposes some value judgments about
what kinds of skills are important, and what kinds of performamnce should be
rated as superior to others. It is thus clear that the concept of expertise is itself
value-laden: an expert is someone who is good at doing something important.
Thus, speed of parforming @ task iis @an imypartant and vwalusble feature of ceopper-
tise (ceteris patribus), shiceeiitreetivesstiiecosstodfppefformiing aanaaudit, bowtiitiss
not part of the definitiom of auditor expertise, nor is it a primary component of
the social contract. Iinthie coase off thee aandditor, thiee aaddicor ids ssypposet tootee
good at something society regards as important, as contained in its social con-
tract with the professiom. Furthermore, expertise in one task or in one domain
does not imply the possession of expertise iin some otfirer diomain.

Expertise involves the use of judgment i dhe parformance of a task, wiare
judgment is defined! [Gibbins and Mason, 1988, p. 4] as “the process of mulking
a choice, a decision, leading to action.” The possibility that auditors may exhibit
moral expertise (or the lack thereof)) does not seem to have been recognized
explicitly in the literature. At the same time, the possibility has not been ex-
cluded. For example, Gibbins and Mason [1988, p. 5] define professiomsil judg-
ment as:

[Jludgment exercised with due care, objectivity and integrity within the
framewoittk provided by applicable professiomell standards, by experienced
and knowledgeable people.

An expert professiomal], then, combining the above definitiom with Frensch and
Sternberg's definitiom, is one who makes professiomell judgments in a manner
which is qualitatively superior. Two points should be noted about this defimii-
tion. The first is that the definitiom of professiomed] judgment contained in it
imports ethical concepts directly into the definitiom of an expert professiomsil.
Thus, no professienall auditor can make professiomell judgments independently
of ethical norms or standards. Second, this definitiom is sufficientlly general to
encompass moral expertise, which may be defimed as the ability to make ethical

theory of stamdiard settimg fior ceoyporate ffirancial aaccounting antiregpotting.
Frensch and Sternberg point out, for example, that speed tends to decline with age. but there is no
particular reason to believe that the quality of performance disclimes wiith 2ge.
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judgments in a qualitatively superior way. In the case of auditing, the ethical
judgments in question are those implied by the obligations imposed on auditors
by the universal norms and the role-related norms specified by their social con-
tract to perfarm qualitatively well in a particular task domain.

Moral Judgment and Moral Expertise

The abstract concept of moral expertise requires a more concrete interpreta-
tion. A promising candidate is the theory of moral development. According to
Rest [1986, p. 7f}, moral behavior has four components. One is that a person
must be able to recognize a situation as having an ethical component, and there-
fore requiring an ethical judgment. This involves recognizing that an ethical
conflict exists, determining what courses of action are feasiblie, who is afffteieed
by these actions, and how they would be affectesti. Second, the individual must
make a judgment about which course of aation iis marally right?> aatdipsodagio
ought to be performed. Third, an individual must be committed to morally
appropriate action, in the sense that she gives priority to ethical values and prin-
ciples over personal values. Fourth, the individual must have enough persever-
ance, ego strength, implementation skills, and perhaps courage, to actually carry
out her intentions to act according to her ethical judgment of wifiat #stion aught
to be performird.

It appears that three of these components of moral development (i.e., the
first, second, and fourih)) may involve some fotmm of skill or expertise. For
example, personal experience shows clearly that the ability to recognize the eth-
jcal dimensions of situations is a skill that individuals possess in varying
degrees, and that it can be developed. This component of the moral develop-
ment of audiidors iis examined thy Sthauts, Finn, and Munter [[1992], Both in gen-
eral, and in the case of accounting in particular, the second component has
received most of the attention of researchers. If this is a promising line of
research, this component probably would be its focus. For this reasos, it will be
helpfull to provide a brief review of tHwe Kot HaaigRest teary dif noestldeevbdpp
ment.

According to the psychological theory of moral judgment, as developed by
Kohlberg [1984], Rest [1986], and others, people’s moral reasoning progresses
through a hierarchy of developmental stages, in which they learn how to deal
with ethical issues in increasingly sophisticated ways. According to the theory,
there are three levels of moral development, termed pre-conventional, conven-
tional, and post-conventional. Each level is in turn divided into two stages.
Beginning in early childhood and extending into adulthood, people move
through these levels and stages, from lower to higher. At some point, depending
on such things as their cognitive abilities, level of education, and the nature of
their experiences, development ceases.

At the pre-conventional level, people make judgments about how they

¥ THeecconegntoffrigiphinssssaissachbase fdtidboviingRRes( [2865] Hea Hossss bademusjusaadotfair.
Other concepts such as honesty, or the maximization of social welfare couild the adidied s ethical @fi-
teria. These are all diffenenit ethical concepts and principles which would serve to justifly one’s
actions as being morally appropriate, i.e., as best or acceptable or not forbiddkm (and theteffone:
allowable). No patticular importance should be placed on any one of tiese comcspts wilhin tfe comn-
text of dhiis paper, although die merits of coonrating eettiicd theeoties are abwiisdly ceiitically iinpear-
tant in the larger scheme of @ general tieory off eetitssttar tlbeppbbiicaacoomtiiggppodésssion.
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should act purely in terms of il ikfiyact on disir ovon sif-interest. Tie immpact
of ang's adiions an affers iis rekevaint, iif aatadl | conly ttothreessttant thwtssthocorsse-
quences have an impact on the individual. In the case of comtracts, stage 11maral
reasoning implies that an agent would act in accordance with a contract only if
violating it would cause her to be punished. A stage 2 agent would violate or
abide with the terms depending on which course of @ofion ware iim Ier self-inter-
est. The interests of dhe priimcipal would he taken imnio aooount enly to e exiont
that it has an impact on the agent’s own self-intetesit.

At the conventional level (consisting of stages 3 and 4), the interests of -
ers are relevant to making moral judgments in a less direct way. In addition, it is
possible (especially with stage 4 reasoning) that an individual would decide to
carry out an action which is not in her self-iniefiestt to perforim. At stage 3, it is
important to the individual to obtain the approval of wtier gsople ((©g., arants,
friends, colleagues, superiors and other associates). Thus, a stage 3 agent would
act in accordance with the contract if disiing <o wiouild @ilance the agant's image
in the eyes of e principal or eifter pany wiose gpproval die agent sadks.

The fourth stage is more “institutional.” By this point in a person’s moral
development, an individual recognizes that her actions take place in the context
of afiabric off ssadidlinsiituitons, ant thatttey magy editier widlate corteeiinaaccor-
dance with the norms of dhose imgfitutions. Funthenmore, tiiese insiitutions Hawe
social value and need to be reinforcedi through one’s actions. Thus, actions
which violate the norms weaken an institution, while actions in accordance with
them serve to strengthem them. So, according to stage 4 judgments, those
actions should be taken which reinfoiee the institutions. Thus, a stage 4 individ-
ual might decide to act in accordance with a contract on the grounds that con-
tracting is an important form of social arrangement, the success of which
depends on people actually carrying out the terms of agreements which they
have agreed to honor.

Stage 4 is sometimes called the “law-and-order” stage, because (according to
stage 4 reasoning) one should obey the law whatever it is, and it is right to obey
the law since laws help to establish, maintain, and preserve social order. For
example, an agent might decide to make truthfiull reports of her effotss because
doing so is consistent with the institutional practice of truth-telling, and truth-
telling is an important practice to society.

Individuals at the post-conventional level have developed a set of Huasic yriin-
ciples which may sometimes override the dictates of e establlished sacial iinsti-
tutions. They recognize that social institutions are important, and that acting in
accordance with them is important. Nevertheless, the post-conventional individ-
ual recognizes that there are occasions in which obeying the rules may not be
the most appropriate thing to do. Two kinds of measons flor dhis e possible. The
fiest is that obeying the rule or practice would conflict with more basic princi-
ples, such as a principle of justice or fiairness. Ssoond, it ey e concluded im a
particular situation that acting in accordance with the norms of the institution
(as one normally would do) would have negative consequences which are 3ufffi-
ciently undesirable that the practice should be violated. For example, in an audit
engagement, it would be expected that an auditor will become aware of confi-
dential informalion about the client’s activities. Conventional norms of practice
imply that the agent should maintain their confidentialiity.. Stage 5 reasoning
presents at least the possibility of violating the norm of confidentialityy under
sufficintlyy extreme circumstances.
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In conclusion, moral judgment as characterized by the theory of moral dievel-
opment is a plausible interpretation of the concept of moral expertise. In terms
of Frensch and Sternberg’s definitiom, people have an ability (in varying
degrees) to make moral judgments qualitatively well, i.e., in a sophisticated
manner. Furthermore, according to the theory, this ability is learned and varies
in degree among individuals and develops within individuals over time. In order
to treat the ability to make moral judgments as a formm of expertise, 2 couple of
qualifications must be made. As noted above, the concept of expertise imuahues
a value judgment that certain forms of behavior are qualitatively superior to
other forms, of behavior. For this reason, consideration of the theory of moral
development as a theory of mnaral expentise kaguiires nkiimg te manmative judig-
ment that higher levels of moral development are qualitatively better ways of
making moral judgments.

1t should be pointed out that the Kohlberg theory of maral dieuelopment iis an
“impartialist” theory of maral judgment, witiich flacuses @n e resolution aff egth-
ical issues via such ethical considerations as principles of justice, fiaimess, @r
aggregate social welfare. As such, it has been criticized on the grounds that it
does not place sufficiznit importance to alternative systems of dhought [[Gilligan,
1982; Blum. 1988; Adler, 1989; White, 1992). Such critics would presumably
deny that the stage theory of maral diewelopment thas mudh to dlo wiith the afilkidy
to make moral judgments in a qualitatively superior manner, i.e., that it ade-
quately captures the concept of moral expertise.™ Nvevertatass, the theenry iis
consistent with a number of ethical theories, and has a good deal of empirical
support [Rest, 1986; see also Derry, 1989; Weber, 1991].% Giligganis theeary
presents some very fundarmentall questions regarding the structure of profession-
al ethics, which are beyond the scope of thiis papear.

Second, it is essential to note that possession of a higher level of moral
development is not the same as being a more “ethical” person. Since the theory
of moral development focuses on the cognitive processes involved in moral
behavior, it is not concerned primarily with either the specific actions per-
formed, specific judgments made, or in ascribing the character of individuals.
Rather, it is concerned with the cognitive process of making moral judgments.
So, being a more expert (i.e., qualitatively superior) moral judge does not make
one a morally superior person.

The Measurement of Moral Expertise
Moral expertise has escaped the attention of empirical researchers in audit-

% Thiegy migdht addso reggect thee ideea off noordl esoyertise idn thiee st phaee. Heor eacanppte, ssonee rmgdht
claim that it separates out a favored class of moral judges. It doesn't do that, except to the extent
that individuals who are at higher stages (according to the theory) are classified as making them in
an ethically more sophisticated way. The Kohlberg-Rest theory does not exclude the possibility that
there may be other legitimate forms of etinical reasoming, @nd dious afber forms off muordlesopeertise.
THisstgpic reepuifeas moote aatéention tifaan caan bee gyiven teoititiin thiss pager. Heor ppessent ppuppssss, iit
will have to suffice: to say that the Kohlberg theory has received a great deal of empirical syppart.
At the same time, it is not being claimed that it is a complete theory of moral judgment, and that
other approaches may be “equally” valid. With particular regard to Gilligan's [1982] claims that the
ethical reasoning of wamen iis Significantly diifferentt firom dhe justice orientation of Koititherg, etud-
ies in accounting have found that femalie accountants have higher scores than comparable males on
the MJI [Penemon, 1990] and on the DIT (both described below) than males [Shaub, 1992]. In a
corporate setting, Derry [1982] foundi no differencee between males and females;: virtually all sub-
jects who reported encountering ethical conflicts at work used “justice language™ to describe them.
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ing. As has been frequenitlly observed [Bonner and Pennington, 1991; Davis and
Solomon, 1989], a major obstacle in any study of expentise iis @ wallid mmeasure of
expertise for the task in question. 1t might appear that the difficulliess would be
even greater in a “‘suibjective” area such as moral judgment. In fact, however,
two diffenentt measures of moral development are available. One is the Moral
Judgment Interview (MJl) {Colby and Kohlberg, 1987} The MJI is a structured
interview in which subjects are presented with an ethical dilemma, and asked a
series of quetions, e answers to wikiich are imiended do reveal dhe madure of tHe
subject’s ethical reasoning. The scoring system for the MJI is a foum of pretecol
analysis, the result of wihiich iis @ stage-score. The affier mmeasue iis the Defining
Issues Test (DIT) [Rest, 1979, 1986], The DIT is a paper-and-pencill question-
naire, which presents subjects with a set of moral dilemmas and asks them to
rank the four most important reasons influenciing; their choice of die mst BHp©-
priate action in the circumstance. These responses are used to construct a num-
ber of scores, the most familiair of which is the P-score. The P-score expresses
the importance (i.e., frequency)) of mﬁmlpled ((ie, pastoamentional) keasaming
in her evaluation of the dilemmas.™ Niree oof tHee seooess obboiaineet fFftam tHeetées!,
including the P-score are intended to place subjects at a particular stage of
moral reasoning. Instead, higher P-scores are indicative of more sophistication
with which the subject deals with ethical dilemmas. Thus, a higher P-score may
be associated with a higher level of rweral expartiise.

Both the MJI and the DIT have been used recently in accounting research.
Examples for the MJI include Ponemon [1990], and for the DIT, Armstrong
[1987], Lampe and Finn [1993]. Ponemon [1991, 1992a, 1992b], Ponemon and
Gabhart {1990], Ponemon and Glazer [1990], and Shaub [1992]. The existence
of the MJI and DIT, and the baseline measures and exploratory worked con-
tained in the studies just mentioned, may lead to interesting research on moral
expertise. This is discussed further in the next section.

Implications

Technical expertise in auditing has been the subject of much research in the
last few years. In addition to its interest at an intellectual level, it has major ram-
ifications for the professiom. For, if expertise can be better widerstood—e.g.,
what skills auditors are good at, what distinguishes an expert from a non-expert,
how do they become experts—them the practice of awdiiting cugiht o the capable
of improvement. Progress is always important, but never more so than in the
current situation of increasing competition and increasing societal expectations
about the nature and quality of auditors’ performamee:. The concept of moral
expertise in auditing may be a nice idea, but it is sterile unless it has implica-
tions fot research and practice. This section suggests some possible implications
for academic research and for die practice of qutilicaaccumting.

Befote turning to some of e spscific isaues, iit iis helpful do surmatize weary
brieflly the small amount that is known about the moral expertise of accountants.
All of the mesuilts reported sthouild the considiered preimminary, i wiew of therela-
tively early stage of this area of research. Only one study on the first compo-
nent, i.e. the ability to recognize, analyze, and evaluate ethical situations has

 THue [T HaasHoeen esxtensivd by vwilitiatet! iin aanmumtiser off weassiinaal dapge munter ((over SHO0aas ot
1986) of studies. The DIT has been described in a review as a paradigm of measurement in-
struments [McCrae, 1985].

29



been done [Shaub, Finn, and Munter, 1992]. Their study examined the effects aff
personal ethical orientations, organizational commitment, and professiomall com-
mitment on their ethical sensitivity, i.e., their ability to recognize an ethical
issue in a professiomall situation. If it is assumed that an auditor with a higher
ethical sensitivity is more expert (i.e., more skilled at recognizing and evaluat-
ing ethical issues), then the results are relative to moral expertise of auditors.
They found that ethical sensitivity was not influenced by either the professionail
commitment or organizational commitment of the subject. However, an audi-

65.2
59.8
522
50.2

Figure 1
DIT P-Scores of Selected Groups
Moral Philosophy and Political Science Doctoral Students Rest, 1986
Liberal Protestant Seminarians Rest, 1986
Advanced Law Students Rest, 1986
Medical Students Rest, 1986
Accountants (Female, Senior) Shaub, 1992
Practicing Physicians Rest, 1986

Accountants (Liberal Arts)
Accountants (Supervisors)
Stafff Munsses

Accountants (Female, Management)

Accountants (Female)

College Graduates
Accountants (Stedf))
Accountants (Third-Year Stafff)
Accountants (Female, Stafffj)
Accountants (Second-Year Stafff)
Accountants (Senior)
Accountants (Managers)

Navy Enlisted Men
Accountants (Senior)
Accountants (Male, Stafff))
Accountants (First-Year Stafff))
Adults (General Population)
Accountants (Stedf))
Accountants (Manager)
Accountants (Male)
Accountants

Accountants (Public)
Accountants (Senior Manager)
Accountants (Partner)
Accountants

Accountants (Male, Management)
Accountants (Managers)
Accountants (Male, Senior)
Accountants (Partners)

Ponemon & Glazer, 1990
Ponemon, 1992a
Rest, 1986

Shaub, 1992

Shaub, 1992

Rest, 1986
Ponemon, 1992a
Shaub, 1992

Shaub, 1992

Shaub, 1992
Ponemon, 1992a
Lampe & Finn, 1993
Rest, 1986

Shaub, 1992

Shaub, 1992

Shaub, 1992

Rest, 1982

Lampe & Finn, 1993
Shaub, 1992

Shaub, 1992
Armstrong, 1987
Ponemon & Glazer, 1990
Shaub, 1992

Shaub, 1992
Armstrong, 1987
Shaub, 1992
Ponemon, 1992a
Shaub, 1992
Ponemon, 1992a
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Figure 2

DIT P-Scores of Student Groups
47.4 Accounting, Seniors, Liberal Arts Ponemon & Glazer, 1990
45.9 College, Female Rest, 1986
45.8 Accounting, Female Shaub, 1992
44.1 College, Male Rest, 1986
43.2 College Rest, 1979
42.8 Business, Graduate Rest, 1982
38.6 Accounting, Masters Ponemon, 1992b
38.4 Accounting, Undergraduate Ponemon, 1992b
37.4 Accounting, Senior, Public Ponemon & Glazer, 1990
36.3 Accounting, Male Shaub, 1992
345 Accounting, Undergraduate Lampe & Finn, 1993
31.8 High School Seniors Rest, 1982
26.7 Accounting, Freshman, Liberal Arts Ponemon & Glazer, 1990
25.3 Accounting, Freshman, Public Ponemon & Glazer, 1990
20.0 High School Juniors Rest, 1979

tor's ethical orientation (i.e., idealism vs. pragmatism, and absolutism vs. rela-
tivism) were correlated with the ability to recognize ethical situations.

Most of the research to date has concerned the second component of Rest's
model of moral development, i.e., the level of moral development as measured
by the Moral Judgment Interview and the Defining Issues Test. The main results
of the studies of moral judgment (i.e., the second component of Rest's model)
studies are shown in Figures 1 and 2.*" Hrigure 11inntluktas meean sscoess féor za
number of occupational groups, including professiomalls and professiomadl stu-
dents. It reveals a distinctive pattern of scores in which the P-scores of public
accountants are about the same as university students (Figure 2), but lower than
university graduates—amnd much lower than a number of other professiomell
groups. Figure 1 also reveals a large amount of unexplained dispersion in P-
scores among the study samples and sub-samples, centering roughly around the
mean for the overall adult population. In addition, they show that the scores of
female accountants are higher than those of males, controlled for rank in fimm.
The fourtth interesting finding is that three cross-sectional studies have revealed
a link between moral expertise (as measured by DIT P-scores in Ponemon
[1992] and Shaub [1992], and by MIJI scores in Ponemon [1990]) and rank in
public accounting firms. Specificallly, the relationship appears to be an inverted
U, i.e., P-scores increase from stafff tto ssariinr andl ssypanisar, andl than dirdline
fromm there to manager and partner. This raises the interesting possibility that
partners may not be the most expert members of dhe fiirm (wiith regard to maral
expertise). It also raises the issue of witiedher (Gt lkeast iim dhe case of rmuotdl expeer-
tise) experience in a task is a good surrogate for degree of expertise [see, e.g.,
Davis and Solomon, 1989; Bedard, 1991; Bonner and Pennington, 1991].

9" THeeeeidsssoneeregetition iint leesscoeasreguottatiiinboothfFiyues. Feoresaanypite, theesseoeastiar féemite
senior accountants, female staff accauntants, @i ffamle actountants as agowyp ae Al rgported].
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Since 20-25% of the populatiom is estimated to be post-conventiomal moral
reasoners, the data fromm a number of DIT studies suggest that accountants are
predominantly conventional moral reasoners. Whether they are stage 3 (seekers
of approval) or 4 (“law-and-order” types) is unclear at this point. On the one
hand, the nearly ubiquitous presence of nuikes iim puiblic acoouwmnting suggest diat it
might be “natural” for public accountants to stabilize at stage 4. On the other
hand, to the extent that public accounting firms are highly organized entities
with clear procedures and goals, and with a large amount of interpersonal con-
tact, it might be suggested that they would stabilize at stage 3. The little evi-
dence which exists is equivocal. Ponemon [1992] found a high frequemay of
stage 3 responses, leading him to suggest that partners and managers (who, as
noted, had lower P-scores than their subordinates) are predominantly stage 3
(conventional) moral reasoners. Lampe and Finn {1991] found a relatively high
proportion of stage 4 responses on the DIT. The scores for students (Figure 2)
show a similar pattern, i.e., that females may score higher than males, and that
accounting students have lower P-scores than other groups of university stu-
dents (with the exception of females [Shaub, 1992] and seniors at a liberal arts
college [Ponemon and Glazer. 1990]).

Implications for Research

The account of moral expertise in auditing presented above is really more a
proposal for a theory, requiring furthet development. In spite of iits sdkethimess,
a number of empiical kesearch quediions readilly atise, @ flew of wikiidh are @ut-
lined below. They are grouped into three categories: those concerning the con-
cept of moral expertise per se, those concerning the realization of moral exper-
tise in actual behavior, and those concerning its relationships to other forms of
expertise.

Studies oftMdarbE Xpepeistase

First, the level of moral expertise of audiitors dieserves closer atkemtion. With
respect to moral judgment, the spread of P-soores of thewaitousssanmptasadfbbdth
students and practicing auditors shows clearly that the factois influenciing: the
stage of moral development need to be clarifiedl. Second, expertise in the other
components of moral development, i.e., the recognition and evaluation of ethi-
cal issues, and the factois leading from moral judgment to action, has received
very little attention. Third, the existence of an independent measure of moral
expertise may provide a way of investigating some of the basic relationships
which underlie other expertise studies. For example, the relationship between
consensus judgments and the level of moral expertise (moral judgment) could
be investigated directly, rather than via the surrogate variable, experience. This
would be all the more interesting since (as discussed above) the relationship
between moral expertise and experience appears to be more complicated than
might have been thought.

Another reason for interest in the basic relationships is based on the observa-
tions of Frensch and Sternberg [1989] and Bonner and Pennington [1991, pp.
16-17] that experts tend to be very good at making decisions in common situa-
tions because they have been able to “routinize” the decision process, whereas
they are less able to handle rarely found situations. It may turn out on investiga-
tion that conventional (i.e., stage 3 and 4) moral judges exhibit a higher degree
of comsensus, hecause dhey are more fulle-oriented dian post-conventional imoral
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judges. Thus, it is possible that some measures of discision quillity, sudh @s con-
sensus and consistency with professi@nell and fimm standards [Ashton, 1983;
Bedard, 1991] are an artifactt of awdiitors’ predilection fior flollowing mulles, mater
than being indicative of a tigfher llevel of esppatiiseparsse.

Determinants of Mwoudl Fixppetiiee

We do not know much about the factors which affestt the moral judgment
and moral behavior of psople (Such @s accountants) wio make moral judigments
and act within the context of a) special occupational roles (such as that of pro-
fessiomall accountant) and b) rule-governed institutionall structures (such as a
professionall association, and employment in a public accounting firm). To the
extent that it is a “pure” cognitive developmental theory, the Kohlberg-Rest the-
ory does not help much in addressing these issues. The reason for this is that it
focuses on developmental dynamics and its correlates, without a focus on the
organizational forces and constraints faced by people working in organizations
or professions. **TFatids,theecconpplications wifiithpegpteffing i intHesiroown] fixss,
especially when they occupy roles which produce conflicts;,, were given less
attention at first. For this reason, a broader theory, i.e., a theory of moral judg-
ment in the context of institutional (i.e., professionall and employment) seitings,
is needed.

Three recent attempts to provide a richer theory of moral judgment and
behavior in an organizational setting show some of the possibilities [Trevino,
1986; Trevino and Youngblood, 1990; and Jones, 1991]. They build on the
Kohlberg-Rest theory, which they regard as a basic theory of moral judgment
and behavior, by introducing additional factois which might affestt individuals’
moral judgments and actions. According to Trevino, moral behavior is the result
of moral judgments, but the effesit of moral judgment is moderated by two sets
of factors. One set consists of situational moderators. Within this group there
are three types of madlerators: dhe immmediate job comntext, arganizational auikinre,
and characteristics of e wark. According to dhe theory, diuational imadiaraiors
affeatt thehaviior thath diirectly and iindiirectly thy afffecting moral judgment 3% doags
[1991] identifies a number of factois which he claims influemce all of the com-
ponents leading up to moral behavior by affecting: the intensity with which the
situation is perceived. These factoiis of moral ikensity @t magmitude of cconss-
quences, social consensus, probability of effecis, temporal immediacy, proximi-
ty, and concentration of effset. "

Although their theories are not exactly unprecedented, * ttssettheoiiasapppear

THissi$saassimpllified viesw, stineettieet izeory Haasteesntéastetliin eegg. sstiupd| ssettingsaantippissons: aartl
the effectiwenesss of adiucational imtarentions Has theen an important Stream of theettatdl reaseardn poro-
gram. Furthermore. Rest has stated [1986] that the study of mnaral judgment iim paroffessionals iis liikely
to be a fruitfiull sanenue, Hiecause prefessionals Hawve exyplidit sstanttardis wof bbahavdor doaatifin aaakit gy
oftem are expected to explicitly justifiiy the moral judgments and actions they take. In this sense, the
proposals presented here work out some of ttihe prossitilidies.

THeeooheersset.cadlbetli inidivitlud| noekderators, aactddieecthy ttoimTluance aaciton. lindivitiudl mociderators
consist of: ego strength, field dependence, and locus of comtrol. Bacause ey dio mot @fffect thieenmoordl
judgment itself. they are irrelevant to the issue at hand.

%0 Iinagldtditbon. ] doresi ddentiiies ffantars witithaffsct conlytiietttiict aantiféaundh cconpponents offthbheRRest
model.

4 Heoremaanypte, wiithout diswdbping aanooee ggererel theenry. RRast | [0984] ddesciHues sstubitasrettating tto
ego strength (pp. 15f) and obedience to authority (pp. 12f), and other personal and situational fac-
tors (chs. 4 and 5).
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to have potentlal for explaining moral judgment and behavior of ynrofessnonals
and could be given an interpretation specificailly focused! on public acooumtiimg 2
For example, Lampe and Finn [1992] and Ponemon [1992] both suggest that
one of the factors influencimg DIT P-scores is socialization. If so, one would
also expect a high degree of consensus of decisions among subjects. The exis-
tence of some fomm of socialization and selection of employees is quite plausi-
ble, especially in light of die sinucture of ppuiilic aaceourtiing ffims, ant dfthikes #it-
uational moderators identified by Trevino [1986]. If this is the case, then one
might find a firm effestt in a sample of suljjscts dirawn firom moildiple seoowmnding
firms.

One of the striking results of DIT studies of accountants is the significantily
higher P-scores of female auditors and students described above. This is inter-
esting in light of Gilligan’s [1982] claim that females will score lower (even
though Kohlberg's theory that does not predict any diffenencee between males
and females.)) This result, which may be explained by the types of wariiathles diis-
cussed above, clearly deserves more attention. This empirical findimng raises the
possibility that females might exhibit differsnit characteristics (e.g., degree of
consensus) on tasks involving technical expertise.

The RilaiionopMitalab OrkihEloFmsof Epkrtpyertise

The definitiom of expertise inmplies divat expentise s domain-specific. lndssd,
Frensch and Sternberg [1989] reject the notion that there might be a umtary
characteristic which underlies the various manifestations of expertlse THiis
means that there is no a priori reason to believe that expertise in one domain
would be highly correlated with expertise in another, except insofar as the skills
or domains “resemble” each other. Since technical expertise might be thought
of as very diffenanit from moral expertise, one could speculate that technical
expertise and moral expertise might even be negatively correlated.

On the other hand, since there appears to be a connection between expettise,
consensus, and the existence of explicit standards, there may be a connection
between technical expertise and moral expertise. For moral expertise, the gener-
al theory predicts no connection between level of expertise and consensus.
However, one might expect that a group of subjects (i.e., auditors) who are
strongly attuned to the idea of followiing rules would exhibit high consensus—
since one might expect them to be “better” at followiing rules. Since the exis-
tence of @& muikiitude of routss ggoreriing audlitorsiintlicatas thattHegy aaeeexxtrans-
ly important, an ability to folloa them “well” should be regarded itself as a
formm of expertise. Presumably, a low level of expetrtise in “followiing the rules
well” involves being able to determine when a “black-and-white™ situation
clearly falls within the range of a rule, and then acting in accordance with it.
Higher levels of experise, dhan, would iimvolve such dhings @s an ability to tal-
ance the requirements of conflicting ruiles, indenpreting wague rulles, o ikarret-

42 Feregoaanypite, thiee [Laanpe Hiinn sstuby contltt] Hee i mnéepyestat] aas aatesstoff aatyymotieasis redbatet] to core
proposed by Trevino [1986). Trevino's hypothesis is that people will make moral judgments at a
lower level in their real work situations than for the hypothetical dilemmas. If the response items
specifiedl for the vignettes were coded according to levels of moral judgment (thereby making the
vignette questionnaire into something analogous to a DIT, only more realistic for accountants), then
one could compare the two scores. Likewise, Jones's theory that moral intensity could be tested by
administering the vignette questionnaire to non-accountants.

4 THugy radlceaacconypariison wiithtteggeoomnstuatiintepssytid gy offinittdiggence.
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ing the rules in novel situations. Finally, one might expect that experts at foll-
lowing rules (whether “ethical” or “technical”) would exhibit a fair degree of
consensus, as noted above. Although the theory of maral dievelopment dises mot
presume that subjects at a given stage will make the same choices, auditors
(whether expert or novice) are a relatively homogeneous group in terms of
training and occupation, and are all trained in a single set of muiles. S, iit wuguild!
not be surprising to find that they would in fact exhibit consensus.

This line of argument could even be extended to suggest that expertise (at
least moral expertise) might be two-dimensional, in the followimg sense:
Auditors have both a level of moral expertise as measured by the DIT or MJI,
and also a level of expentise i tanms of tieir possession of 2 knowledge skiuc-
ture which allows them to make moral judgments “efficientlly’;, by helping to
search for, organize, and use informatiom efficiently in a routine fashiom. The
result of s efficiency @r roudinization may the Hiigh ansensus and Hiigh camsis-
tency with external standards of theavior [[Bediard, XS] Thws, micral exparntise
may be two-dimensional, in the sense that it is possible both for conventional
moral judges to have high consensus and high consistency with both technical
and ethical standards, and foi post-conventional moral judges io have lower
consensus and lower consistency with standards. Since the empirical data
sirongly suggest that most auditors are conventional moral judges, it might turn
out on examination that auditors who are more expert than thelr (less experi-
enced) subordinates at technical tasks are less expert in the moral domain—be-
cause they are "efficirinnyy experts.”

Post-conventional moral reasoning, on the other hand, implies the ability to
move beyond the rules to decide when rules ought to be broken, e.g., for the
welfatte of society or because justice or duty demands it. Inflexibiliiyy is a price
of expertise iin dhe sonse of efffidiency [[reensthaant Sséertizary, 19389; Ronnrar ant!
Pennington, 1991], and sometimes situations arise where one must recognize
that the normal everyday habits and rules will not do the job, with respect to sat-
isfying the demands of the auditor’s obligations to society. 1t may be the rare
situations which the conventional auditor is less able to handle appropriately —
and which land them in court on the wrong end of @ llawsuiit, tecause “efficiennyy
experts” would be less able to respond appropriately to such situations. From
the moral development point of view, their conventional approach to moral
judgements traps them—even if conventional reasoning works well most of the
time.

Implications for Practice

The evidence from studies on DIT P-scores reviewed above and summarized
in Figure 1 indicate that the general level of moral expertise of auditors is not
high, when compared to other groups. This might signal to some people that
something is radically wrong somewhere i the institution of audiding, imaluding
perhaps both the education system and the strueture of public accounting firms.
For, if auditors are members of a soeially important profession, with explieitly
agreed-upon obligatiens te aet in the “publie interest” (and Ipse feete O rARke
professionall judgments from the meral peint of view), then it might be disesn:
6erting that a number of siwdlies show dhat Auditors ae ot particulanly sanisi-
eated moral reaseners—and that partners have the lewest seeres Within their
firems. The lew seeres of Accounting siuglants sarve do show dhat dhe proniem—if
there is oRe—dees het Sriginate within aseounting firms. S, it is werthwhile 18
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examine brieflly some of e ilssues tifvat anise ffor the profession, omoe it iis ieoog-
nized that moral judgment and behavior are subject to serious study and exami-
nation as a form of expertise.

How ExghertMikissiAfditiies B&e?

If fiurther siudiies aff tHeemaord] jjutiyneent santiHe¢henior cdfaadditossssppportttibe
studies conducted so far, some of tiie assumptions wout dhe rolle of thee agaidicor
might merit re-examination. The social contract between auditors and society
requires auditors to act fromn the moral point of view, which involves taking the
interests of alll imeamibers of seedtetyintoaectoumnt witeen madking eethicdl jjutigneants.
One might conclude that the moral point of view requires post-conventional
moral judgment. But this is not the case. “Low” DIT P-scores do not necessarily
indicate the existence of a social problem, with respect to the social contract.
For one thing, a post-conventional stage of moral development means that an
individual recognizes the importance of rules and social institutions, and the
importance of asiing iin sncardance wilh dfem. Ad the same dime, Stuations atise
in which “higher” principles indicate that the conventional behavior, i.e.,
actions in accordance with the rules, is not appropriate. Thus, a post-conven-
tional moral judge is capable of “post-conventional” moral reasoning, but will
reason in accordance with convention much, if not most, of the time.* S, iit
appears that conventional moral judgment is compatible with the moral point of
view, particularly insofai as auditors do not face “post-conventional problems,”
i.e., problems for which conventional reasoning is inadequate.

Rather, the question is this: What degree of moral expertise is required by
auditors, in order to carry out their professionell obligations? The answer is com-
plex, but it starts with the social contract. That is, the appropriate degree of
moral expertise depends on the amount of sophistication required in order to
resolve the ethical issues actually confroniedl by auditors, in a way that satisfizs
the interests of alll dhose intarested parties 4o witiom dhey owe @ duty. One keason
why most people do not reach post-conventiomall stages of moral reasoning is
that they do not (oﬁelm enough) face situations in which conventional reasoning
is insufficient.***Sso, iitigs ({in aabioooat seense) aancenpitiicel qyusstion aastéo whiat
level of mnoral development iis reguired off aaidditars.

The degree of moral expertise required of auditors is also a functiom of the
set of rules which they have to follow. Acting in accordance with the moral
point of view can be accomplished (at least in many cases) if one is acting in
accordance with a set of rules which satisfy the moral point of view [Ruland
and Lindblom, 1992]. This is an essential featute of any rule-based theory of
morality. Such theories hold that there are two tiers of rational, or ethical,
choice. One level concerns the choice of rules, while the second concerns the
choice of actions within the constraint of the previously specified rules. Thus,
the rules promulgated must satisfy the requirements of the maral poimt of wikew.
Individual actions, then, should be chosen which are in accordance with the
rules. Indeed, if the rules are ethically appropriate (e.g.. they satisfyy the moral

44 mtldeastithiisidsttne féar RRestis veession off Koohitizexgian thieeary, iinwitiith Hhgdeer ssiagasinecopporate
the lower stages. [Rest. 1986] Even if ane helieved that dhe Steges are dilsorete, ten am intivibludl's
judgments (and actions) will usually be the same as the actions performedi by a person at a lower

stage of dlevsliopment.
# Linaaiddition, Heeccoredlation Hoetveean ssiagecdfnmarhkidevdppmeent ¢orDDTTPRssoare aard rinthikigance

and education suggest an intellectual component in addition to relevant experiences and challenges.
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point of view), then the judgments and actions of individuals are morally justi-
fied by appeal to those rules.** THuss, sstage4dmooed | jjutigasreddyiinpiidithy contbiee
assumption that the rules and policies which already exist are a reliable guide to
determining which actions benefiir the community as a whole, and its members.

This suggests that as long as an auditor is an “expert” at followimg the rules
(i.e., is an expert in the “efficiemzy”’ sense discussed above), she satisfies the
social contract.*' THatiss, pRetagpsssotésfy caoppentsaaudiitorstéoboe ggoatiaatffllow-
ing the rules, but does not require them to be extremely sophisticated (i.e., post-
conventional) in moral reasoning skills. It should be noted that this argument
presumes that conventional auditors are in fact stage 4 moral reasoners, rather
than stage 3. Moral expertise, i.e., skill at making ethical judgments, is still
important, since no set of rules can be expected to eliminate the necessity of
judgment in applying it to real ethical problems, and the ability to folloa rules
may itself be a fomm of expertise. As long as the rules governing auditors
(including generally accepted accounting principles, generally accepted auditing
standards, and especially the principles, rules and mterpretatmlns in the codes of
professionall conduct) are ethically "appropriate™*, tHean tHee aauddicorss ceHiical
obligations are honored by acting in accordance with them.

This may explain the otherwise puzzling observation of Lampe and Finn
[1993] that auditors have low P-scores, and yet auditors enjoy highly favoraitlk:
public perceptions of their moral standards. Low P-scores are not an indication
that public accountants are unethical, nor that public trust in the behavior of
public accountants is misplaced. Consistent with this, it may be that favoiaiik:
public attitudes are not based on perceptions of the sophistication with which
public accountants address moral issues. Rather, it is quite possible that they are
a function of perceptions of the personal characteristics of public accountants,
For example, they may be held in high regard because of perceptions that
accountants have integrity, are honest, act in accordance with their public
duties, recognize their fiduciany responsibilities to other parties rather than act
in their own self-intesesti, and so on. In short, demonsteated commitment to their
professionall duties, as contained in their codes of conduct, may be the crucial
variable [Frank, 1988]. Indeed, it is not entirely obvious that soclety wants or
needs hordes of post-conventional auditors—although there are surely ethical
situations (presumably rarely occurfing) where the ability and flexibiliiyy to
respond in a more sophisticated manner would be highly valued by both audi-
tors and society.

* Ruitewtitatiariism tdsaanesxangiite odfssubha attheoyy Thhev weibons wesBianso bl titidataniaisis bl tshare
the principle that those actions should be chosen which are expected to maximize the amount of
social welfare. According to act utilitarianism, moral agents are supposed to choose each of their
actions by this criterion. According to rule utilitarianism, the rules are supposed to satisfy the utili-
tarian criterion, while individual actions should be chosen which are in accordance with the rules.
See. e.g., Harsanyi [1977] for an argument in favor of rulle wiilitarianism. Sse slkso Gea [[1988]. Nisde
that rule utilitarianism is only one form of “indirect” consequentialism; in addition, there are many
rule-based ethical theories which are not based on the consequences of actions [Sen and Williams,
1982, Introduction],
47 Tee ppoint eeeei $saandbegass ot Heessigggastion osf Ashian{ [2883] aatchddpptedblyBBéddaddaaddCGhi
4[§1992] that complying with professionsll and finm standards be used as a criterion of expertise.
Hetowomrewvailttlddistitggtiith thee“tgaat rodéss from thee" Yaak!™ rolidas, aantHaow Tirms aantppodtessional
organizations should proceed in order to promulgate “good™ rules is an enormous topic which can
only be mentioned here. This problem is addressed with regard to standard setting for corporate
financiall reporting in Gaa [1988, Chs. 8 and 1Q].
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Figure 3
Framework For Ethical Decision (Adapted from AAA, 1990)

A Decision M r Resolving Ethical Issues

I. Determine The Facts
(What, Who, Where, When, How)
Including Legal, Professiomeal], Organization Rules And Regulations

II. Define The Ethical Issues

A. Specify The Problem (e.g., Conflictimg Rights, Rights vs. Welfane;,
Safetyy vs. Rights)
Whose Problem Is 1t?
Identifly Stakeholders
Identifiy Major Principles, Rules, Values (e.g., Quality of Liife,
Self-Determiinatiom, Self-Respect;, Financial Responsibility, Fiduciary
Duties, Honesty, Integrity)

II1. Specify The Alternative Actions (This May Require Some Creativity)

IV. Examine And Compare Alternatives With Respect
To Ethical Considerations
A. Vis cavviPrriieciibes, RRidss, Wahliess
Rights And Duties
Fairness And Justice
Virtues
B. Vis &wisThee(Oonseueness
Positive vs. Negative
Short Run vs. Long Run
C. Vis caviid laaves RRulidss, RRegldatoorss

V. Make Your Decision

vow

Can Mwvd| Jadggroanbeblkeueaed@d?

If mnaral judgment iis imdtssd 2 florm off expeettise, thwentHeequesstion aatseasasstto
whether it can be taught, either to students or to practicing auditors (as part of
their training programs). If e amswer i “yes,” and iff core wesrettoceondludtetibat
auditors are not sufficientlyy skilled at it, then it would be very important to
implement ethics education into both university curricula and firm training pro-
grams. According to Bonner and Pennington [1991, p.27], there is “a strong
relation between the learning environment and performance, which suggests
that performance: is probably poor in some tasks because auditors have not had
good opportunities to acquire knowledge.” They conclude that such learning
would involve both formall instruction and practice. Presumably, education and
training would be aimed at all relevant components of Rest's four-compomgsitt
model of moral behavior, including both the stage of moral development, and
the skills of judgment i applying eftiical yrimoiples and milles do gpecific siue-
tions. It is also possible that the development of suitablle discision :lidis wiaulld ivn-
crease the ability of auditors to make judgments, and to act, in accordance with
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their obligations. The decision model in Figure 3 is a crude example, that may
nevertheless be helpful.#°

Empirical evidence does not exist for the first and fourtth components of
Rest's model of moral behavior. With respect to the second component, i.e.,
moral judgment, the evidence is somewhat mixed. In general, a large number of
studies show that educational interventions do have an effeatt on moral judg-
ment. Similar to Bonner and Pennington’s [1991] conclusions regarding exper-
tise, Rest makes the following conclusions regarding ethics education:
Programs which involve either the discussions of athical dillemmas @r iimvwalhvimg
personality development produce “modest but definite™ gains. Discussions of
dilemmas do slightly better than personality development, while “academic”
courses do not appear to have an effectt. Furthermore, there is weak evidence
that programs involving adults have a greater effesit than programs for younger
subjects. In addition, programs lasting between 3 and 12 weeks seem to work
best. In sum, these general results suggest that properly designed education and
training programs of relatively short duration may have a significamit positive
impact on the ability of audiitors to make maral judgments [[Rest, 1086, mp. B,

Conclusion

The purpose of this paper is to present the outlines of an ethical theory farr
auditing, based on the fundameniall notion of & sadial comdract hetween autitors
(and their professienal] organizations) and the rest of society. That contract
enforces on auditors certain obligations, which taken together constitute their
role. Both technical and moral expertise are required. Auditors agree as part of
their contract with society to be objective and independent. Definitions of
objectivity and independence recognize that, when providing professioneall ser-
vices, more than one party has an interest in the way those services are per-
formed. These parties include employees, clients, such third parties as investors
and creditors, as well as accountants themselves. The interests of these parties
conflictt in a way such that the public accountant is unable to maximize the wel-
fate of all of them simultaneously. That is, there will be at least sometimes
“winners" and “losers” resulting fromn the accountant’s actions. An especially
important aspect of this situation is that the accountant may find herself in a
conflict of interest, such that it is possible to act in her own self-intesiesit at the
expense of dhe irerest of cuteass.

In view of this fact, the principle of objectivity says that the public accoun-
tant ought to act in a way that is fair to all parties. By implication, fairess does
not imply that everyone will benefitt to the maximum by the accoumtamt’s
actions. Since this is especially important and sensitive when a public accoun-
tant is perfocmiing an attest engagement, special rules are necessary in order to
assure that the existence of a conflictt of interest does not actually harm others.
These principles reduce essentially to the following: auditors are expected to

4 THiis dibedidton muahid] iss séimillar teo thee muatid] iin tee rmaateiidls dbered bypad! byy the Adueetican
Accounting Association’s Committee on Professiomalissm and Ethics [1990], and in Arthur
Andersen’s materials for teaching business ethics. The premise behind it is that such a model helps
people o organize their analysis and decision making. Any decision aids developed for practicing
auditers would have to recognize that there is by definitiom no mechanical way of making ethical
decisions, as there might be for some technical issues, e.g., statistical sampling. Rather, they would
probably resemble the more open-ended checklists used in other areas.
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make ethical judgmments in accordance with the moral point of witew, and im far-
ticular to avoid certain conflicts of interest. This means that an essential part of
the auditor’s role is to possess a “sufficienityy high” degree of moral expertise.
The concept of maral expertise iis presented and diefined. Iits relkationship to tsedh-
nical expertise is explored, and the problem of mueasuring iit iis atithessad.

A number of imylications of thissaaadjysis, fior Hooth reaseacth agnbiprdtessional
practice, are presented. Among other things, it is suggested that there may be a
socially desirable degree of moral reasoning which auditors are expected to
have. This expetrtise presumably would involve both a desirable level of moral
reasoning ability, and sufficiznit skill in followimg professionell and finm stan-
dards of behavior. The analysis raises important questions about the education
of accounting students, firm selection and retention policies, stafff ttediniing poxe-
grams, and so on. How is a finm to organize itself in order to gain the effficiéer-
cies of expertise (indudiing possibly the efficiency af ccormeantionl, iiee, sstage,
moral reasoning) and still be able to respond adequately to the relatively rare
ethical challenges that “don’t fit the rule book?" The importance of dhis iissue iis
obvious. On the one hand, there are tremendous economic forces working on
public accounting firms to maximize efficiencyy, and pressuring them to perfiorm
audits at “full speed ahead.” At the same time, there are ethical icebergs out
there in the fog waiting to sink the firm if de arew does mot reoogmize and diezl
with them.

The finall conclusion is an ethical dilemma, for society: In many cases, no
harm is done to society by auditors acting in a conventional manner, i.e., by fal-
lowing the rules. In fact, society is presumably better off ttotiwe coottant tiut cavtii-
tors who follow standards very well are more efficienit. Indeed, if there were a
correlation between high technical expertise and conventional (i.e., stage 4)
moral development, society might (to this extent) want auditors who are also
conventional moral judges. The problem is that sometimes situations arise
where conventional reasoning is less likely to yield the decision that society
would have wanted. The losses in the savings and loan industry are spectacular
examples of i, do dhe disgree dhat audiiors e mart of (e ‘ausdl tain” [($Gan
and Smith, 1985]. This indicates that the social contract between society and the
professiom requires further clarificatiom. If it is too much to ask that auditors
will be highly expert in both technical and moral matters (since, perhaps, such
people do not in fact exist in “sufficientt” numbers), which type of expertise is
more important? If technical expertise is more important, then society should
expeet what might be regarded in hindsight as moral lapses, and re-consider the
penalties (e.g.. through negligence suits) it places on them. On the other hand, if
moral expertise is more important, then it should expect, ceteris paribus, that
the audit industry will be less competitive, or at least less effidirnit and therefoe
more costly. In short, the expectations gap looks a little diffenesnty, from the
moral point of wiew.
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Discussant’s Response to ‘““The Auditor’s Role:
The Philosophy and Psychology of Independence
and Objectivity”

J. Donald Warren, Jr.
Coopers & Lybrand

After reading Professoir Gaa's paper for the third time, 1 continued to strug-
gle with the notions presented:

» The role of the auditor in society and his or her social contract to
society.

» The necessity for the auditor to have an independent state of mind in
fulfilling; Hiks crHear wegpansitiility 1to ssadiaty.

» The relationship of moral “expertise” to the auditor's social contract
with society.

» The auditor's education and training and their impact on the interpreta-
tion of afhical diilemmas.

» The multiplicity of rules imposed uwpon the auditor and the resulting
barriers in assisting an auditor in arriving at “subjective” judgments in
ethical situations.

The conclusions reached in Professar Gaa's paper lend themselves—as rec-
ognized by the professor—i® additional research on “moral expertise™, which
may result in a change in the accounting curricula. One observation in the paper
that “academic research in the ethics of the puibllic ascounting profession Hardily
exists” certainly verbalizes the obvious. The public accounting professiwm has
dealt with the subject of ethics s iit as adier iissues fiacing dine profession: wien
faced! with an issue in an area, the accounting professiiwn has a history of being
reactive. In other words, the professiom reacts by issuing detailed rules, particu-
larly in the ethics area.

An Accountant as a Technician

In addressing Professorr Gaa's paper, 1 believe it would be beneficiall to
establish a framewaitk of one possible view of an “accountant™. 1 will use the
term “accountant” to represent a member in public accounting and freguentliy
refeiied to as an “auditor.” The view presented is not intended to be all-
inclusive, but only to provide some perspective of an accountant’s background
which may lend itself to some of e cibsarvations madle thy Professor Gaa, fpar-
ticularly in the “Moral Expertise” section of tine payper.

The accountant by nature is a technician and deals with a level of prsdiseness
not generally found! in other professioms—ttiee double entry system for book-
keeping and financiall statements that balance and articulate. The accountant's
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education consists of many courses in accounting which are technical in nature
and have a level of precision again not found in liberal arts curricula. The ac-
countant’s training is based upon detailed rules fromm recording entries in the
books of ariigiimal emtry to tire gpplication of ggererdlly aacegptet] amccaunting ppim-
ciples.

The public's perception of the “accuracy” of financiall statements likewise
stereotypes the accountant as possessing a level of precisiom which may be
unwarranted. While the books of original entry do balance and the resulting
financiall statements may articulate, there are many management estimates and
judgments which the accountant must consider in his or her examination of dhe
books and records of a company. Because there are estimates and judgments,
the level of precision af theereasutiing ffirancial sstatenzantsléasiinthvetayeadftithe
beholder.” For example, the opinion as to what is an adequate estimate for an
allowance for doubtfull accounts may differr betweem management and the
accountant. Depending upon the materiality, there may or may not be an ad-
justment to the allowance which would, in turn, be reflected in the financiel
statements. Moreover, the interpretation of generally accepted accounting prin-
ciples is subject to the judgment of an accountant. In some situations, two
accountants will arrive at a differanit application of generally @cogted atanuint-
ing principles based upon the same facts and circumstances. In other words, the
age old argument as to whether accounting is a science or an art continues to
haunt the accountant.

The accounting professiom,. as recognized by Professar Gaa, may be unique
in that it consists of amuikiiplicity of ridéeswiithwitiith thieeasccoumtant musstheein
compliance to be considered an “independent” accountant. Generally accepted
accounting principles are not established within a framewaik which lends itself
to consistent results during their deliberative process by an authoritative body.
This is evidenced by the number of dirmes dinat am anoowunting ikssue sudh &s thusi-
ness combinations or leases has been addressed by the authoritative bodies. The
accounting professiiom has various layers recognized as “GAAP” in the United
States. The Auditing Standards change over time as a result of ewents irmpaoting
the professiom. Ethics are consistently refined based upon various facts and cir-
cumstances (both internal and external) and the dynamics of @ur profiession. Far
example, a recent change by the Americam Institute of Certifikdl Public
Accountants (AICPA) in the independence rules concerning loans from clients
has narrowed the loans that are permissible. This change was initiated due to
media and regulatory reactions to a situation involving a financiall institution
and partners of iis ageaumNEaNt.

In summary, the accountant through his or her education, training and on-job
experience deals with a set of rules which have been characterized as “cook-
book™; however, the “so-called cookbook rules” are reflectiwe of the accoun-
tant’s ever-changing environment. This background may contribute to why an
accountant may not score well on the P-score as discussed in Professor Gaa's
paper, because ethics are not subject to detailed rules and require subjective
judgment.

Integrity And Objectivity

The notion of tthe sadial comiract thetween dhe acooumtant and puiblic ifs porva-
sive in Professeir Gaa's paper. This contract places the accountant in a fiduciemy
role with the public. In other words, the accountant should act in the best
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interest of sadisty, imespactive af hssoorhieersedffintanest.

The public looks to the accountant to provide an “independent” examination
of a company’s financiall statements and to express an opinion as to whether
such financiall statements faitlly present the financiall condition of the company.
The public relies on the accountant’s technical expertise in accounting and
auditing and likewise relies on the “moral™ expertise of the accountant as well,
i.e., the accountant is expected to execute his or her social contract in an impar-
tial, objective, honest and knowledgeable way. In essence, what the accountant
is selling is his or her objectivity and integrity, i.e., independence.

Objectivity and independence are addressed in the Code of Professiened]
Conduct of the AICPA. They are discussed under Article IV—Objectivity and
Independence as follows::

A member should maintain objectivity and be free of conflicts of intarest
in discharging professionell responsibilities...Jand] should be independent
in fact and appearance when providing auditing and other attestation ser-
vices.

When one reviews the AICPA’s ethics interpretations, such interpretations
have evolved over time to focus on the notion of /independence irinupppeatanecaa
subjective concept. This notion is also prevalent in the Securities and Exchange
Commission (SEC) independence requirements and the related SEC stafff itndle-
pendence correspondence. In other words, the interpretations of independence
attempt to place the interpreter in the position of @ witbiased person wihe, witen
presented with the facts, would arrive at the conclusion that the accountant
would appear to be independent. While independence in fact is considered,
independence in appearance has clearly dominated the interpretations of inde-
pendence since the early 1970s.

AICPA Special Independence Committee

The AICPA established a Special Committee on Independence in 1990. This
Committee has focusedl on the preponderance of detailed rules dealing with
independence and the past practice of iitanpreting tie AICPA and SEC indigpen-
dence rules based upon appearance. The Committee has suggested that indepen-
dence be viewed from the perspective of @ prudent petson ggiventhieeffiacts offttibe
situation. It recognizes that independence is both a state of miind and 2 medter of
character. These conditions can be interpreted as “moral” as contemplated by
Professarr Gaa’s paper.

In a drafft of the independence concepts, the Committee noted that detailed
rules do not have a significantt influence on an individual's state of mind or
character and are not effectiiee in motivating individuals to strive to meet the
highest standards in their personal or professienel! behavior. The Committee
notes that detailed rules convey a negative message because their focus is on
proscribing specific behaviot.

The Committee has recommended that the present independence rules and
interpretations be replaced with three broad principles:

¢ The audit firm and the auditor should be financially independent of tiie
client.

+ An auditor should not audit the restilts of distisions ttt 2 tthose «f e
auditor or the audit firmm and that were not reviewed, understood and
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accepted by management.
¢ The audit firm and the audit client should not be adversaries in litiga-
tion that is significamtt to the audit fimm.

The Committee envisions that some type of troad statements would syppike-
ment the three broad principles and that the focus of such statements would be
on independence in fact.

Conclusion

In my prior comments, 1 have attempted to set forith reasoning as to how the
accountant’s background (education, training and on-job experience) may result
in the accountant attempting to apply in a particular situation detailed rules
which he or she has applied over his or her professiamall career. With the inter-
pretation of each situation, an accountant will develop a database over time
which will impact subsequent decisions on ethical matters such as indepen-
dence.

1 have also attempted to place the notion of independence in some perspec-
tive, namely that the notion of independence has evolved from one that was
based on fact to one based on appearance. Appearance is much more subjective
and does not lend itself to dietailed rulles. Iit is based wpon a pearsan’s life experi-
ences. The education and training of @ @ccountant iis mot hased wpon sutyjsctive
studies, but on procedures which do not generally lend themselves to subjective
judgments. For example, the accountant is trained in the double entry system of
accounting.

Professerr Gaa's paper raises some interesting questions for future research
and education and training in the area of accountant’s ethics. One might envi-
sion the accounting curricula including a course based upon case studies in
ethics to broaden the accountant’s perspective. These case studies may provide
the accountant with a broader base to evaluate whether a situation is “morally”
ethical and whether he or she is fulfilliingy tte ssadtdl ottt ttotie pubilic.

Befote pursuing the above course, it would be well to perfotm research in the
area of “moral expaniiss™ to distanmine iits spypliicability to e acooumnting profes-
sion. Questions which might be addressed in research are:

« How should “moral expertise” be defined?

« How is “moral expertise” recognized in actual behavior?

» How should concepts of “‘imarsl expatiiss” fior accoumtants He ndkated tto
concepts of “maral expartiss” of cohivess?

» How expert must accountants be in the “moral point of witew'"?

e What are the implications for education of accounting students, firm
selection and retention policies, and stafff tizaining progeams?

In conclusion, addressing ethics, particularly objectivity and imdependence,
is not an easy task. These are concepts which have been with the accounting
professimm since its inception. Until parameters are established under which
independence and ethics can be addressed, the multiplicity of muiles wiilll cxoutim-
ue to expand because each is writtem to address specific facts and circum-
stances. The AICPA Special Independence Committee’s three broad principles
are an effatt in the right direction. These principles would provide a basis far
“moral expertise” because they are not envisioned to be embedded in detailed
rules.
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Litigation Risk Broadly Considered

Jerry D. Sullivan
Public Oversight Board

There is little doubt that litigation risk associated with the audit of flimancial
statements, as well as other attestation assurances, is presently at a level that
threatens the viability of dhe puiblic acoounting profession and iis condrary tio e
public interest. A decade ago, it was infrequefit to encounter a report of auditor
litigation in the financiall press. Today, it is virtually a dally occurrence.

A decade ago, when the Auditing Standards Board was debating and finaliiz-
ing Statement on Auditing Standards No. 47, Audit Risk and Materiality in
Conducting qanAhdif, agnapppeppiiate diistirelion wissninade beetveesn aaidditridkk
and audit exposure which is essentially litigation risk. The auditor was cau-
tioned that when litigation risk was assessed as low, less extensive procedures
should not be perfoimed] than would be otherwise required under generally
accepted auditing standards (GAAS). Today, litigation risk is never assessed as
low and the aforementionrai cautionary note might be better restated to suggest
that the auditor would be well advised to consider perfotmmiiig more exiensive
procedures than might otherwise be required by GAAS when auditing public
companies.

The Current Environment

Small firms are divesting themselves of attest engagements, large firms are
performing risk assessments of disir clhiendele and wedigming from “risk angage-
ments” and curtailing many attest services, such as assurances on prospective
financiall informatiom. Senior executives of dine Big Six fiirms lament dhe fiact tnat
divesting themselves of smaller, lesser developed and more risky small public
companies is contrary to the public interest as these entities are oftem in need of
the most sophisticated assistance in producing reliable financiall informatiem.

The actual cost of litiigadion inuoliving the acoounting profession thas mot tsem
calculated, but it has reached proportions that threaten the solvency of even die
largest firms. Spokesmen for the Big Six firms (those firms are involved in most
of the litigation involving public companies) claim its aggregate cost is second
only to human resources. Costs of defemse on some cases have exceeded
$15,000,000. Document reproduction alone is oftem in excess of $2,000,000 a
case. The projected costs of defense for many cases have reached a level that
indicate settlement is economically prudent even when the fimm believes it has
adequate defenses.

Two recent highly publicized cases, the MiniScribe Corp. litigation involv-
ing Coopers & Lybrand and the Lincoln Savings and Loan Association litiga-
tion involving Ernst & Young, illustrate the level of stakes involved and the
incentive for firms to settle.
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A recent editorial in the Wall Steeet/dommnal feppoekdd:

The Texas King of Torts did it again, just as the Vice President was
renewing his campaign to refomm the lawyers.

Mr. Jamail's latest spin at the lottery wheel of American justice is a
good example of the excesses. He won a $550 million judgment against
MiniScribe Corp., $530 million of it in punitive damages, from a
Galveston jury last week. This 25-to-1 ratio of jpumiitive o ol diamages
is typical of allegall system out of coontrsd], witicthisswityy Nitr. (Qiuepite waanis
states to limit punitives to an amount equal to the actual harm.

MiniScribe is in bankruptcy, so much of the ruinous judgment would
be paid by its former accountants at Coopers & Lybrand and formesr
investment bankers at Hambrecht & Quist—who point out they were also
defrauded, for much more than Mr. Jamail’s bondholder clients. It’s also
an irony that it was an internal investigation by MiniScribe that uncovered
the falsifiyiing; of records by some of its employees. So whom is the legal
system punishing for what by assessing punitive damages? The jury, by
the way, decided Mr. Jamail should get some $8 million for his labofs.

The MiniScribe verdict was later overturned by the state judge presiding
over the case to facilitaiie a settlement among Coopers & Lybrand, Hambrecht
& Quest and the plaintififts for an undisclosed amount, thus avoiding a costly
appeals process.

In another recent Wall S8teeet/ docabiractic] dictiofoldning as/ssprepetded:

The nation’s second largest law and accounting finms agreed to pay a
total of $87 million to settle investors® fraud claims arising from the col-
lapse of Liinooln Savings & Loan Assadiadion....

The investors’ lawyers said in opening statements to a jury that they
would claim $350 million in losses. Under Arizona’s racketeering statutes
and California™s punitive damages laws, both of witiicl couild te sppiiied im
the case, potential liability could be tripled.

That prospect led in part to the settlements, lawyers for the two fitmss
said. “The taint that affectss anyone who had any dealings with Charles
Keating is so black that it is asking a great deal for a jury to understand
that auditors, too, can be victim,” said Laurence Popofsky;,, a San
Francisco lawyer for Ennst & Young.

A coalition of securities firms, insurance companies, accounting firms, law
finms, corporate directors, and other business organizations is working to seek
litigation reform, involving such matters as proportionate liability, fee shiftiig,
and discovery procedural reforms. Tort refomm effoits;, even if ultimately suc-
cessful, are likely to move slowly.

The large accounting firms are presently accumulating aggregated cost data
relating to litigation costs to support their effaites for reforms. However, much
more may be needed. For example, firms are reporting that the existing litiga-
tion environment is having an adverse impact on entry level recruiting and their
ability to retain competent partner level personnel. However, no empirical evi-

L pxroy Wikilitams, “Enmst & Yoy and loves Dy L Finm to Ray SB7 Niliion it Linasin Sedings
& Loan Case,” The Wil IS:5teeclodouanaVaiardh, 3592992, 43 A3.

£ ANICPA Riraffiessional Standardss, AN Saotion B6L., “Suthssguent Discovery of FeattsExiistingaffCRate
of Repant™

50



dence has been gathered to substantiate or refute tieir dkaims.

There are other areas where it may be possible to develop empirical evidence
to augment the proposition that the current level of liifigation riisk tine acoouming
professiom faces is not in the public interest. 1 would like to suggest one area.
My hypothesis is that the accounting profession’s litigation risk does not corre-
late to substandard performence (audit risk). The data and arguments 1 present
in support of my hypothesis sufferr fromn the same shortcomings academic
research on auditor litigation has encountered—incomplete data for analysis
because of tine Hhigh imcidience of satilement thefore adijudiicadion. Newverntheless, I
hope that this paper will suggest the need for furtherr research and identiifiy areas
that might be further explored by those of you who are more expert in research
methodology than 1.

Both the peer review process and the investigation of allegations of audit
failute involving public registrants by the Quality Control Inquircy Committee
(QCIC) provide an opportunity to identify some data relevant to the quality of
audits performedi by member firms of dhe SEC Practice Ssaction (SECPS) of tie
American Institute of Certified Pulblic Acsountaints (KICPAY).

Peer Review Results

As part of e peer meview of moemiber firms of ttee SSEKOFS, cangagamentts are
selected and reviewed to determine whether they comply with professioned] stan-
dards and the firm's quality control system. The engagement selection involves
a consideration of niisk fiactors melkatiad o dhe fiirm, sudh @s indiustry eonreantration
of clients, new engagements, partner workload and experience, and other con-
trol risk and inherent risk factors related to the firm’s practice. The engagement
reviews are in sufficiznit depth, and the Public Oversight Board's oversight
process is sufficientl}y vigorous, to provide reasonable assurance that they lead
to a consistent and objective identificatiom of audit failures when they exist
among the engagements reviewed.

During the peer review of angagements, an audiit iis distermined o e suydtan-
dard if the peer reviewer concludes (1) that one or more auditing procedures
considered necessary at the time of dhe @udiit iin dhe ciroumstances dhen existing
wete omitted® ar (2) that dhe audiided flinancial statements are Mnmllly midkead-
ing, or the auditor's report inappropriate, thus requiring recall and revision.*

This forensic dissection of engagements as part of the peer review process
provides an indication of the incidence of audit failure among firms that are
members of the SECPS. Table 1 summarizes the results of engagements
reviewed during the most recent three peer review years (1989-91). While the
data relating to 1991 peer reviews is incomplete, that year completes the current
cycle for the peer review of large firms and the partial data summarized to date
about substandard engagements is somewhat enlightening.

When analyzing substandard performance in the context of litigation risk, it
is necessary to distinguish between AU Section 390 failures and AU Section
561 failutes. Substandard engagements summarized as AU Section 390 failunes
are only those engagements in which, after performamee: of the omitted proce-

$ MICPA Prafiessional Standiards, /) Seolion 325, “Communication of lntenmal Cantrol Stucire
Related Matters Noted in an Audit.”

4 MICPA Prrotfessional Standtands, AU Ssctiion 330, “Consideration of @niiteet FRroeetivess Afftar the
Report Date.”
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Table 1
SECPS Peer Review Engagement Review Results (1989 - 1991)

Big Six Other
Total Firms Firms
1989 Engagements Reviewed 1497 340 1157
Engagements Determined to be
Substandard:
AU 390 12 2 10
AU 561 8 8
1990 Engagements Reviewed 1909 298 1611
Engagements Determined to be
Substandard:
AU 390 10 - 10
AU 561 n L 10
1991 Engagements Reviewed 114
Engagements Determined to be
Substandard:
AU 390 30 - 30
AU 561 18 - 18

* The Peer Review Committee has not yet processed all 1991 peer reviews and
the data relating to other than Big Six firms is incomplete.

dure(s) by the practitioner, it was determined that neither the financiall state-
ments were materially misleading nor was the auditor's report inappropriate.
Therefone, those relying on the auditor’s report were not misled and damaged.
Thus, only substandard performance summarized as an AU Section 561 failune
should, in an ideal world, correlate with litigatiom risk, since only in those
instances could a financiall statement user be misled and damaged.

Over the three year period (1989-91) involving 742 engagement reviews of
Big Six firms, only one engagement was identified! as an AU Section 561 faiilire:
(.13% of the engagements reviewed). During 1989 and 1990, a total of 2,768
engagement reviews of non-Big Six finms were conducted and twenty such
engagements were identified] as AU 561 failuress (.7% of the engagements re-
viewed). Many of the substandard engagements involving audits conducted by
non-Big Six firms during 1990 and 1991 were by firms having their initial peer
review as a result of the AICPA bylaw change mandating SECPS membership
for all firms that audit SEC registrant companies (sixteen of twenty-one sub-
standard engagements identifiedi in 1990 and forty-fiiee of the forty-eigit sub-
standard engagements identifiedi to date in 1991).

The conclusion that can be drawn from an analysis of the incidence of audit
failuie identified! in the peer review program is that litigation risk should be
much lower than the professiom presently experiences. It is estimated that the
Big Six firms report on approximately 12,000 public companies annually. The
sole substandard engagerent identified! in the 942 engagerment reviews of Big
Six firms was a small eleemosynary institution audit that was not subjected to
the same quality control procedures applied to public company audits (far
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example, concurring partner review). Therefone, a “worst case” projection of
audit failure involving public companies would be sixteen (.13% of 12,000
audits), whereas the actual number of complaints filed against Big Six fififiss
involving their audits of public companies annually is approximately three
times that number. The only reasonable conclusion to be reached is that litiga-
tion risk does not correlate to substandard performeance: by the professiam.

QCIC Investigations

When a lawsuit involves the audit of a public company (or an entity where
there may be a public interest, such as a savings and loan institution), it is the
QCIC's responsibility to determine if the allegations suggest an aberrational
error, a shortcoming in the firm's quality control or its compliance with them, or
a shortcoming in professiomall standards. Member firsns must report to the QCIC
all litigation or regulatory proceedings involving audits of public companies or
regulated financiall institutions within thirty days of meseiviing @ aamplkain.

The QCIC’s proceedings, conducted in strict confidemce,. do not determine
the merits of a case or the culpability of any party. Rather, their purpose is a
review of the firm's policies and procedures to assure that, when appropriate,
the firmn takes measures to upgrade its controls and compliance with them. In
conducting its proceedings, the QCIC may interview fifm personnel, inspect
fisrm policy and guidance material, and examine selected workpapers to deter-
mine the need for cotirective action by dhe fiirm or by sstardiaidl-sefiers,

QCIC cases are not closed until the committee is satisfiedi that a fiem has
properly addressed any weaknesses discovered in its quality control system and
that matters that require consideration by the accounting and auditing standard-
setting bodies have been reported for their consideration. The Public Oversight
Board oversees all QCIC inquiries into alleged audit failutes. Its stafff meevitsws
both the plaintifffss allegations and the QCIC staffss analysis of them. Board
members and/or its stafff attend meaigs hatween flinms regpating liligation and
QCIC task foree members, and participate in discussions about committee
recommendations.

Table 2
QCIC Cases Reported
Cumulative
Cases Reported Annual Average
1980 10 10.0
1981 2 1o
1982 29 19.0
1983 3 23.0
1984 36 25.6
1985 42 28.3
1986 44 305
1987 44 317
1988 42 329
1939 53 349
1990 56 36.9
1991 44 374
1992 (8 Months) 40 39.2
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Table 2 presents a tabulation of dite mumer of ceasasreguortat] toottee @AIC séinee
its inception. Because of the sensitivity of QCIC proceedings and concerns
about their threat to “live” litigation, most documentation is destroyed shortly
after a case is closed. The only documentation retained is a copy of the com-
plaint and the staffss analysis of diie alllegmations. Simce most cases are mot adijudi-
cated, it is impossible to accumulate data relating to the outcome of reported
cases, particularly data relevant to a determination of awdiit fEailure. Hiowever, @am
analysis of the complaints provides some data relevant to the environment in
which litigation occurs and an understanding of what areas of financiall report-
ing plaintiffss counsel believes to be deficient. Ninety cases reported to the
QCIC during the period 1989 through 1991 were selected for analysis. Forty of
the cases selected for analysis involve the audits of fiimancial imstiudions. Teatblle
3 summarizes data found from a review of the complaints about the parties
involved in the litigation and actions taken by the auditor. Table 4 summarizes
data about the allegations in those cases.

Table 3
Analysis of Ninety Cases Reported to QCIC
Informatiom About Parties and Auditor Action

Financial
Institution
Cases Other
Total Cases 40 50
Auditor:
Big Six Firm 35 42
Second Tier 4 3
Other il 5
Financial statements restated
or auditor withdrew opinion 5
Auditor resigned or was terminated 1 8
Auditor reported modified opinion on
financiall statements:
Ability to continue as going concern 11 5
Other 9 9
Company condition when complaint was filldi
or end of cllass pariodt:
Bankruptey 23 15
Severe decline in earnings and security value 13 35
Plaimiifff:
Security holder 27 38
Company management 4 4
New management 3 4
Creditor 3 1
Government agency 4 1
Insurer L 2
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Table 4

Analysis of Nimety Cases Reported to QCIC
Informatiom About Allegations

Financial
Institution
Cases Other
Total Cases 40 50
Existence of Miamagement Fraud it} 14
Internal Controls:
Material weakness not identifiedi by auditor 1 18
Weaknesses not adequately considered
when performiing the audit 16 8
Weaknesses not communicated by auditor 6 2
Principal Financial Statement or Auditor
Report Defectr:
Revenue recognition 3 13
Valuation of @ssefs 2 %
Adequacy of llaan lless resarve %
Disclosure 3 3
Fraudulent transaction 2 6
Report not modified for comtinued exiistence 2 L
Not obvious 6 6

Litigation Risk Does Not Correlate to Audit Risk

In the QCIC cases analyzed, all of the non-financiadl institution cases and
ninety-six percent of e fiimancial imstitution cases imvolved bhaiknupt endities or
entities experiencing severe declines in their security values. The implication is
that auditors’ substandard performance correlates to financiall difficullyy of the
entity being audited, i.e., the professiom can perfoim well in profitable and
financiallly successfull environments, but not so in financiallly troubled environ-
ments. This is of course a ludicrous proposition, but is easily explained. The
objective of plaintiffss lawyers litigation directed at auditors is settlement, not
adjudication of dhe alllsgaiions.

Most cases are resolved through settlement. Cases are settled at a “going
rate” of approximately one quarter of theepuatentiidl damagasatidiness TRAmiits
lawyers are sophisticated in identifyimg potential class actions. Armed with
computers they identifly potential class actions where a decrease in security
price produces a market loss sufficignit to support an adequate level of fees. In
discussing this phenomenon Alexander explains:

Twenty million dollars is about the lowest potential recovery (damage
claim) that could be expected to generate an attorney’s fee sufficignit to
justifiy maintaining a complex securities class action on a contingent fee

5 lamet Cooper Alkexander, “Do tie Mirits Matter? A Sudy of S:tiflements im Ssourity Class
Actions,” Stamford LinavRRaviewY Violnd 3397 sharamny 990 1ppod 53344,
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basis. Assuming that settlements can be expected to be approximately
25% of the claimed loss...attorneys fees can be expected to be about 20-

30% of e mesovery. (Page 13)

Alexander’s research shows that most suits are filedl when a fee in the range
of $1.25 million or more could be expected. Critics can find degrees of imper-
fectiom in virtually every audit. The sufficizneyy and competence of evidential
matter influencimg the auditor’s judgment about the reporting entity’s finameigd]
statements is not only a matter of professionail judgment but it is also fact-dke-
pendent and will vary from audit to audit. These judgments about the sufffiziésn-
cy and competence of evidence, patticularly relating to the valuation assertion,
are focused on by plaintiffs counsel and most oftem underlie allegations charg-
ing auditors with substandard performamnce;, when in fact, the litigation is moti-
vated by the “plaintiffss bar settlement model.”

Among the financiallly troubled and bankrupt population of comypanies, tiare
are no doubt occasional instances of substandard performamece: by the auditor.
There are other situations involving highly sophisticated management fitaudi
where both the auditor and third parties have been deceived where the auditor’s
responsibility for material irregularities in financiall statements is less obvious.
Damaged parties will always contend that the auditor should have detected
fraud and this expectation gap is fueled by occasional highly publicized cases
where, based on the reported facts, it appears that an alert, experienced audit
tearn should have identified: related “red flags.” When conducting QCIC investi-
gations difrected at evaluating the adequacy of and compliance widh flims’ queli-
ty control systems, we occasionally suspect a "busted audit.” However, fa¢ more
oftem the investigations lead us to the conclusion that the litigation is “fri@-
lous.”

Other Observations About QCIC Cases

Continued Existence

Among the fifiyy non-finameciadl institution QCIC cases examined, sixteen
entered into a form of thamkruptcy procsedings. Tie audidors for fiive of thee ssix-
teen bankrupt entities modified! their opinion for concerns about the ability to
continue as a going concern during the financiall reporting year preceding bank-
ruptcy. The auditors for seven of tie thirty-four mon-bankrupt antities modified
their opinions on the financiall statements for concerns about the ability to con-
tinue as a going concern.

The above suggests that the auditor’s “red flag™ identifyimg going concern
problems in the audit report may have little utility because of the inherent
inability to identifiy entities that will become insolvent in the volatile market-
place and economy in which business operates. Further, it is interesting to note
that the plaintiffs attorney alleged failute by the auditors to provide a “red flag™
in only one of die clleven thanknujptcies dinat was mot acoompanied by am audlitar's
opinion modified! for substantial doubt about the entity’s ability to continue as a
going concern.

Audit Evidence
None of the ninety QCIC cases examined suggest that the auditor did not
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identifiy evidence relating to the allegations, with the exception of e identifica-
tion of “side agreements” related to a number of financiell institution audits.
This suggests the sufficignoyy of audit procedures applied by the professiem far
identifying evidential matter about which an audit judgment must be made. The
allegations, for dine mmost jpart, call imto question tihve auditar”s judgment abowt dhe
evidence identified! in the audit, particulatly valuation judgments and income
recognition matters. Table 4 summarizes the allegations.

As firms in recent years have revised their audit approaches to be consistent
with the SAS No. 47 risk model, similarities in audit methodology are more
apparent than differenaass. An example of s iis tiinat lll off tHeeldagge ffitos maow
use non-statistical sampling plans to the virtual exclusion of stafiistical sanyling
plans. During the most recent cycle of g & fiirm pear meviews dat have imdiud-
ed 742 engagement reviews, we do not recall seeing one statistical sampling
application. The most plausible reason for this is that non-statistical sampling
plans are less expensive and experience has demonstrated the sufficirnnyy of
audit evidence identified by them.

Statistical sampling plans are still used for a limited number of special pur-
pose applications, usually involving the requirements of gowannmental Ggandies.
These applications are usually planned and assisted by specialists in the firmgs.
Academics, when planning their research projects and class syllabi, should con-

sider the limited use of stadiistical samypiling, and quandidative tadmiques ganaral-
ly, in the audit of fiimancial statemeans.

Management Integrity and Internal Control

In fourteem of the fifity non-financigll QCIC cases examined, there was an
allegation of management firaud. Among die fourteen cases imualving an Allega-
tion of mamagement firaud, leven dllegations rellated do entities wildh revenues of
less than $100 million (six of which had revenues of less than ten million dol-
lars). Most of dhe simalliler andidies imvolved owmer-manager diamimanse.

The Internall Controll—Iheesatedd Framewat, Revised! Draft (Hedhiuany
1992), of the Committee on Sponsoring Organizations of the Treadway
Commission (COSO), indicates that management integrity and ethical values
are an integral component of internal control. Unfortunalelly, these attributes
cannot be evaluated based on any known objective criteria. They are personal
qualities, not processes like risk assessment, and reasonable men can difféer
greatly about their acceptability. Public reporting on the adequacy of internal
controls, including attributes of management integrity and ethical values in the
control structure, is both questionable and dangerous. It is not reasonable to
expect that management will ever evaluate its members as lacking in these per-
sonal attributes, nor will it be possible for others to do so, except in the most
egregious situations-and well aftes the fact.

In discussing its application to small entities, the draft COSO report states,
for example:

Although small and even mid-size companies may find it difficudit to
bring outside directors on to the board, absence of such directors (or an
audit committee) does not necessarily create a weak control environment.
A board that consists solely of an entity’s officerss and employees who
report to the owner-manager can adequately perfoiim necessary gover-
nance, guidance, and oversight responsibilities....

57



Thus, the drafit COSO report suggests that not only can management of ssmll
companies evaluate objectively their own integrity and ethical values, as well as
the adequacy of ather components off theceenityyssccontrd] syystam, tHegy ceandidoseo
and report to the public without the oversight of am 1mdiqmndemt awdit compniit-
tee. Owners of smaller companies, once choosing to raise capital in the public
markets, should be required to have audit committees with independent mem-
bers to assist in safeguardimg the interests of absentee equity and debt stake-
holders. A failure of a pulhilic company tio dio so dhould e regarded @s 2 satious
deficiemey in its internal control structure.

COSO recommends that the threshold for modifyimg the report should be an
uncorrected material weakness. Many of the components of internal control
identified] by COSO, such as integrity, ethical values and an absence of audit
committees, do not easily lend themselves to the concept of a material weak-
ness. The likely result of management reporting followiing the COSO guidance
is that reporting entities will routinely provide “clean reports,” and auditors will
be called upon to provide assurance on these reports, even when there are
numerous significanit deficiemciess in the control structure identifirdl as
“reportable conditions."® Tiiis suggests dhat die pkointiff's thar iin fuure iligation
will more routinely allege that the management of various companies and their
auditors have misled and damaged third parties because of assertions about the
adequacy of internal controls where significaiit deficiencies have been identi-
fied. To minimize this danger, there should be an acknowledgment in public
reports that weaknesses in internal control have been identifiedi and are being
addressed by management.

The Auditor’s Opinion

After years of caniroversy, arificism and didiiberation, the Audiiting Sitandlardis
Board revised the auditor’s standard report in 1988, the first revision in thirty-
eight years. The revision was directed primarily at more clearly explaining the
elements of @ audiit andl dite diegree off aastLraRGe Beding HroMtlad Uiy tHie audiitat.
The nature of allegations in auditor litigation suggests another revision may be
in order.

The sufficieneyy and competence of evidential metier available do Assess man-
agement’s assertions about sensitive valuation judgments oftem do not reduce
audit risk sufficienitly to justifly the degree of assurance being provided in the
auditor’s report on historical financiall statements. The followiing is an example,

The evidential matter available to the auditor to support a judgment about the
carrying value of a financiall institution’s loan or equity participation in a real
estate project under development is limited primarily to an evaluation of: (a) the
developer’s reputation and financiall stability, the latter usually being highly
dependent on the success of the project being considered: (b) assumptions re-
lating to market feasibility;, and (c) costs incurred to date related io percentage
of completion estimates and adiditional development funds axailtabie.

If die auditior weas requesied to provide asaurance do A divd pary iin A sanare
financiell presentation related to the real estate project, the presentation would
be cast as a financiall forecast and the auditor’s report would include a caveat

§ ANICPA Profiessional Standiards, AN Saotion 125, “Communication of Ikiemal Cantiol SSHgaiie
Related Matters Noted in an Audit.”
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that the prospective results are dependent on assumptions that may not be
achieved. Yet, the same assets included in a historical financiall statement would
result in the auditor expressing a clean opinion on the valuation assertion related
to the project.

This dichotomy in auditor assurance cannot be theoreticallly justiified nor
rationally supported. It should be no surprise that the auditing professiom is
being held culpable for the savings and loan debacle by the financiall press,
Congress, investors and government agencies, and more recently for the faiillune:
of many thanks. Te fiimancial colllapse of meany offtlikeseeanitikie s ¢eali¢eddidicedyy
from their equity participation in and loans to real estate projects. The auditor’s
assurances about the valuation assertions related to these projects was at the
same level as assurance provided on the carrying value of diie cash aesoumt.

Conclusion

The accounting professiim has a unique role in society as a provider of dhird
party assurances on the reliability of client-prepared financiall informatiom. In
meeting this responsibility, the professiiom has found! itself beset with increasing
litigation risk that more directly correlates to the financiall difficulliéss of some
clients than to its own substandard performance. Unlike the statistical dispersion
of malpractice actions against other professiomal;, the accounting professions
litigation risk is concentrated among a limited number of fisms that audit most
public companies. While the litigation risk of these firms is increasing, audit
tisk appears to be managed in a way that limits substandard performance: to a
reasonably low level, particularly in firas that have mature quality control sys-
tems meeting the membership requirements of dhe SEC Practice Sesfion.

The accounting professiom must continue to strive to even further lower the
incidence of substandard performamce. However, it is unreasonable and, in the
long run, contrary to the public interest in reliable financiall reporting for the
legal system to operate in a way that encourages plaintifffs’ attorneys to bring
actions against accountants on the basis of acalculation of 148ssiinatlisntssenuiity
values necessary to support a profitablie settlement. This results in accounting
firmas being penalized for the financiall troubles of their clients rather than sub-
standard performanince: and leads to an unwarranted erosion of confidence iim dhe
professiion as well as its financiall viability.

This paper identifies a few facets of the accounting profession’s litigation
risk relating to attest performamnee: and reporting that may warrant research by
the academic community; there are undoubtedly others. Research and other
scholarly inquiries may assist in bringing about reforms to our legal system or
minimizing the profession's exposure to it.
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Discussant’s Response to “Litigation Risk
Broadly Considered”

Lawrence A. Ponemon*
State University of New Yaork att Bimgfremiton

The paper presented by Jerry Sullivan {1992] provides a thought-provoking
essay dealing with the ever-increasing occurrence of lifigiadion misk iim e @udhit-
ing professiiom in the United States. The author provides some preliminary evi-
dence on the nature and extent of alleged audit failuies gathered from peef
reviews of SEC Practice Section (SECPS) member fifis over a three year pe-
riod and 90 QCIC cases reviewed by the Public Oversight Board (POB). His
findings imply that the recent wave of allleged audiis rnalpractice, especially taw-
suits against Big Six firms, may not be caused by substandard audit work.
Rather, Sulllvan intimates that much of diie present-day litigation dlleging audiic
failuie may be baseless and without merit. Despite judicial reality, innocent
firas may choose to make out-of-couwit seitlements to aveid the high cost of @
proper litigation defense and the peril of punitive damages as, for example,
experienced by Coopers and Lybrand in the MiniScribe case [see The Wiall
Street Jowioal, FEpRiLAYY1 481 9992ppCC-11].

As posited by the author, a direct consequence of imareasing litfigation cost iis
a commensurate reduction in the profession’s reputation and ability to provide
quality mdependem audits of dlient compainies. Given recent megative Gaonommic
events in the United States caused, in part, by recessions in global finamnciall
markets and the crisis in the national Savings and Loan industry, the public’s
positive perception of the independent auditing professiom may be dwindling.
This, in turn, could lead to clients and financiall statement users alike placing
less falth in audit opinions and placiag greater reliance on legal or contractual
arrangements. As the demand foe public accounting services declines, gover-
ment authorities may become more actively involved in the regulation of the
profession. Loss of dhe putbliic tnust and resulting govermimental itarentions can
cause the demise of dhe pulblhic acsounting profession.

Admittedly, it is difficulit to engage in an intellectual debate when you agree
with the fundamenitall arguments raised by your opponent. My discussion, how-
ever, will attempt to provide a critical analysis of Suillixai’'s comientions s wiell
as a reinterpretation of Hiks mesuilis. The nemainder off myypparerissoargarnizetl it
two parts. First I will comment on what 1 believe are the most salient aspects of
the several excellent points raised by the author. In particular, 1 will touch upon

* At Babson College at the time of this presentation. The author acknowledges the many helpfull
comments provided by Abraham Akresh, Richard Mandel and Zoe-Vonna Palmrose, and appreci-
ates the editorial assistance provided by Joan Grossman.
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the possibility of abuses in the legal system, the importance of self-regulkiery
controls in mitigating substandard audit work, and the significance of the findi-
ings on peer review and QCIC investigations presented. Then I will provide a
critique of flour graneral dlaims myadie by the audhor, wiidh are:

« that the recent wave of lliiigaiiams agdinst audiiing fiimms dines mot samue
the public interest;

« that auditors are generally victims of alltiigiows sadiaty;

« that the stringent process of self-regulatiom imposed on SEC Practice
Section firms of the AICPA should reveal and ultimately weed out
substandard work in the extant auditing domain; and

» that SAS 59 going concern disclosures and the new COSO report
requirements will exacerbate litigation risk for auditors.

An Emphasis of Major Points

Abuse in the Legal System

As noted by Lawrence A. Weinbach, managing partner of Arthur Andersen
& Co., in a recent interview by The WualIStséeeelodonahdbefSeptbarber 1991992, p.
B-8], “Out-of-cowit settlements over malpractice litigation are costing the six
biggest accounting firms nine percent of diteir audit ffees.” Based on an adiimate
for U.S. audit fees of the Big Six accounting firms, the article further suggests
that annual litigation costs average about $56,000 per partner. To corroborate
this point, consider the reluctance of most major insurance companies io pro-
vide malpractice coverage to various professieiall and occupational groups such
as physicians, engineers, lawyers and accountants. While there may be instances
of egregious hehavior iin e Auditing commuimity, it would he dhsurd to hidlicve
that the present-day level of condributory megligence @ firaud iin dhe Aaaouding
profession approached $56,000 per pariner each year. What are the conse-
quences of litigation assuring that this figuie is correct? Apropos the point
raised by Sullivan, 1 teo believe that the considerable sums paid by audit firmss
to defend or settle malpractice lawsuits may provide evidence of an abuse of
legal process that, if Allowed to comtimue, could sevsrely arippile dhe atanumting
professiom as we knew it today.

Has society become too litigious? Some legal scholars and political experts
believe it has, arguing that the significamtt rise in practicing attorneys within the
United States over the past two decades has resulted in a commensurate
increase in the number of lawsuits filed against individuals and business fimms.
Walter Olson [1991], in his recent book entitled The iliitigation Exyilosion, mooess
that malpractice lawsuits have risen as much as 300-folldl in some sectors of e
economy in about twenty years. Quoting the results of a Harvard Law School
study, he further suggests that only about one in five malpractice claims have
something to do with genuine negligence. This exponential increase in court-
room docket activity has severely limited the court’s ability to deal effiativedyy
with and respond to a plethera of civil malpractice cases. Legal experts now
believe that chaos in the American courtroom is causing the legal system to
become increasingly bureaucratic and grossly inefficignit. This fact, coupled
with the general diffieultyy in defendimg any malpractice action, may explain
why it is becoming increasingly difficultt to dispose quickly of lawsuits against
public accounting firms that are known to be frivolous or without legal merit.
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Importance of Self-Regulatory Camntrols

In response to increasing litigation risk and the threat of gowermmental inter-
vention, the public accounting professiom as well as individual firms have insti-
tuted formall control mechanisms to ensure audit quality. For example, audit
firms belonging to the AICPA undergo a peer review if ey provide attestation
services to client organizations. A peer review is a detailed, independent in-
vestigation of & puiblic acceunting firm, imduding certain sdiecied dlient engage-
ments, by an independent body of accounting practitionets from another quali-
fied fimm or by a team of experts assamibled by @ professional thedy sudh @s e
AICPA. The purpose of tine meview iis to ansure that maniber firms comyply wiit
the standards, rules and regulations required by the professiem.

The peer review is remedial rather than punitive. Very rarely does a peer
review seek to uncover the unprofessienell or unethical actions of an individual
practitioner or an entire firm. If, however, in the course of dheir immuestigation, 2
breach &F titee eattiias cuntle ifS reanadisd] tto meantizars off tiee reaxitew tteam), ssudh 2
finding could possibly result in a refextall to the ethics division of the Institute.
In certain cases, very negative findings could lead to civil or criminal liability
on the part of the firm under investigation. 1n actuality, this occurs only rarely
and in most cases the fifim judged to be iin monconpliance wiill receive @ privade
reprimand by the review team and the AICPA. It is still asserted that the con-
sternation and embarrassement caused by a potentially negative peer review, in
some situations, will motivate a figm and its employees to comply with various
professionall and technical standards.

Comprehensive peer reviews are also performed] by a special investigation
unit of the AICPA when audit firms are implicated in alleged audit failure. As
explained in a recently published monograph entitled Evolution of the Quality
Control Inquiry Committee by Mautz and Evers [1991], QCIC reviews are con-
ducted on SECPS member firms to determine the nature and probable causes of
the allegations contained in pending litigation. If imstances off suthstandard audii
work are discovered, the committee makes recommendations to the audit fim
so that it can take the necessary steps to avoid similar problems on futune
engagements.

The professiam also employs a detailed set of work guidelines known as
Generally Accepted Auditing Standards (GAAS) to ensure a consistent and rea-
sonable application of prefessional judgment. Altfhough e exact meture of aatit
judgment varies according to a multitude of ffactors iimdhudiiing tine audiitar's com-
petence, integrity and ethical values, these standards serve as examples of How
one should behave in a wide variety of situations and circumstances in the
course of mrofessional psstice.

In recognizing the possibility for substandard work despite a detailed set of
professionall standards, public accounting firms have established an internal sys-
tem foe reviewing the quality of all audit work completed by the figm (e.g., in
accordance with the AICPAs’ Statement on Quality Control Standard No. 1
entitled Systemn on Quality Control forr a CPA firm). Such comtrol syskems
attempt to validate the reliability of active attestation engagements within the
firmn on an ongoing basis. These oftem include a quality control review of sslaot-
ed workpapers to ensure the consistency and completeness of all auditing work
performed! and an internal examination of post-audit adjusting entries recom-
mended by the audit team. Ia addition, when difficulit @r anthiguows tedhmical iis-
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sues are encountered, finm specialists are oftem brought in to participate on an
ex-post basis.

Working in concert, peer reviews, detailed audit standards and internal con-
trols within the audit finm tend to mitigate the possibility of litigation risk
caused by an auditor's erroneous judgment or unethical acts in practice. Some
argue that the nature of sdif-regulation iis cofirective @andl, dierefore, iit camnot pre-
vent egregious judgmental errors or audit failuie from happening in the finsit
place. Even with the best system of total quality management, it may be diffii-
cult, if mot inpossible, to identify audit falure soon after it appens. As willl he
mentioned later, the chances for detection are especially problematic when the
unscrupulous auditor knows the detailed workings of dhe quality comtrol system
used to prevent such action. Others, however, argue that the mere existence of
quality controls discourages potential unethical behavior. While such controls
are far from perfect, I believe that they do act, to some exient, as a deterrent to
audit failuie as well as unethical behavior in the accounting professiiom.

Sullivan’s Presented Findings

As Executive Director of the Public Oversight Board, Jerry Sullivan has
access to internal statistics for SEC Practice Section member firms gathered
fromn peer reviews and QCIC investigations. These data clearly support the
claim that the extent of suthstandard audiit work iis 2 miimuscule proportion of the
total activity evaluated by the Institute. In particular, peer reviews of thousands
of audit engagements over a three year period (as repotted in Table 1 of
Sullivan’s paper) revealed only thirty-seven instances of suthstandard audit wiork
that, according to AU section 561, could have resulted in material error to a
client's financiall statements and a change to the auditor's opinion. Only one
such incident pertained to the work of & Biig Six ascounding firm.

Sullivan provides additional data pertaining to ninety selected cases of
alleged audit failute reported to the QCIC during the period 1989 to 1991,
Substantially all lawsuits dealt with client organizations that had experienced
financiall distress or bankruptcy during or after the class action period. The
author uses this fact to support his claim that litigation does not necessarily
mean a “busted audit”. Rather, by virtue of a so-called “deep pocket” for set-
tling alleged malpractice, he intimates that blame is oftem cast onto the largest
accounting firms. Along these lines, Sullivan writes [1992, p. 55],

The implication is that auditors’ substandard performance: correlates to
financiall difficultyy of the cndity heing audiided, ie., dhe profession can per-
form well in profitablie and financiallly successfil environments, but not so
in financiallly troubled environments. This is of couirse @ lludiicrous mIoPe-
sition, but is easily explained. The objective of plaintiffss lawyers litiga-
tion directed at auditors is settlement, not adjudication opftitheltdlegesions
[emphasis added],

Sullivan [1992, p. 56] also points out the inconsistent application of SAS 59
audit report modifications in the sample of selected companies investigated by
the QCIC, suggesting that going concem disclosures may be of little benefiit to
security holders for forecastiing financiall distress or bankruptey (e.g., poor hit
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rates)". Suillivan allso fiound tthat meme @f theeniiraty coasasodfaHbggedaadititf ffiure
examined by the QCIC showed that the auditor failed to identiffy evidence relat-
ing to the allegation in the lawsuit—indicating that audit procedures for the dis-
covery of evidential matter must have been sufficientlly applied. In summary,
the findings presented by Sullivan provide some indication of @ potentially safi-
ous problem facing the public accounting professiom in the United States, where
allegations of audit failuie and actual incidents of poor quality audits may not
be highly correlated. Although litigation refomm is probably warranted, my cti-
tique, as provided in the next section, is based on the premise that litigation can
serve a usefull purpose in society.

A Critique to Four General Claims

Does Litigation Serve the Public Interest?

To address this question, consider the framewoitk depicted in Figure 1, illus-
trating a relationship between actual audit quality (AAQ), perceived audit quali-
ty (PAQ) and litigation (L1T).? Ass can the saan, wiing £ Vienn diagram, patsived
audit quality and litigation are two mutually exclusive (disjoint) domains.
Litigation risk, defined as the intersection of actual audit quality and litigation,
is very small when perceived audit quality and actual audit quality nearly over-
lap. This is because, in an economie sense, the client and the auditing firm enter
into and realize an audit contract specifyimng a given level at a given price. The
domain of litigation risk increases substantially when perceived audit quality
does not equal actual audit quality because the ¢lient may believe that the audit
firam has shirked on its contractual obligation to the erganization and its key
stakeholders. Clearly, litigation risk becomes more salient as the gap between
actual and perceived audit quality widens,

Irrespective of audit quality problems, however, litigation risk can be infilux
enced by a multitude of other factots defined within a triad of social, political
and economic forces that are determined by public demand. Factors that may be
important include the nature of sdif-regulation, e lkewell of ffim patdiitebility santl
the proverbial expectations gap between users of financiall statements and inde-
pendent auditors. The social-political-economic triad serves as a unique mecha-
nism for ensuring audit quality and for containing litigation problems within the
boundary of e puibliic imierest. Im dhiis regard, ligigation has 2 dual rolle. IFifst, it
serves as a change agent through which the opinions of the general public are
communicated to the auditing professiem. Second, and perhaps most important-
ly, it acts as a deterrent to substandard auditing. Here, audit quality is defined by
the public’s eye in the context of wihat Audiiting aught A9 he.

" Iiior research a@n tthe iirfanmation aantent ff aadditoppiabonscoorodetate SHlliNuans] [292]ffirtlings.
Accordingly, studies show that less than 49 percent of thanksugpt companies recsived 4 going Ganasn
opinion one year prior to bankruptey [Hopwood, McKeown and Muichler, 1989, p.32]. In addition,
Altman [1982] found. for an eight year perlod, that 25 percent of companies feceiving A Going con-
cern opinion ultimately weni bankrupt. It is important to nete, however, that at the time of these
§tud|es. auditers were net reguired to predict clients' ability to stay in business.

£ paiimrose [[19B8] diso popeses @ causal ndlkatiomship hetween @ s [liigation aativities and the
audit quality perceived by the stakeholders of & client arganization.
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FIGURE 1: AUDIT QUALITY AND LITIGATION RISK
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The apparently spurious association presented by Sullivan between substan-
dard audits and allegations of audit failume for QCIC cases may have been
brought about by a growing rift between the public's belief as to what auditing
ought to be versus the reality of what auditing is. Despite the severity of eco-
nomic damages in recent years and the possnble lack of cawsality hetween audiit
and litigation risks, 1 hold the very unpopular view that malpractice litigation in
auditing can and oftem does serve a useful role in society.

To illustrate my point, consider the followimg scenario. Suppose audit fimms
could predict with perfectt certainty the financiall condition of a dlient commpamy.
Further, imagine that the firm made all audit findings publicly available to all
interested parties. Would perfectt prediction and full disclosure eliminate mal-
practice litigation in the profession?”? 1 believe that the answer is yes. That is,
aside from the occasional harassment lawsuit, cases alleging audit failure would
invariably be avoided by plaintiffss attorneys for lack of fiee potemiial @r woulld
be dismissed prior to trial. In this hypothetical situation, the value of settlement
and the cost of dieffense wwowld e momimnal.

Assuming that the root cause of litigation in any professiom is at least one
dissatisfied! plaimtifff, perhaps the significamit rise in audit malpractice claims is
due to the profession’s inability to understand and respond to the needs of its
constituency. For example, we may believe that by simply issuing the so-called
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expectation gap auditing standards (e.g., SAS 52 to SAS 61) we could virtually
eliminate substantive performamee problems in auditing. In reality, however,
these standards may have done little to change the perceptions of flimancial stete-
ment users and other key exchange partners about the audit opinion or the client
organization. Perhaps the only viable solution to reducing litigation risk is to
substantially increase the scope of audit services in ways that will provide
greater comfantt to end-users of financiall statement informatiom. This solution,
however, has been ruled out by many on the basis that it would be too costly to
provide higher levels of assurance on auditing engagements. Taking this one
step further, perhaps the reduction in statistical sampling applications among
Big Six firms, as indicated by Sullivan, reflects the belief that cost is more im-
portant than quality.

Are Auditors Culpable?

Because public accounting is a legitimate professiem, to address the issue of
culpability one needs to understand first the role of the legal system in profes-
sional self-regulatiom. As a starting point, consider the early sociological litera-
ture, where theorists have attempted to categorize occupations as either proffes:-
sional or non-professionell based upon the presence of several social or political
attributes [Greenwood 1957; Montagna 1974; Wilensky 1964]. Sociologists
generally agree that autonory is perhaps the most significanit attribute that dis-
tinguishes professions from other occupations. Greenwood [1957], for example,
asserts that the only truly important distinction between professieis and other
occupational groups is that the professiomall possesses legitimate control over
his or her work environment. The state grants autonomy, ificluding the exclu-
sive right to determine who can legitimately do the work and how the work
should be done. Professieiall autonofmy is not absolute, however, since the state
has ultimate sovereignty. As Freidson [1971, p. 44] suggests, a professiom has
within the state-protected environment sufficianic power to control virtually all
facets of its work without serious interfesemcs: from any lay group. Through a
process of political negotiation and persuasion, soclety is convinced that it is
desirable to grant an occupation professionall stature. To be given autonomy, a
professiom must demonstrate a high level of specialized knowledge and skill,
and, perhaps most importantly, trustworthiness.

While professiomell rules, standards and codes of conduct may be important
devices for persuading the general public to believe that members of a profies-
sion possess good qualities (e.g., competence and integrity), it does not guaran-
tee public support. As noted by Friedson [1971], standards of conduct may be
also viewed as manipulative because they attempt to influence public opinion
without directly affecting: behavior in the extant professiemall domain. Although
a professiem has the power of sdff-distermination, iit sthoulld rscogmiize that Auten-
omy is conditional, rather than absolute, since the public has ultimate sovereign-
ty. Consequently, if a professions service, work product or behavior is not
consistent with societal expectations, the public can reclaim its power in two
ways: first, by exercising political control and second, by seeking legal action.
Society's mistrust of political (governmental) forces in the United States may
explain, at least in part, the lawsuit craze over the past decade against various
professienell groups, including accountants.

Does the rash of malpractice litigation mean that the auditing professiom has
fallem victim to the unreasonable demands of sariety @r dioes iit mneam et ran-
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bers of the professiom have breached the public trust by engaging in nefarious
business practices? Strong arguments can be made either way. As a starting
point, consider the many egregious cases of audit failuie arising from the audi-
tors’ participation in, or failute to report incidents of firaud ar firawdulent finan-
cial reporting. On the other hand, there are many less publicized cases where
auditors seemingly sacrificed income potential and reputation by voluntarily
disclosing incidents of wrangdoing ar firaud wiidhin dhe client arganization o dhe
general public.

There is another class of malpractice stemming from a shift in standards of
responsibility concerning due professianell care. For example, should the audi-
tors who failed to acknowledge the possibility of an understated loan loss
reserve for the first financiallly distressed Savings and Loan (S&L) be held to
the same legal standard of gress megligence @s those wiho failed to comsider sim-
ilar audit evidence for the 900th bankrupt S&L? All in all, 1 believe that the
auditing profession has experienced a soiled reputation caused, in part, by a rel-
atively small number of egregious cases of audiittfiilure tthatHaeetarantietrsis
for many featuie stories in the press [Palmrose, 1991].

Does this mean that a few bad apples are spoiling the barrel? Not according
to four studies on CPA audit quality conducted by the United States General
Accounting Offizee (GAO). Consider, for example, a 1985 study in which the
GAO reported that the fedetall inspector general’s office: found one out of flour
audit reports for governmental units needing corrective action. To paraphrase
the GAO (p. 2), in about one in five audits “. . . the required audit work was not
performed, or the audit documentation was inadequate of unclear, after review-
ing the auditors’ working papers supporting the audit.” 1n a 1986 siudy invelv-
ing the audits of governmental units requiring fedesall assistance, the GAO
found that CPAs did not comply with governmental auditing standards in about
thirty-fowr percent of the audits perforimedl by them. Over half of these audits
involved a severe violation of profiessional standlards. In 1538, dhe GAO stiudlied
the quality of external audits completed for participants in fedesall guaranteed
and insured loan programs. According to the GAO in their report (p. 3) “. . .
seven of twenty-eight loan program audits did not satisfactorilly comply with
auditing standards. The problems included working papers that did not ade-
quately show the CPA appropriately tested financiall transactions, evaluated
internal controls, or tested compliance with laws and regulations.” More recent-
ly, the GAO conducted an investigation of akeven eut of riveentyiine fidiled ssav-
ings and loan associations in the Dallas Federal Loan Bank District. in this 1989
report, the GAO concluded that (p. 1)

For six of the cleven SK1Ls, CPAs diidl mot adtsquiately audiit and/or report
the S&Ls' financiall or internal control problems in accordance with pro-
fessionall standards. The CPAs' problems involved (1) inadequate audit
work in evaluating loan collectibility and (2) inadequate reporting on
S&Ls’ accounting practices, regulatory compliance, and internal controls.
The nature of dite audiit reponting jrollems was sigificant anough do war-
rant refesting: the CPA finms performiing the audits to regulatory and pro-
fessionall bodies for e meviiew.

In summary, drawing from the findings of all four GAO reports, 1 believe it
is fair to conclude that audit quality is far from perfect — at least with respect to
the audits of goweannmental wmits, participants i fisderal loan programs and sew-
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ings and loan associations. Taking these findings one step further, perhaps the
low error rates found by Sullivan in his review of peer review and QCIC cases
may not be representative of the true state of audit quality that exists in the
accounting professiem today.

Does Self-Regulation work?

According to Sullivan, the low occurrence of substandard audit work foundi
in his peer review data suggests that self-regulatirn is working well. These same
data, however, can be used to support an alternative claim; that is, the process of
self-regulitiion may be ineffectiec at detecting audit failuie. This claim may be
valld for a variety of reasons. First, poor audit quality is typically framed as
consensus to an existing body of auditing standards rather than the auditor's
ability to render the highest possible caliber of augiiting senvices. To clarify dhis
distinetion, consider the now famous opinion by U.S. Appellate Ceurt judge L.
Hand in the T.J. Hideppe( 105382 edesiSom ifbipThaw.

Indeed in most cases reasonable prudence is in fact common prudence;

but strictly it is never its measure; a whole calling may have unduly

lagged in the adoption of new and available devices. It never may set its
own tests, however, persuasive be its usages. Courts must in the end say
what is required; :Haereaxecrprecautionsssoimpeerative: uateoven:tadirumi-
versal distegard wwilkarobexousehtieivomissiole (aptptssiadatidid).
Applying judee Hand’s reasening 6 the arena of auditers' legal lability, when
assessing the quality ef audit werk the peer review team sheuld atiempt te
determine whether oF net the audit fisim exercised a reasonable standard f
eare, Whieh may ef may net be defined by existing auditing standards er aceept:
ed auditing prastiees.

A second related problem concerns the reliability of the ear review fxansess
itself. For instance, firm-emfiintn reviews are commonly perforimea among the
largest public accounting firms on a three year cycle. Given the small number of
large firms that could be chosen at any point in time to perfoim a comprehen-
sive review of another large firm, it is not beyond the realm of possibility that
negative review findings can be suppressed by members of the meview team for
fear of retribution by the fimm under review since it too will someday serve in
the capacity of meviewer. Beyond salf-interest ikssues, peer meviiew tisams may e
motivated to stifle findings of egregious audiit @nror to mandain die illhusion dinat
everything is “ok” in the auditing professiom today, thus ensuring the continua-
tion of asystem of ssdffgoxamance.

Because client engagements are never selected randomly by the peer review
team, their findings may not be representative of tie antire population af audlits
completed by the finm under review. In addition, the review is oftem limited to
workpaper evidence, thus making it virtually impossible to gauge source credi-
bility or to detect people-related problems that may have caused audit quality
reductiom on the job, such as premature sign-offf or shirking on audit tasks. In
essence, given these problems, and because the purpose of a peer review is
remedial rather than punitive, this form of self-regullatiom may do very little to
mitigate substandard audit work. For similar reasons, QCIC investigations may
not lessen audit failure because the QCIC operates under a veil of tutal ssurecy
and does not have the authority to apply disciplinary measures, even to audit
firms or individuals who knowingly engaged in deceptive or fraudullentt activi-
ties [Mautz and Evers 1991, pp. 48-49].
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Will the Going Concern Audit Opinion and Management
Reports on Internal Control Expose Auditors to Increased
Litigation Risk?

Sullivan's analysis of QCIC cases involving fiftyy non-finamciall business
firms revealed that for sixteen companies going bankrupt, only five fiims
received SAS 59 [ANICIPA, D53 autiit raport madiifications. I aditition, seven
of e memaining dhirty-four mom-bankrupt compamies llso reseived @ goiing coi-
cern audit report modificatiom. Perhaps one reason for auditors’ difficultyy in
issuing a modified audit report, as noted by Elliott and Jacobson [1987], is that
the issuance of a going concern opinion itself may serve as a seiffftiiiflingg
prophecy for failute. A second reason may be that the notion of substantial
doubt about the client organization's ability to continue operations as required
by SAS 59 is not well defined in the accounting of auditing literatures
[Ellingsen, Pany and Fagan, 1989], thus causing ambiguity and possible error in
auditors’ going conceen judgments [Solomon and Krogstad 1988] Altheugh
auditors are not and have never been responsible for foreeasting future events,
fany believe that audit report modificationts for going concern Mmay be a prime
source of piesent and fiuture lidigation flor public acsounting ffirms. On die cther
hand, Sullivan found only three legal actions in his QCIC sample of ninety
fiems pertaining to an alleged failuie to provide a “red flag™ for a company’s
inselvengy.

The relatively low bankruptcy prediction rate suggested by Sullivan’s analy-
sis may indicate that the requirements brought about by SAS 59 are nearly
impossible to attain. These same findings, however, may have resulted froim the
auditor’s inability to accurately frame predictions of the client’s financiall dis-
tress caused, in part, by ineffectiive auditing procedures that do not consider
important factois within and outside the client organization. For example, based
on the theory of arganizational diesline, Ponemon and Schiick [[IO91] fliound diag
six qualitative factois explain actual going concern problems in client organiza-
tions. In short, using these factors in concert with financiall indicators, Ponemon
and Schick [1991] suggest that auditors may be better able to frame reliable pre-
dictive judgments of client erganizations and dheir imanagamants?®

The low incidence of lkgall action caused by fizilure to mmodify am auwdit rgport
for continued existence may indicate that the additional paragraph required by
SAS 59 may be of little consequence to security holders and their attorneys
when filing suit against a fiem. Drawing from Sullivan’s reported findings, how-
ever, 1 believe that a very differanit story can be presented. As illustrated by the
author's Table fout, eighty-six of ninety QCIC cases of alleged audit faillune:
examined by Stillivan related to organizations that were elther bankrupt or had
experienced severe decline in earnings. One could reasonably conclude that
allegations of audit failuie and resulting litigations were greatly influenced! by
the auditor's inability to predict the client’s impending bankruptcy or finameizll
distress. The complaint, as drafied by lawyers, however, may be grounded on

3 I @ ressent studly toy Sethiick andl Renemon [[[B98], auditar's assesaments of aaudiitrissk weereredlatet!
to their perceptions of a client's rate of growth or decline. Here auditors perceived the most risky
clients as those that were experiencing very rapid growth or very rapid decline. These findings may
suggest that auditors are tacitly incorporating their perceptions of organizational decline in their
assessment of die client organizaiion’s fiimancial well-hsiimg.
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other related facts that the plaintiffss attorney believes will stand a greater
chance of thimg proven iim court ar it willl generate 2 llager sstflement sum. In
other words, given Sullivan’s data, it may be nearly impossible to assess the
extent to which proper assessment of going concern problems by the auditor
would have mitigated a wide array of litigation claims against audit fimms.
Furthermore, Palmrose [1991] foundl that the auditor's inability to predict a
client’s impending financiall distress may have a profoumdlly negative impact on
the reputation of am sudiit firm fecanse sudh dllsgations off audiitfédilure axpermoore
likely than other incidents to be reported by the financiall press.

According to Sullivan, a second area of potential future litigation risk con-
cerns the draftt report entitled Intermal Report— Integrated Hrrameswovk polb-
lished in 1992 by the Committee on Sponsoring Organizations of tiie Titeadiway
Commission (COSO). The COSO report deals with management’s role in eval-
uating and reporting on the adequacy of internal controls within the orga-
nizational setting. The report states (p. 8) that ethical values, integrity and com-
petence of management are essential components to a well-functiomimg system
of iknkernal cemdrol. Wiile diese qualities are impossible to assess, and hacause a
company’s management would rarely disclose ethical problems to the public, it
is possible that uncorroborated assertions about internal controls will be report-
ed by management. If, however, internal control problems related to incompe-
tent or low integrity management are revealed to the public aftet the fact, audi-
tors may find themselves victims of ltamsuiiis alleging dhat diey fidiled do proper-
ly conslder management assertions about internal controls.

While the report does not expressly require independent verificatiom of mramn-
agement’s reports on internal control, Sullivan intimates that a potential by-
product of GOS0 necommendations wiien imylamented may e imoreased lliiige-
tion for auditing firms. Again 1 disagree with Sullivan’s prediction because, if
implemented properly, the COSO recommendations are intended to reduce inci-
dents of undetected material weaknesses in an organization’s internal control
system. These improvements, in turn, should result in a commensurate re-
duction in lawsuits based on the auditor's failute to detect or report on internal
control problems. To corroborate my point, consider Sullivan’s analysis of
QCIC cases in which fifty-ene: of ninety allegations of audit failute involved
internal control related problems in client organizations.

Increasing malpractice litigation against audit firms may be a sign that the
public is demanding more from the professiem. It appears that the so-called
“expectations gap” between financiall statement users and auditors may be
widening. Many auditing practitioners and researchers alike argue that the com-
plexity of dlient arganizations and e exient of cconpeeititon iinttee audiiiing seer-
vices market make it increasingly difficulit to render quality audit services at a
reasonable price. Perhaps user demands for attestation services beyond a level
of measonable assurance make iit innparative dhat imdgpendent audiits the treated @s
public goods. While litigation is a formm of social control over the professiam, if
it has become needlessly excessive or abusive, effoitss to minimize legal expo-
sure are most definitely warranted.? @m the @ner thand|, Inowever, inareasing Iliti-

4 Madhent Misttnick [[1967], patiner of Anihur Andersen & Co., mkes 2 cogent argument ffor tont
reformn.. He claims that limiting joint and several liability and restoring the privity standard should
be the two top priorities of e @udiitor liifigation reform effforts.

70



gation may well be indicative of a reduction in the public trust, in which case
other forms of sacial comirol may e masessary.

At the risk of opening a Pandora's box, in conclusion allow me to suggest
that some sort of external regulation may the dhe only sdlution @cogptable to i
increasingly mistrustfiull public. In this respect, accountants are likely to be
joined shortly by their counterparts in the legal and medical professiams. If dhiis
is not acceptable, then attention must be paid to the real-world needs and con-
cerns of dine gemeral pulblic instead of iineassting tiimre aantl edffort 1in thee proteciion
of “turf.” Self-regulation can anly work iff esvagyore afffected, reatteartthan meeedly
those being regulated, agrees that it is working and is satisfied with the outcome

of e process.
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4

Auditors’ Judgments and Decisions Under Time
Pressure: An Illustration and Agenda For Research*

Ira Solomon

Clifton Brown
University of lllimois-Urbana

Time limitation when acquiring and processing informatiom (i.e., time pres-
sure) is a structural featute of mamy judgments and discision comntexts. Tn emear-
gency situations, for example, physicians must process a variety of iinfermation
within critically small time spans to make diagnoses and identify appropriate
courses of treatment. Similarly, after leaving a huddle, a foothalll quarterback
must appraise the formatiem of the defensiwe team within no more than thirty
seconds to determine if a change in the planned offemsiisec play is warranted.
Likewise, traders working within investment banking houses often must decide
within a highly constrained period of time whether to buy, sell or hold specifii:
securities based on a variety of dlada sthout aconemic and pollitical cwands.

Various types of time constraints are present in auditing contexts [AICPA,
1978]. For example, auditors are required to perform audit procedures within
prescribed time limits (e.g., vouch a specifiedl number of transactions to sup-
porting documents within a given period of time). Consistently, auditors must
meet various client-imposed (e.g., allow earnings to be released within six
weeks of the client's year end) and non-client-imposed deadlines (e.g., file a
10-K with the SEC by a specified date). Although such time constraints have
always been present within the audit context, it has been argued that recently
they have increased as competition in the market for audit services has
increased [National Commission on Fraudulent Financial Reporting, 1987].

While oftem identified as deleterious [AICPA, 1978; Alderman and Deitrick,
1982; Kelly and Margheim, 1990], very little actually is known about the judg-
ment and decision effectss of time pressure in audit and other applied contexts.
Interestingly, in non-audit contexts, time constraints in the form of tikmne
sometimes have been foundl to enhance efficienayy [Pachella, 1974]. Although it
has been argued that some time pressure may stimulate auditors to work harder
and otherwise strive for efficienciass [Kelly and Seiler, 1982; Kermis and
Mahapatra, 1985], no systematic evidence exists on functionall consequences of
time pressure in auditing. Rather extant audit studies almost exclusively have

L Titie sstutly dtesavilbed Hersin weas flunded tyy KEIMIG Pt Miamwiick tmougih 2 Bessarch Qppotturities
in Auditing Grant. The authors also acknowledge the assistance of Joln Naughton and personnel i
the Chicago offizee of KPMG who have generously shared their insights on the issues upon which
this paper is focused. An earlier version of tis paper was presented im am acoounting workshop at
the University of Flaridia.
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addressed “audit quality” reductions as a consequence of time pressure using
one of twuo rkesearch ratimdis.

In particular, surveys have been used by various researchers [Alderman and
Deitrick, 1982; Kelly and Margheim, 1990] who primarily have focussedl on
extreme tiinmne prressure and attandiant audidor regponses. Laboratory expartimenta-
tion has been used by other researchers [McDaniel, 1990; 1992; Choo and Firth,
1992] and, because auditor-subjects and audit tasks were employed, the experi-
mental studies have greater potential to elucidate audit time pressure efféotss
than psychology studies which primarily have employed student subjects per-
formiing; “generic” tasks. Experimental studies also have the usual advantage
(vis-a-vis audit time pressure survey studies) of greater control and the con-
comitant advantage of enhanced power. Unfortunairlly, as is argued below,
common featutes of the experimental studies limit what actually can be dis-
cerned about time pressure effectss in natural audit settings. As discussed later,
the primary featusie of comcern iis e restrictive waay in wiiich dhe exparimental
tasks have been defimedl which, in turn, has restricted opportunities for experi-
mental subjects to adapt strategically to time pressures. In our view, this char-
acteristic of gilor research thas constrained dhe experienced audiidor from dlammon-
strating an ability to cope with time pressure and, in turn, may have resulted in
an overstaternent of die didlederious effects offaaditititimagpresstre.

The purpose of e garesent pgper iis to dissoribe How research efforts disvoted
to elucidating the effectss of time pressure can be more profitaiblyy spent. This
objective is accomplished by describing the results of an illustrative time pres-
sure experiment designed to mimic the features of the aforementionet experi-
mental studies, developing a taxonomy for analyzing audit time pressure ef-
fects, and based on that taxonomy, describing an embryonic agenda for fluture
research on time pressure in audit contexts. We begin by describing the results
of dine iillustrative exgpariment wihich iis fiocused an the effects offtitinagpressurean
auditors’ judgment policies. This experimental study is described fifst so that it
can serve as a vehicle for highlighting the shortcomings of extant audit time
pressure research. In the subsequent section, using psychology reseatch on
adaptive judgment formulafiion and decision making [Payne, Bettman and
Johnson, 1988; 1990], we present and discuss a rudimentary taxonorny of diine
pressure effieeiss in audit contexts. This taxonomy then is used to characterize
extant research and, in the next sectlon, to suggest how futuie audit time pres-
sure research effortss profitaiblly could be redirected. Following preseatation of
the resultant research agenda, concluding remarks complete the paper.

An Experimental Illustration

To illustrate how time pressure has been investigated in prior audit studies,
we introduced time pressure into the experimental setting of a recently pub-
lished paper [Brown and Solomon, 1990]. The focus of Brown and Solomon
was auditor patterned (configural)) informatiom processing while assessing inter-
nal control risk. Introducing time pressure into such a study might be motivated
by the simple recognition that time pressure is present in auditing and has been
shown in psychology studies to cause judges and decision makers to: 1) be more
erratic in usage of their judgment policies [Rothstein, 1986], 2) restrict their
focus to a subset of available informatimm cues [Wallsten and Barton, 1982;
Wright, 1974; and Christensen-Szalamski, 1980], 3) alter global judgment and
decision policies [Billings and Scherer, 1988], 4) access less relevant infoiima:-
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tion [Bowden, 1985] and 5) make less risky choices [Ben Zur and Brenitz,
1981]. To facilitate: comparison with non-time pressured results, the same mode
of analysis, analysis of variance (ANOVA), is used to represent each auditor-
subject’s information-priecassifigy strategy. The specific research question to be
investigated is;

Time pressure will have an inverse impact on the extent of auditiars' orm-
figurall informatiom processing. That is, the proportion of judgment wafi-
ance attributable by an ANOVA judgment model to expected iiteractions
will decrease (increase) as time pressure increases (decreases).

The Audit Judgment Task

The experimental task, more fully described in Brown and Solomon [1990],
is assessment of interrelated internal controls in clients’ informaiiiom and busi-
ness control systems. The specifiic control system component is cash disburse-
ments and, in particular, assessment of the risk that cash disbursements are
materially misstated as a result of dhacks theimg wiitien andior ditshursed for ikmm-
proper (unauthorized/invalid) purposes. Within control systems, a weakness
(i.e, increased risk of mmilsstated fiimancial Stedements) caused thy die ahsence of 2
control (e.g., separation of duties such as check signing and cash disbursement
processing/recording) may be at least partially offssit by the presence of amsiher
control (e.g., an independent, second check signet). Furthet, strengths due to the
presence of aanmiol (g, the separation ¢ff ceash distursamants dlitisg) sy Hee
amplified by the addition of anedher comndrol (€.g., itennal audit of ppaymants).

The information-processiing strategies appropriate for evaluating such an
internal control system component is configuiall in nature (also see Hitt and
Barr, [1989]). In particular, this strategy involves the fully conditional question,
“Is the primary separation-of-cash-disthursemesnissdbiiéss control present?”
When the auditor’s answer to this question is "yes,” another question must be

Figure 1
Panel A. Amplifying relation. Panel B. Compensating refation.
Variable 2: Secondary Variable 2: Secondary
é control: é control:
g Present (+) ’g Present (+)
E
§ o Not present (-) § Not present (-)
b4 s
[}
Present (+)  Not present (-) Present (+)  Not present (-)
Variable 1: Primary separation-of- Variable 1: Primary separation-of-
duties control duies control
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asked: “Are other controls present that amplifiy the primary control's effffmtivee-
ness?” When the auditor’s answer to this other question is “yes,” the risk of
improper cash disbursements is lower than when the answer is “no.” However,
when the auditor’s answer to the first question is “no,” a diffensnit question must
be asked: “Are other controls present that compensate for the weakness caused
by the primary control's absence?” When the auditor’s answer to this question
is "no,” the risk of improper cash disbursements should be judged to be higher
than when the answer is “yes” (when the answer is "yes,” the risk could be as
low as when the separation-of-casir-disiursamsnissediitéss control is present).

When this judgment strategy is modeled using ANOVA, a significanit portion
of iimyroper-cash-disbursement-risk judgment wariance willl te @coounted fior by
ordinal interactions between the primary and secondary internal controls (see
Panels A and B in Figure 1 for graphic representations), as well as by the main
effectss for the controls that are involved in those interactions. Further, these
interactions, because of thgir ordiinal fiorms, willl sucowit fior lless judgment wari-
ation within the described judgment strategies than the main effectss for the
interactions’ component controls.

Subjects

The initial subject pool consisted of seventy-founr CPAs with three to fowr
years of experience in financial-siatemenit auditing (in addition to having col-
lege degrees with majors in accounting), and were employed by the same large,
international CPA firm. Auditors with three-fowrr years of experience have per-
formed as part of actual audiits the dask employed iin dhis siudly. Further, dirawing
the subjects from those with similar extent of expetience sthowlld, @t lkeast iin prant,
control for diifferences iintiatkkinoovibetigeHeetveeansaibijpects.

The subjects participated either in one of tine fiinm's affices ({twuelve suityjocts)
or while attending a technical training school run by the fitm (sixty-two sub-
jects). Based upon a pre-test (described below), twenty-three of these subjects
participated in the current study.

Variables

The research design was a completely randomized one-factnr design involv-
ing a pre- and a post-test. The single factot was time pressure which was manip-
ulated at two levels: self-regulatesi (i.e., no time pressure) and a per-judgment
time limit (i.e., time pressure). Because other constructs can diffesr Hastwween sul-
jects that could affeatt informatiom processing abilities (e.g., reading compre-
hension of task materials and task familiariity)), time pressure was defimed! rela-
tive to each individual. Under time pressure, therefiie;, a subject’s per-judgment
time limit was defined to be one-half of tﬂmaxma?pmﬁhdmmmfmmmt@m fior
his (her) last eight pre-test judgents (see below).”

Nested within both the pre- and post-test is a within-subjects one-half frac-
tional replication of a 2° factorial muanipulation of task iinformation cues. This
factorizgll manipulation involved five informatiom cues specifiic to the internal
control assessment task, each cue at two levels. An example of dine tiask stfiimpuli
is presented in Exhibit IL One control question (D) contains three related sepa-

A mumiher of tiineepreassitee “‘freaniians weereesoeam iveatlinaappitattéastussing CHSs. THeeffraciion “toree-
hallft” was selected based on a desire to induce an effEtt but to not overwhelm the subject’s ability to
perfoim meaningfullly the task.
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Exhibit 1

A Bl of o e, e e Conerely, Qe mare,

Ganirel Question ®
A. Are protective writing devices used to inscribe amounts on checks? X
B.  Are properly approved vouchers required for cdirsik pregraatiion? X
€. Are all check signers designated by the Board of Dineuions? X
D.  Are the primary eheek signers independent of:
L Purchasing and those requesting expenditures? X
2. Persons approving vouchers? X
3. Persons processing and recording cash disbursements? X

E. I an independent second check signer reguired who earefully
scrutinizes the supporting docummentation?

F. Does interral audit investigate payrents rmsde {6 payess rot 6
an independently approved payee listing? X

Given the conirols as represented above, assess the RISK that eash disburserents eould be
materially sisstated AS A RESULT OF checks being written ane/er disbursed for improper
(unauithorized ané/er invalid) purpeses.

0 10 20 30 40 5 60 70 8 9 100

NO MAXIMUM
RISK RISK

ratlon-of-cash-diisthunsementesciuiéss controls. Another control question (E) is a
preventive cash disbursements control, and still another control question (F) is a
detective cash disbursements control. The remainder of tine camtrol questions (A
through C) were intended to be cash disbursements controls not highly related
to the stated cash disbursements control objective. Five of the six comdrol ques-
tions (A, C, D2 and D3 jointly, E and F) were factoriallly manipulated at two
levels each (Yes or No), and twe questions (B and D1) were held constant
(Yes). Subjects were asked to assess the risk of @ metarial mikstiatement iin cash
disbursement aceeunts. The risk assessments were elicited on a 100-point scale,
where zere was ne fisk and 1100 was maximum risk. Consistent with Brown and
Selemen [1990], the predicted effedtss are interactions invelving twe pairs of
eentrel guestions (D2/D3 and E; and D2/D3 and F).

An ANOVA judgment-modell was computed for each auditor’s risk assess-
ments. Although each auditor judgment-model estimated all main effectss (5)
and two-way interactions (10), the higher-order (three, four and five-way) inter-
actions were aliases of tihe ediimated «ffects and dhus, ware asswmed to te megli-
gible. In addition, because each auditor-modell has only one observation per
cell, such models are determined fully and no error estimate exists. The judg-
ment variance atiributed to each term within an auditor-model, therefoie;, was
computed by dividing the sum of squares for the term by the total sum of
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squares for the model. Further, an arbitrary criterion of greater than or equal to
four percent of total judgement variance was used to determine significamce
(i.e., terms with less than four percent of ttal judgment wariance are aesumed o
have been caused by random variation rather than systematic effieats)).®
The followimg dependent measures were determined for each individual;

Mij; =\hig s Mijipy, . e
Where V; 1$sth¢ep§mmﬁmh PR VARG thadt thse Senindividuabiss
fedel attf{Euf@é to the ghﬂh dependent variable of inierest determined both figm
the pre-test (A=1) and the experiment (R=2): The dependent variable (M) it
further categorized into eash iRdividuwal's FaREOM assignment to the time pres:
sure (I=h.2) variable: The dependent variables of intersst were expected inter-
Actions; Main efeats of Lxpreted iTHRIAEHON COMPRRRAt COREONS, 2l ARRNR-G-
terion main effests all abeve-eritsrion interactions, and below-criterion juds-
Ment varianes:

Procedures

The laboratory session consisted of three sections: training, pre-testing and
testing. All sections were presented on personal computers, and subjects com-
pleted the sections at their own pace (other than the time-pressured condition in
the testing section). The training section began with brief instructions on the
personal computer, and was followed! by a practice case involving the general
task but set in a context differanit from the pre-testingftesting case. The practice
case was intended to allow subjects to gain familiaiiyy with the response scale
and the decislons aids available in the subsequent sections. The decision aids
were intended to reduce subject memory load and to control extraneous vari-
ance.’ Thhe draining saation continued willh presentation of dhe iintaimal eamiol
case, and was followed by a blank copy of the task stimuli and additional
instructions (see Appendix A).” e sutijjats then responded to 2 safies 6ff quiess-
tions designed to stimulate prior thought about each item listed in their stimuli
and its relation to the speeific audit objective for which they were being asked
to make risk assessments.

In the pre-testing section, the subjects were presented sequentially with the
sixteen judgment trials (internal control questionnaires) fromn one of the hallf-
replications (randomized over subjects). The order of the judgment trials (i.e.,
informatiom combinations) within each half-replicatizm was randomized forr
each subject. In addition, the order of the stimuli items in the judgment trials
was counter-balanced; one-half of dhe suibjsats reosived e arder and dhe atiar
one-half received a second order. Upon completion of the pre-test half-replicar-

% Resuilts @ff aapibatssiudly ((a=103)cenpoyiing aaffill roveentyfive ffactatial déssjgnanntieeatlierveessionsodf
the cases, indicated that effeciss > 2 percent of total risk @ssessment wariiation were significant wilien
using the higher-order (three-, four-, and five-way) interactions as error estimates.

4 Tine thwio dissiision aiitls weare 2n dlsatronic fiile and = logical ansisiency checker. Wien Assessing
risk, the subject had access to an electronic file of judgement triials diat e @r sthe thad @lready evalu-
ated (previous evaluations could not be changed). As the subject worked through the judgment tri-

als, the computer reviewed their assessments for logical consistency (i.e., dominance conditions). If
the computer detected an apparent logical inconsistency, that fact was displayed, and the subject had

the option of eifher cirangiing or wantaining tiis @r er assessment of tiecurrantjjuligemant tiidl.

® e sutijjacts wiare instuicied 13) o iignare e tamporal sspusnce of thejjutigamant tiisanct23)Haat
the trials would represent a mixture of possible situations. Further, the subjects were told that,

although some situations may occur less frequentlyy than others in practice, they should not allow

such frequemcy to affectt tisir nitdk saseassmants.
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Table 1

Mean Risk Over Levels of Expected \nteraction Terms Within Judgment Models
Pre-Test Post-Test
Interaction Time Expected Interaction Levels* Expected Interaction Levels'
Form Pressure i (:E( +) (:l:‘ - g_ 'i E; _-’
Amplifying Yes 7 322 52:0 ) N 0) .70 30.40 42.10 49.80 58.20
Amplifying No 5 13.50 49.80 64.00 70.50 15.00 48.50 62.00 73.50
Compensaling Yes 8 20.10 27.10 38.10 ©8.70 20.40 28.00 4990 63.30
Compensating No 6 1640 26.70 3120 ©2.30 1570 28.50 3290 60.20

Thee expected interaction levels are labeled as fellwes: variable 1 (variable 2) is the first (second) element A a
label, and "+" anl”:" is the varlable laxell. Beth the variable and variable levels are the same as identired in

Figure 1

tion, the percent of judgment wariance atirituitable to dhe appropriate iitaraction
was calculated for each subject.® Witien thiis prarcent wuas lkess dian the ffour par-
cent of total judgment variance criterion, the subject’s participation in the ex-
periment was ended. Alternatively, when this percent was greater than the crite-
rion, the subject continued to the testing section of the experiment. Using this
pre-test to filter those subjects who had not yet learned the appropriate judg-
ment strategy should at least partially control for task knowledge diffferensess
between subjects.

Continuing subjects next were randomly assigned to one of e duno lkeuels of
the time pressure variable (i.e., either no time pressure or time pressure).
Subjects assigned to the time pressure condition were informed of their per-
judgment time limit (as well as the basis for determining such limit). Following
this, subjects were presented sequentially with the sixteen judgment irials fiem
the other half-repliicatiom. Procedures for these trials were the same as for the
pre-test, except for those subjects with judgment time limits. After completing
these judgment trials, the subjects responded to a post-experimental question-
naire.

Results

As a validity check, each subject’s expected pre-test interactiom was inspect-
ed. Table 1 presents the mean risk assessments across the levels of tthe expected
interactions for each level of time pressure. Since two possible ordinal interac-
tion forms (compensating and amplifying) were expected for the internal con-
trol evaluation task, the means for both forms are presented. The inspections
disclose that each subject’s pre-test interaction was in a form consistent with the
expectation (see Figure 1 ffortheecappecteriftorms).

Time pressure had a significantt effectt on changes in proportion of judgment
variance attributed to the expected interactions. The proportions of judgment
variance attributed to the expected interactions exhibited greater changes from a
non-time pressured pre-test to a post-test when subjects’ post-tests were time
pressured. When the post-test was not time pressured, the mean change (fiiwm
pre-test to post-test) in the proportion of judgment wariance atiributed to dhe
expected interactions was -1.56 (from 8.68 to 7.12 percent of judgment wari-
ance, see Table 2). When the post-test was time pressured, however, the mean
change was -5.76 (from 8.13 to 2.46 percent of judgment wariance, see Talble 2).
The decline in judgment variance attributed to the expected interactions was

§ Thhiks prronadiure wes parformed autametically thy dhe aamputar,
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Falle2

Effects of Time Pressure on Changes In Proportions of Judgmen! Varance
i to_Various Judgment Model Terms: ipth st

Time Pressure No Time Pressure
Unpressured Pressured Unp p
Pre-Test Post-Test Differemcs Pre-Test Post-Test Diffesance
Mean  Std. Dev Sid Dev. Mean Dev

Above-criterion:

Main effects 82.31 5.23 86.57 $.51 425+ 6.06 81.26 5.06 84.36 5.12 310 $.93

Interactions 19.19  8p80 250 3.47 87m* 438 9.47 5.30 7.07 396 -2.40% 3.75
Below critesion 6.49 2n 10.94 479 444 332 9.28 4.90 8.57 2.70 o7/ §51
Expected:

Interactions 813 340 246 211 -5.87¢ 355 8.68 401 712 442 18B* 245

Main effeetss 63.86 16.93 63.25 20.61 0.61 8.34 70.86 9.99 78.18 7.82 4583 8.83
N 13 3 LIk 10 10 i
P <0H

conti@ls conpbiediniolverl éirpehiedipatac ionieractions.

significamtlly greater when the post-test was time pressured than when it was not
time pressured (t(21) = 2.85; p<0.002).

Time pressure also had significanit effectss on changes in the amount of
below-criteriom judgment variance (i.e., judgment error). The proportions of
below-criterion judgment variance exhibited greater changes fromm a non-time
pressured pre-test to a post-test when subjects’ post-tests were time pressured.
When the post-test was not time pressured, the mean change (fromn pre-test to
post-test) was -0.71 decreasing from 9.28 to 8.57 percent of judgment waritance.
When the post-test was time pressured, however, the mean change was 4.44
increasing from 6.49 to 10.94 percent of judgment watianoe.

In sum, auditor-subjects’ informatiom processing strategies as captured by
ANOVA judgment models were affecteeti significamilly by the imposition of e
pressure. Generally, time pressure resulted in a decrease in configuiall infoime-
tion processing (as captured by the sum of all above-critetion interaction terms
as well as the expected interaction terms). Furthermore, this decrease in comfiig:-
ural informatiom processing was accompanied by an increase in both non-
configunall processing (as captured by the sum of all above-critetion main
effects)) and in judgment instability (as captured by the sum of below-criterion
terms).

Discussion

To the extent that configuiiall informatiiom processing is believed to be appro-
priate in connection with the experimental task, time pressure would be viewed
as having had a deleterious effeait on the auditor-subjects’ performainee. Such a
conclusion would be consistent with expectations based on: 1) audit studies
reporting survey data concerned with pathological time-pressure responses stuch
as premature sign-offt [Kelly and Margheim, 1990: Alderman and Deitrick,
1982], 2) psychology studies using student subjects who generally would be
expected to have little knowledge of, or experience in, managing the time pres-
sures created in their experimental tasks [e.g., Rothstein, 1986: Wright, 1974],
and 3) the feww extant experimental studies using auditor subjects.

Elaborating on the experimental auditing studies, Choo and Firth [1992]
described a study in which auditor-subjects assessed the risk that recorded
accounts receivable did not exist under one of tree llewsls af thineeppesssiite. THe
auditor subjects were given evidence from specified audit procedures (e.g., con-
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firmatiom, inspection of subsequent collections, etc.) as the basis for their risk
assessments.” This task iis e same @s that of experiment ene in Brown and
Solomon [1991], and although both studies were focussed on configurall pro-
cessing, Choo and Firth introduced time pressure in an effortt to increase exter-
nal validity. The results of Choo and Firth were consistent with those of the
experimental illustration—ecenfiggued] processing was reduced by time pressure.

Other recent experimental studies of time pressure effectss in audit settings
include the two related studies by McDaniel [1990; 1992). In these studies,
auditor-subjects performedi an experimental task related to the year-end invento-
ry audit procedures for a hypothetical auditee. Her subjects, assigned to one of
two levels of time pressure in McDaniel [1990] and one of four levels of time
pressure in McDaniel [1992], were required to identify and document seeded
pricing and omission errors relevant to finished goods inventory and the related
reserve account. For each of fiour aibjsstives (@amypleteness and walluadion fior e
inventory asset and reserve accounts), the auditor-subjects determined which
audit procedure to apply, the sample selection method and sample size to
employ, and the conclusions to be reached based on the resultant evidence.
McDaniel's [1990] results were that time pressure decreased audit efifkativee-
niess, enhanced audit efficignnyy only when the time pressure manipulation was
extreme, and had enhanced auditor consistency by eliminating overly large sam-
ple sizes. Although McDaniel [1992] used the same task as McDaniel [1990],
the focus of the later study was differenit. For present purposes, the most ger-
mane of her results was that when faced with time pressure, auditors may
change the decision-making sirategy they employ.

The results of these studies generally are consistent-time pressure had a
largely deleterious effesit on auditor judgment and decision making. Before
etching this general proposition in stone, however, it is instructive to consider
some of tiie fieatures off tHeecoopaed ineantdl 1ilussteation aarntl thee cotizar eacpeetineentdl
studies of auditor judgments and decisions under time pressure. In particular,
notice that in both the illustrative experiment and Choo and Firth [1992], time
pressure was unknown to the auditor until he/she was to perform a specific task.
Further, these tasks were rather rigidly defined such that the auditor could only
adopt limited tactical measures (e.g., work fastex). Specificallly precluded, there-
fore, were strategic measures to negate the effectss of time pressure, such as
bringing more resources to bear on the task, altering the audit strategy, and re-
defining, the scope of de ttagk®®

While some additional tactical measures could be adopted, constraints on
strategic responses also were effectiixal}y imposed on the auditor-subjects in the

7 Qoo andl Egglleton [[1982] dlso investigated tiime-pressure effects wsing audiitor-sulbjects. The
results of diat Siudly are simiillar to it of thee preesent i THussteatine sstutly wiith thiee eoccegpition thwat coon-
figural prooessding seeeneeti ttobleegyoeater winidert tineepyeassure thizan wilier ot tinee presssuree. THissressuit
should be interpreted with caution, however, because configunall processing was measured on an ex
post basis as the sum of alll two- and thrse-way iinteractions mafher divan an an ex anie iasis flor pre-
dicted interactions. In addition, the time pressure manipulation in Choo and Eggleton was between-
subjects and there only were five subjects in each condition.

# 1in tthils paper sitregic negponses ate cansidered o the die esthliishment of aubiit godks and othjso-
tives as well as management control required to implement such goals and policies (e.g., audit pro-
gram planning, audit work assignments, and review of awdiit wwark). Tactical regponses, on e atiar
hand, are considered to be the methods and procedures employed to effectiiety and efficientt}y per-
form the planned audit tasks. These definitions are similar to those employed by the management
control literature [Anthony. Dearden and Govidarajan, 1992]]
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McDaniel [1990; 1992] studies. Nevertheless, McDaniel [1992], did report
some evidence that auditors’ behavior may be contingent upon task and context
features such as time pressure. Consistently, a study by Kermis and Mahapatra
[1985] also reported evidence suggesting that auditors take various tactical steps
to cope with time pressure depending upon its severity. For example, it was
reported by Kermis and Mahapatra that the amount of time devoted to some
audit procedures may be reduced while the time allocated to other procedures
may be increased.’ Altthough some audiit time pressure studiies have ammittisd
limited tactical responses to audit time pressure, no study has investigated
strategic responses. Because various strategic options are available to auditors
in the field, this is a serious limitation of audit time pressure research which
may have caused both an overstatement of the deleterious effeciss of time pres-
sure on auditor judgments and decisions and constrained the experienced audi-
tor fromn demonstrating a superior ability (e.g., relative to students) to cope with
such pressure.

The Adaptive Audit Decision Maker:
A Time-Pressure Taxonomy

For many years, psychology researchets have argued that judgment and deci-
sion processes as well as the judgments and decisions themselves are influeirsst
by a variety of considerations. Miore recenty, psychology researchers thegan do
recognize that judglmem formulafiion and declsion making may be characterized
by a two-stage process in which the goal of the fitst stage is "deciding how to
decide™ while the second stage goal is to execute the chosen judgment and deci-
sion process [Payne, Beitman, and Johnson, 1988; 1990]. The cornventional wis-
dom has become that during the first stage of this process (deciding how to
decide), the judge/decision maker selects an approach whieh he or she pereeives
to be most appropriate foi the task at hand [Beach and Mitchell, 1978; Payne,
1982). Perceptions of the appropriateness of judgment and decision statogiies
have been shown to be influenced by a variety of fiactors ieluding justifiability
[Tversky, 1972] and cognitive effit considerations [Simon, 1955) Sinee time
pressure can be directly related to cognitive effsit (i.e., constrained time gener-
ally requires increased cognitive effor), the perspective of people as strategie
and adaptive decision makers has impertant, but heretofeie: largely unrecog:-
nized, implications for investigating tife pressure effeds it Auti ssettings.

In considering potential time pressure effieciss within the auditing environ-
ment it is useful to employ the taxonomy shown in Figure 2. This taxonomy is
structured around three variables: whether time pressure was anticipated by the
decision maker (operationalized as either “yes” or "'no"); the extent of dhe dasi-
sion maker's knowledge about the potential time- pressure effedss within the
specific tasks being perfommed! (operationalized as either “high” or “low™); and
the nature of dine fiime-pressure pienomena (Eidher dieadiine @rﬂmwm)

A structural feature of audit-engagement time pressure is the nature of the
phenomena. That is, time pressure can be manifestt either as "deadline” ot as

% Barmiis and Ntdhapatra ([I905] weas an experimental imvestigation ity wiildh tiime mressure was
manipulated bewteen-subjects at four levels (ranging from no pressure io a 30% reduction fiwm
prior yeai's actual hours). The experimental matetials, however, were mailed o the subjects, This
procedural dimension differeitintess the Kermis and Mahapatra study from the laberatory ex-
periments mentioned earlier.
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Eigure 2

Time Pressurés in Auditing: A Taxonomy

Anticipation of Pressure
Yes K]
Knowledge Knowledge

High | | Low High | | Low

§° Deadline 1 2 3 4
[
€3
&2
22

@2 gudget 5 6 7 8

“budgetary” pressure. The increasing levels of comypetition wiithin gutlic @wdid-
ing has resulted in substantial pressure to perfomm within increasingly stricter
limits on audit resources allocated to an engagement. The most significantt
(costly) audit resource is auditor labor. Auditors, therefone, are not only given
constrained amounts of time to perfomm tasks but are required to account on a
task-by-task basis for the amount of time they actually take to complete each
major portion of a task. Thus, budgetary pressure may arise because of con-
straints on the resources to be allocated in accomplishing particular tasks. For
example, a requirement that a client’s annual audit engagement be completed
using no more than 200 staff Huurs waulldl regpresent 2 hutigatary mresaue. QN
the other hand, deadline pressure may arise when there is a particular point in
time by which specific tasks must be complete. For example, a requirement by
the client that the annual audit opinion be delivered within six weeks of tthe fis-
cal year-end may create deadline pressure. These two time-pressure manifester
tions, however, may not be entirely independent. For example, one strategy far
dealing with an unanticipated deadline would be to bring additional audit
resources to bear in completing the required tasks which, in turn, may create a
budgetary pressure.

Within the auditing environment, the extent to which time pressure can be
anticipated is a critical featuie that separates coping mechanisms into strategic
and tactical responses. That is, when they are able to anticipate time pressure,
auditors can strategically modify the planned audit program to cope with such
pressure. For example, an expected budgetary pressure could be met with a re-
duction of substantive tests-of-defaills in favor of analytical procedures within
certain areas (e.g., a retailer's fixed assets) such that sufficiznit resources are
maintained for other areas (e.g., the retailer’s cash receipts and inventories). On
the other hand, when the time pressure has not been anticipated, many strategic
responses are precluded and coping may be restricted to tactical responses of @
more immediate nature. In the previous illustration, foi example, having per-
forfaed planned substantive procedures in a given area precludes reduction of
such procedures to cope with an unanticipated pressure that arises during the
execution of the audit program. When such pressute is an unanticipated dead-
line (e.g., the underwriter of an IPO wanting the stock issue to be effeciiie: a
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month earlier than planned) the only effectiiee response may be to bring addi-
tional audit resources to bear (again, potentially inducing unanticipated bud-
getary pressure).

Another featuie critical in determining the extent and nature of time-pressure
effectss is the auditor's knowledge concerning the dysfunctiomell effectss that can
be caused by the pressure and his or her knowledge of effectiisee strategies and
tactical responses that can be employed to mitigate such effectss. Such knowl-
edge may be more affeciiisee in nature, learned through abstraction and general-
ization of audit experiences, than learned as a set of principles within a struc-
tured educational environment. If se, practicing auditors wino ihave mmore exgperi-
ence with audit engagement time pressures should have greater knowledge of
both time-pressure effedss and coping strategies and tactics. Audit situations in
which auditors’ time pressure-related knowledge was low, therefoie;, would not
be expected to occur frequentlly. It is true that juniot-level auditors may not
have acquired sufficipnit knowledge with which to understand fully potential
time-pressure dysfunctionalivies and to know appropriate responses foi coping
with such problems. However, viewing audit planning and performancs: as a
team-based technology, senior-level members of the audit team should have
sufficiamit knowledge (although some audit failuies may have been due, in part,
to a lack of sweh knowledge wiidhin dhe deam-as-a-whole), Tihus, adequate super-
vision should facilitefe appropriate responses to all but the most rapidly oceur-
fing time pressures. The inclusion of “low” kiowledge celils iin dhe taxenomy is
to facilitale: discussion of extant academic research invelving time pressure.
Sueh research largely has employed subjects whe, arguably, had low knowledge
eoncerning time pressure effeeiss and appropriate coping rmechanisms within the
experimental tasks in whieh they were reguired to perfaiih.

Analyzing the earlier experiment and Choo and Firth [1992] in terms of dhe
taxonomy presented above, the nature of the time pressure was budgetary. In
particular, the amount of time that could be allocated to making the judgments
required by the experimental task was limited physically. Since the possibility
of time pressure was not known by the subjects until it was imposed, these
experiments involved unanticipated time-pressure. Additionally, the subjects
were audit seniors with significani: auditing experience. Given the pre-test in
which such subjects were filteiedi based on their ability to configuiallly process
the informatiom, all subjects in the illustrative experiment could be assurmed to
have high knowledge of the underlying phenomena (i.e., controls effectivee 1n
ensurlag that the objectives of cash diisbursements authorization and walidity ate
being met). 1n Choo and Firth, no such pre-test was employed. With respect io
the subjects’ knowledge abeut appropriate mechanisms for coping with the spe-
cific form of hudigetary pressure employed i dhe expefiment, meither Study pro-
vided any evidence. Conseguently, we consider the illustrative experiment and
Choe and Firth to fall in cell Ne.7 of Figure 2, akthough we ackinowledge that a
case could be made for cell No. 8.

In the McDaniel [1990; 1991] studies, the time pressure was budgetary and
the subjects were audit seniors who should be experienced at performming: the
experimental tasks. While not specificallly tested in the studies, it is reasonable
to assume that subjects had sufficianit knowledge of diie wndierlying gienomenon
(i.e., substantive testing in connection with the inventory asset and reserve
accounts) as well as limited experience in coping with the budgetary pressure
introduced into the experiment. In these respects the McDaniel studies were
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similar to the illustrative study and to a somewhat lesser extent, Choo and Firth
[1992]. Also similar, time pressure was not known by the subjects until it was
imposed. In one important respect, however, the McDaniel studies were difféer-
ent from the other studies. That is, the auditor-subjects were given a little more
opportunity to use tactical measures to cope with time pressure than in the other
studies. For example, in the McDaniel studies, the auditors could elect to per-
formn procedures in a specified order or adjust the order in which they were per-
formed so that those procedures thought to be more important could be accom-
plished within the allotted time. Nevertheless, the best placement of the
McDaniel studies would seem to be cell No. 7 of Figure 2.

Audit Time Pressure: An Agenda For Research

In the preceding section, because the auditor-subjects in each of the experi-
mental studies reviewed were unaware of the time pressure until it was
imposed, it was argued that they were able to adopt some tactical measures
(e.g., accelerate decision-making, filter informatiom, reduce or eliminate more
complex, and thus more time consuming, configunall cue processing), but were
effectivaliy precluded fromm employing virtually all strategic mechanisms for
coping with the pressure. It is our contention that while such situations may be
of interest (especially to those interested in applying theories of harassed deci-
sion making in the audit setting; see Wright, (1974]), to the extent that the goal
is to paint an objective picture of die @fffect of tiinrepresssite cnaaldiitjjldigments
and decisions, audit researchers would seem to have over-invested in these
types of studies. Further, we contend that one potential consequence of such
over-lnvestment is that little presently is known about how and hew well Gudi-
tors use strategic measures in Stiuations for wilikhitag pressuees ar aantigipat-
ed. A second-order consequence, therefoie, as noted earlier, is that audit re-
search may have overstated the negative consequences of (e frassure.

Our agenda for audit time pressure research has both descriptive and evalua-
tive foci and thus, will address the following general questions:

1. What strategies are adopted by knowledgeable auditors to cope with
anticipated budgetary time pressures?

2. In what situations do knowledgeable auditors consider these potential
strategies to be more or less appropriate?

a. How are such strategies related, if at alll, to dhe mature @nd timing of
the tasks being perfommed (e.g., planning audit procedures versus
executing planned procedures)?

b. How effectiizee and efficignit are these strategies (i.e., what are their
relative costs and benefiits)”

3. To what extent do knowledgeable auditors, when they anticipate bud-
getary time pressure, select the most appropriate strategies?

To illustrate how these general questions might be operationalized within
specific audit contexts, in the remainder of dhiis ssatiion, we iitiontify salsot exam-
ples from the perspective of cell No. 5 of Figure 2. Importantly, we also will
argue that diffenanit research methods (e.g., laboratory experiments, field experi-
ments, fields studies) should be employed depending upon the question to be
addressed and the current state of knowledge with respect to that question. We
have selected cell No. 5 because it provides a striking contrast with the cell
(No. 7) in which the extant research would appear and because it represents
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frequentlly occurring circumstances. Cell No. 5 would arise, for example, if am
audit firm were to secure a new or continuing engagement through a competi-
tive bidding process which resulted in a relatively low audit fee. In turn, this
low audit fee, is assumed to create budgetary time pressure which is known at
the onset. Additionally, the auditors are assumed to have the requisite minimum
task knowledge and are assumed to be experienced in such task perfommmence
under time pressure.

An interesting starting point is to consider that if time pressure were antici-
pated early in the audit, it may be possible for the auditor to deal with it during
audit planning by making strategic: administhatiiee assigrmentss. That is, in
assigning auditors to the engagement, it may be possible to substitute more
experienced and knowledgeable auditors for less experience/knowledgeable
auditors in various facets of the engagement. Such substitution would seem to
have at least two potential benefits. First, to the extent that more experienced/
knowledgeable auditors take less time to perfoiim audit procedures, a direct time
savings may result. Second, to the extent that more experienced/knowledgeable
auditors perfoirin more effectiixally, it may be possible to subject their work to a
somewhat less exhaustive review process. Consistently, even if the review
process itself were ot modified, it would seem reasonable to expect that more
experlenced/knowledgeabl: auditors would spend less time clearing review
niotes etc. Although strategie administrative choices would seem to be an obvi-
ous mechanisim for coping with audit time pressure, little preseatly is known
about the stafff assignment process within audit organizations elther in the
absence or presence of time pressure. Both deseriptive and evaluative research
of tihiis fiype, dherefore, wioulld seem 1o the of walis.

Another strategic aspect of audit planning and administratiom concerns the
extent to which audit technology is to be used on an engagement. For example,
it may be possible to cope, at least partially, with anticipated budgetary time
pressure by using sophisticated technology such as expert systems. It also may
be possible to use technology to perfom more extensive and powerffull analyt-
ical procedures [Bailey, Graham and Hansen, 1988]. Closely related to such
technological options is the choice among the various approaches to producing
sufficients, competent audit evidence. That is, as is well known, audit evidence
may be produced using various mixes of audit procedures. For example, under
anticipated budgetary time pressure, auditors may be less likely to plan to per-
fomm extensive tests-of-diefrills or more or less likely to attempt to rely on the
client’s control structure. Auditors also may be more or less likely to use statis-
tical approaches to planning audit sampling. While descriptive research on these
potential time pressure coping mechanisms would be of considerable value, it
also should be obvious that there are attendant audit effectivenesss implications.

We next shift our focus from strategic planning and administration to strate-
gic executiom of audit activities. For reasons of expositional parsimony, we
restrict our focus to one class of audiit procedures— analytical nmmdun’es Tthis
class was chosen because performing analytical procedures requires the auditor
to perform the various component judgment and decision activities (i.e., prob-
lem representation, hypothesis formulatiom, informatiem search, informatizm
processing and hypothesis testing, action choice) found elsewhere in the audit.
Consequently, much of what is presented may be readily generalized to other
procedure classes.

The shift fromm planning to an execution perspective, makes salient a variety
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of fundamentall questions. In particular, descriptive research on the impact of
time pressure on each of die component judgment and discision aafivities wonild
seem to be of walue. Far example, low does anicipated hudgetary time prressure
impact auditors’ informatiiom search activities and hypothesis-testing strategies?
At a more basic level, questions like the followiing might be posed about auditor
behavior when faced with anticipated budgetary time pressure relative to non-
pressured situations: (1) Are auditors more or less pre-disposed to employ sta-
tistical approaches to analytical review? (2) Are auditors more or less pre-dis-
posed to employ decision aids to facilitaie hypothesis formulation? (3) Do audi-
tors plan to test hypothesis sets which are truncated to a greater or lesser extent?
(4) Do auditors plan to sequentially test hypotheses and are they predisposed to
focus fiest on those hypotheses which are more favoralbl to the client (e.g., non-
error explanations for analytical review fluctuations)? (5) Do auditors make
greater use of posidive-fest sitagies? and (6) To wiket extant are die Answers to
questions like those just posed dependent upon client-speciific factos (e.g., in-
dustry, risk level eic.)? Agaln, these are but a few of die Questions wiich g
be addressed to shed light on strategic audit execution under time pressure.

Shiftimg from execution to the perspective of a strategitc auditr review
process, illustrative research questions would seem to be manyfold, but two are
most salient. First, how and to what extent do auditors vary the nature and
extent of their review activities as a consequence of time-pressured audit gikam-
ning and execution? To elaborate, as previously noted, if especially experi-
enced/knowledgeable auditors were assigned to the engagement because of e
anticipation of budgetary time pressure, a strategic reviewer might perfoirim a
less exhaustive analysis of portions of the working papers. In such situations,
descriptive research documenting the nature of the sirategic review process
modifications would seem to be of walue. Second, to wihed extent does dhe audid
review process result in the addition of audit procedures etc., which may have
been trimmed durlng initial execution due to time pressure?

Before concluding this section, a few comments are in order about research
methods for investigating questions like those just described and motivations
for incorporating time pressure into research contexts. With respect to the for-
mer issue, because diffenanit research methods have diffenenit comparative
advantages, it would seem to be a mistake to rely to the same extent as prior
audit time-pressure research on surveys and laboratory experiments. Rather, we
believe that field surveys and experiments are appropriate methods to use dur-
ing theory building to investigate many of the descriptive questions just speci-
fied. As is the case for research focussedl on other issues, such methods would
seem to have the comparative advantage of ficilitating iidlemtification off redbexeant
variables. In addition, when investigating the audit effectiwengsss implications of
identified! time-pressure coping mechanisms, field studies would seem to be
invaluable. For example, field studies could be conducted to determine the fie-
quency with which audit failures arise from time-pressured audit engagements
as well as the strategic actions taken, if any, which failed to effectiiad}y over-
come the time pressure. Only after the resultant theory has been sufficiesilyy
developed would laboratory experimentation be efficienit.

Lastly, it recently has been argued that greater representation within research
contexts of iumportant awdiit comtextual features wiill e critical to tive mext gremer-
ation of audit judgment and decision research studies [Solomon and Shields,
1993]. Because time pressure is an ubiquitous feature of audit contexts which
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can have a pervasive impact on auditor judgment and decisiom making,
researchers may want to incorporate time pressure into studies designed to
investigate other audit-judgment and decision-making issues. To illustrate, con-
siderable research has been reported in which the focus was auditor expertise
and/or experience effectss [e.g., Davis and Solomon, 1989]. With a few excep-
tions, those studies have been unable to identifiy systematic experience or exper-
tise effectss. But the contexts of these studies have been rather undeveloped,
generally not incorporating features like multi-persom interaction, review
process feedbaclk, accountability, and time pressure which, in concert, distin-
guish auditing fromn other judgment and decision making contexts. One possibil-
ity is that contextual features like time pressure interact with other aspects of
judgment and decision making such that the presence of tiifne puressuire iis @ msc-
essary (or sufficient)) condition for such aspects to be revealed. Thus, it may be
that in the presence of time pressure experienced auditors’ judgment and deci-
sion making will exhibit some characteristics often associated with expertise but
not (or less so) when time pressure is absent. For example, auditors under time
pressure may exhibit some parallel informatiem search and processing strategies
whereas only serial strategies may be evident when time pressure is absent.

Concluding Remarks

In this paper, we have reviewed extant judgment and decision research on
the effectss off tifneeppesssureei inaaidditingg dasseitizet aaregpessentative tiimeeppesssiree
experimental study, critically analyzed the extant research (including our illus-
trative study), provided a taxonomy for investigating audit time-pressure efffetss
and, based on the taxonomy, described an embryonic agenda fof redirecting
audit research effoitss. While this agenda was fleshed out on an illustrative, but
not exhaustive, basis only fot one of e sl iin dhe daxonomy, ganeralization o
other issues and other cells should be facilitatied!. Critical themes in our discus-
sion have been that extant research has not done a good job of depicting how
and how well auditors cope with time-pressure effeciss in natural settings. This
critieal conclusion rests on the argument that most extant research has precluded
the auditor from taking any strategic actions in the presence of time pressure
and many tactical actions also have been precluded. Often, the only available
options have been to work faster and when extreme time pressure has been
introduced, the predictable deleterious effecits weate dlisgatngdl.

Our approach has been to assume that although in concept extreme time
pressure may be present, it may be precluded by the various audit organization
controls. In addition, we have noted that extant research has already document-
ed the obvious—when given no other options except to work harder and when
this is not enough, work less is what auditors do. However, we also have argued
that such research can tell us very little about the more common and interesting
situation in which time pressure is present but less extreme and such time pres-
sure has been anticipated by a knowledgeable and experienced auditor (or audit
team). Focussing on such situations amounts to a re-direction of audit time-
pressure research to how and the extent to which the auditor works smarter in
the presence of riivagpeessuree?
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Appendix A
Cash Disbursements Internal Control Case

Assume you are a senior-level auditor and that one of yowr dlieints iis Niantack,
Inc. Nortack, a large processor and merchandiser of agyiicuitural commodities, is
a privately-held company that has debt covenants requiring audited financiall
statements prepared in accordance with GAAP. The company has not presented
significamtt auditing problems during your firm's five-yeair tenure as its public
auditor. Nortack’s management is actively involved both in designing the com-
pany’s internal controls, as well as reviewing existing internal controls. The
employees who administer Nortack's internal controls are well trained and
supervised, with clearly defined! responsibilities. Nortack has relatively
autonomous internal audit departiment that is adequately staffeel and supervised;
the department head was a manager for a Big Eight CPA firm, and most of dhe
internal auditors have CPA certificaies. During the past five years, Nortack has
been computerizing its accounting and informaliion systems.

Currently, you are planning Nortack’s 1988 audit engagement and are evalu-
ating its internal controls to determine the extent to which you will rely on them
in planning the year-end audit work. For sixteen randomly ordered cases, you
will be presented with a portion of a cash disbursement internal control ques-
tionnaire completed by an auditor on your stafff. For each case, you will be
asked to assess the risk that the specified controls could give rise to a material
misstatement of cash disbursements as a result of checks being written and/or
disbursed for improper (unauthorized and/or invalid) purposes. Additional cash
disbursement controls informaiion::

A. The authorization for approving expenditure requests has been designated
by the Board of Diirectors @t warious management lkevels, depending wpon
the nature and amount of e reguest. Exgpenditure authorization iis imdiicat-
ed on purchase orders.

B. The cash disbursement department has the responsibility for verifyimg the
propriety of expenditures and for recording them in the voucher register.
The original copy of the voucher has a copy of the vendor's invaice,
receiving report and purchase order attached.

C. Primary check signers carefullly scrutinize vouchers and supporting docu-
mentation at the time checks are signed.

D. When they exist, second check signers are independent of allll atiner expem-
diture and cash disbursement functioms.
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Discussant’s Response to ““Auditors’ Judgments/
Decisions Under Time Pressure: An Illustration and
Agenda for Research”

Richard Kreutzfelldit
Arthur Andersen & Co.

This is an excellent paper, and 1 completely support the efforiss by these
authors to expand the research agenda regarding time pressure in auditing. My
comments will offr insights fromm auditing practice on the nature of time pres-
sures and auditors’ responses to these pressures as well as how these matters
might be addressed in a broader research agenda.

Time Constraints in Auditing

One of tite ariical iissues diat should the covered by @ troader research agen-
da is the nature of time pressure in auditing. Much of the prior research and
many comments in this paper treat time pressure in auditing as an “om-afff
switch.” Time pressure is present in some situations and not present in others.
This premise is not consistent with actual practice. In my experience, time pres-
sure is present in virtually all audits. The real issue is the intensity of the pres-
sure, and particulady changes in the intensity. In practice, the degree of time
pressure that is present in a particular audit diffisss according to factois such as
client size, industry, and other client-spegifiic factois. Some of dhis pressure iy
be self-imposedi by the audit team itself and some is imposed by the client. In
any event, some degree of diime mressure iis an ever-present factor i Mﬂimg

The prior research on time pressure dealt with the diffeiencess in auditor
responses when time pressure was present versus not present. A more realistic
approach would be to analyze auditor responses when the degree of time pres-
sure changes. Over time, auditors adapt to a certain amount of dime pressure. A
critical question is how they revise their approach when the degree of dhiis pres-
sure changes. With a more “fielldl based” approach, researchets should be able to
study the degree of pressure that is present in various situations, factois which
change the degree of tiie pressure, and how audidors respond to diese changes.

Time Pressures Are Increasing

The authors indicate that time pressures are increasing due to competition
within the professiom. 1 agree with this comment. However, there are other
forces at work that are also serving to increase time pressure. For instance, vir-
tually all companies today are under increasing pressure to reduce costs in all
parts of ttiheir epearation. ln dunn, dthey are placing mressures on watiows weandors to
reduce their costs through efficiencieéss or other measures. Auditors are being
asked to do their part in helping reduce costs.
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The authors discuss two types of time pressure in the article. The first is
pressure to reduce the absolute amount of time imourred ((hudiget pressure). Tie
second is to complete the work at an earlier time (deadline pressure). The
above-noted examples are of the first type. No examples are provided of the
second type, although this type of pressure is probably also increasing. A con-
tributing factor is that improvements in informatiom systems are enabling com-
panies to close their books faster. In turn, they are looking for quicker sigm-affss
by their auditors.

Time Pressure May Reduce Audit Quality

In various parts of this paper, the authors comment (and refer to prior
research) that a major concern with time pressure in auditing is that it may lead
to reductions in audit quality. This is a valid issue and an appropriate topic for
furthetr audit research. The question is whether time pressures on auditors cause
non-compliance with auditing standards, either intentionally or wnintentionally.
Research that would shed some light on these issues would be welcome.

Prior Research

A basic premise of this paper is that prior research has not been a good
reflectiem of the meal warld. 1| completely agree wiith dhis premise. Prior research
essentially used a laboratory approach where auditors were required to simply
work faster. In most instances, there was no change in the basic nature of the
work. The authors indicate that oftem auditors have “strategic choices” that are
available to them. 1 agree with this. Choices such as arbitrarily reducing the
amount of diime hy emne-half, @s iin one of thieresseatth exgretimants, welltl aimsst
never be suggested as a realistic alternative in a real situation. On the contrary,
when auditors are faced with significamit increases in the degree of time pres-
sure, they would consider revisions in the nature, extent, or timing of e wuark.
Essentially, these are "strategic choices.”

Another Option: Not Adhering to the Pressures

In much of the laboratory-style research conducted to date, the auditors did
not have a choice in adhering to the time pressures. They were required to com-
plete their tasks within a constrained amount of time. However, in real situa-
tions, auditors have choices about whether they will adhere to the limits
imposed by the situation. In many situations, it is simply not possible to adhere
to the time constraints or deadline constraints. In these situations, the auditor
needs a certain amount of time to complete the audit work that is necessary
under the auditing standards. It is simply not possible to adhere to the limits
imposed by the client, and additional time must be incurred.

In these instances, the key question becomes: Who pays for this additional
time? In my experience, there are three possible answers. The first is where the
client pays for the additional time. If e adidiitional wwark iis lkegyifimately raquired
by the circumstances, this is a logical result. Another possibility is where the
audit fiem pays for the additional time. This may be the case where the audit
fimm has a fixed fee arrangement for the audit, or where the fimm chooses to
make an investment in the client relationship. A third and more subtle alterna-
tive is where the individual auditor, or staff member, pays for the additional
time. Stafff rmanitisars ake windlar i mareadimgly i vanse tivee presaure, affien wiitiaut
significamit opportunities to modifyy the scope of work to be perfoemed. These
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pressures are generated by the client, other members of tine @wdiit team, ar ty tite
staffif member’s own high standards. A phenomenon that seems to have
increased in recent years is where the stafif rmanfysr iivouws tthe atititional time to
do the work, oftem on an overtime basis, but does not report the additional time
incurred. In these instances, the stafff mrantiiar proys iin thee fiorm @ff Hest conppan-
sation, although the audit finmn also pays through lost opportunity for billings.

The expanded research agenda should deal with issues where the auditor
does not adhere to the limits.

Strategic Chaices

The authors make the comment that little is known about the strategic choic-
es available to auditors, such as staffingg decisions. This seems like a strange
comment in that the audit firms themselves know a tremendous amount about
the strategic choices. Perhaps the comment is intended to mean that little has
been provided in the auditing research on strategic choices. This is probably the
case. It also indicates the appropriateness of expanding the research agenda to
deal with strategic choices. It would seem appropriate to begin with descriptive
studies ofﬂmﬂr&gcdmmlmrmmle tihere are mamy rich wanizbles com-
sidered in staffiiigz decisions. An interesting research project would be to inter-
view staffitigy directors at various firms to learn about the considerations that go
into staffiigy dietisions—considerations studh s ttie nitdk 1kevel aff thieceaiggageneant,
industry experience of the individuals, auditing experience, continuity on the
engagerment, availability of personnel, leveling of schedules between individu-
als and over the year, etc. Once this descriptive informatiem is obtained, it could
be used in further studies of diime pressure.

An Alternative Agenda

Figure 1 outlines the nature of iissues it Ihave heen considered iim tie previ-
ous research on time pressures in auditing.

Figure 1

This research imposes time pressures of various types and studies auditor
responses to these pressures. Figure 2 is a wider agenda for research on time
pressure. This research would also begin with time pressure, but deal in particu-
lar with changes in this pressure. It would also be important to study the causes
of these increases. In turn, the broader research would deal with auditor
responses, but would expand beyond the existing research to deal with strategic
responses. An important aspect here is to consider the conditions that exist in
the differenit areas being audited to determine how these conditions will infllx-
ence the responses that auditors have available to them and in fact exercise. An
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important added dimension of the research is to deal with the audit quality
implications of warious types of audiitorreagponsasttotheasepreassireas. THeeusatder-
lying implication of much off theereaseardhisstthataautiitquuality isstesingiingpactel].
An expanded research agenda should study actual impacts on audit quality.
Further, this research should deal with impacts on the various stakeholdets to
the audit, such as management, stockholders, regulators, eic.

Audiit Qutiity
Increasing Time Pressure Audiitor Responses Implications
Causes? Condiitions? Stakeholder impacts?

Figure 2

Proposed Taxonomy

The authors propose a taxonomy of time pressure issues including several
key variables. I believe this is an excellent means to frame the issues for future
research. However, the comments above indicate these issues should be fianmesi
in the context of diamges iin dhe iimtensity of tiineepreassine, reatieertiaantiinepyess-
sure as an “on-offt sswiitdh’”

Whether Time Pressure Was Anticipated

One of e ey warttbles i die taxonomy iis witether dime pressure wes aintic-
ipated. I believe the real issue is whether the change in pressure is known at the
beginning of tie angagement ar atises during the engagement. Tie authors aoi-
ally cover this in the paper. They comment that the inability to anticipate pres-
sure at the beginning of the engagement may preclude certain actions by the
auditor. In other words, certain audit procedures may have already been com-
pleted, and thus the auditor simply may have fewet options and less reaction
time when the change in pressure occurs during the course of e @udii.

Extent of Knowledge

One of the variables included in the taxonomy is whether the auditor has
knowledge for establishing strategic responses to the time pressure situation. In
my experience, there is always some knowledge present on the audit team on
how to react to changes in circumstances. Thus, 1 do not believe including this
item in the taxonomy will produce much insight about auditor decision-making,



as all the instances will likely be in one category. While 1 would suggest delet-
ing it fromn the taxonomy, this is really a matter of preference.

Deadline or Budget

A key item in the taxonomy is whether the time pressure is due to a change
in the deadline or an increase in budgetary pressure. I agree that these are two
key elements, but another variable should be added consisting of @ canthinadion
of thoth dieadliine and thudiget pxessmre.

Proposed Research Agenda

The authors propose a research agenda that focuses on understanding strate-
gies adopted by knowledgeable auditors to deal with anticipated budget pres-
sure. 1 was surprised to see this rather narrow research agenda. It covers only
one branch of the authors’ proposed taxonomy. It appears that the authors are
only choosing this as an example. However, there are rich issues to be covered
in other parts of tthe taxonomy @s wulll, amnd dhis research sthoulld e ancauragsd.
Issues about unanticipated pressures (i.e., not known at the beginning of the
engagement) will be equally as interesting as anticipated pressures (i.e., known
at the beginning of dhe engagement). lsaues imvollving deadline pressure willl e
equally as interesting as issues involving budget pressures. Research should be
sirongly encouraged on all of these fiaciors. Ikt iis ivportaint do studly dhe causes of
these pressures, the other conditions that exist in these situations, the types of
responses that auditors make to these pressures, eic. In each of diese mars of tie
taxonomy, these issues will be considerably diiffaspair.

Possible Response to Time Pressure

The authors outline several possible responses that auditors can make to time
pressure. These items represent a good discussion of possible responses.
However, as a guide to futute research, what will be needed is a structure farr
thinking about these possible responses. The following are some questions that
could be used to guide some thinking about possible responses:

» What is done? (i.e., alternative audit procedures)

» How is it done? (e.g., use of ttedimallogy @r atiar ttadks)

« How much is done? (i.e., variations in extent)

* Who does it? (i.e., degree of exqpariiance andl efpatiises)

» When is it done? (i.e., preliminary or final})

» Where is it done? (e.g., client office, reamnte]boeations,estc))

Each of these questions would yield multiple options to be considered by
auditors. The examples provided by the authors would fit within these ques-
tions.

Assigning More Experienced Personnel

One of e possible regpomses to time pressure diat iis lkbid cut by the authors
is to assign more experienced personnel to the engagement. This suggestion
ignores certain realities of audit engagements. It seems to assume that time is
the most important issue. In reality, the important issue is cost. It has both a
short-term aspect (i.e., cost on the engagement) and a long- term (i.e., failute to
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develop people is a cost). There is a long running debate about whether partners
could do the job fastetr and cheaper than less experienced people. Regardless of
the outcome of dhis diethatie, tiiis i mot the weay to nun a professional practice. It
is essential that investments be made to develop people, both through foirmall
training as well as on-the-job experience. Thus, a suggestion of assigming expe-
rienced personnel to an engagement in order to meet time pressures is not a
realistic solution.

The other issue not considered by this suggestion is the diffeiencee in rates
between experienced and inexperienced personnel. In fact, it would oftem be
more expensive to have experienced personnel perfaim certain tasks. The key
on any engagement is to assign the right level of person to each task. Tin audiiding
fiemns today, there is increasing sophistication of parsomnel siiuciures, with sev-
eral levels of personnel as well as specialists of various types. All of this is
intended to get the right level of experience and skill assigned to each task.
Thus, as a near-tetm solution, simply assigning more experienced personnel
may not in fact reduce costs.

Use of Adivanced Tedinmelogy

The authors also suggest that auditors could use advanced technology such
as expert systems as a way to reduce time when time pressures arise. In my
experience, technology is already deployed to an optimum level on any given
engagement. Because of dhe tiie pressuie et iis ever-present iin auditing, auidi-
tors are constantly seeking means to be more efficignit. One of these means is
the use of technology. Technology is increasingly used in audits of all types.
Any innovation in the use of technology is quickly deployed on virtually all
audits. Thus, as a short-terin method to reduce time, the additional use of dech-
nology would seldom be an option.

However, technology might be a technique that could be deployed in order to
meet a quicker deadline established by the client. Certain tools might be
deployed that would enable the auditor to sign off faster at yeeareand, dtthmygh
the total cost of e audit would probably the somewhat Higjher.

Experience to date with expert systems is somewhat mixed. Expert systems
are in their early stage of development and deployment in auditing contexts.
Many of the usefull systems are in the audit planning stage rather than in the
execution of audit procedures. For these reasons, expert systems would seldom

be an option for reducing dimme on any given angagement.

Use of Different Approaches to Produce Audit Evidience

The authors also suggest another means of diealling with inoreased time jres-
sures is to use diffenanit approaches to produce audit evidence. Again, because
of the ever-present ime pressures on audiids, dhe audidor would probably dleady
have selected the least costly approach. Thus, use of @ diifferenit @pproach wouild
seldom be available as a short-term solution to dealing with time pressures.

The use of a differanit audit approach would, however, be a viable technique
to use when there is a change in the deadline. In this case, the auditor may select
an approach that would enable him to complete the work at an earlier stage,
although the total cost would probably be somewhat higher. An example would
be to move certain work to a preliminary date with an update at year-end versus
having the work perfoiiedi entirely at year-end.
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An Alternative Taxonomy

In light of the above comments, Figure 3 includes an alternative taxonomy
for considering auditor responses to time pressure in auditing. It considers fac-
tors raised by the authors in their taxonomy as well as matters noted in my com-
ments. In this model, it is important to identifly the cause of dine imorease it divme
pressure. If iit its sutsaquently distenmined titat dhe audilior willl mot athare to the
limit, the cause of dhe iinarease iim pressure willl e inmporntant im dstenmining wito
pays. For example, if diie it iis e cause fior dhe pressure (2., dimnges iim ci-
cumstances require additional effoit)), then it is logical that the client could be
asked to pay for the increase. It is also important to understand the conditions of
the account being audited. This will affecit the types of responses that will be
available. It is also likely that there would be some interplay between the choic-
es of adhering to the limit and not adhering to the limit. In other words, the
auditors may partially adhere to a limit that is being imposed and would then
nieed to consider who pays fok the remainder.
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Future Research Approaches

In closing, the authors suggest that future research needs to involve more
field surveys and experiments. 1 strongly agree with this comment. This will
dramatically expand the scope and value of this ype off resseardh.
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Self-Evaluative Privilege

Thomas E. Powell
Institute of lmtizrnal Audikors, lne.

As the Director of Professienedl Practices with the Institute of Internal
Auditors (I1A), 1 respond to many, and duck some, questions from practitioners
and others regarding all manner of iissues wiidh wikiich prastitioners are confront-
ed daily. In recent years one question seems o be asked more frequently. The
question is:

How can we protect our workpapers and reports from access by patties

other than those for whom they were prepared?

External auditors are familiar with both protecting their workpapers fiwm
access and having their reports used by third parties. Auditing students learn
early that Uliramares vv.Id0ukbedLC00 [ [993] ntesassitiiddppetitiesnaeddtdobbe
carefullly considered in the audit process. Internal auditors usually aren't con-
cerned about that sort of thing. After all, their work is only for the use of their
organization and they are a part of dhat exgaization. Or ae tHiey?

How Internal Auditors See Themselves

Internal auditing is defimedl in the Statement of MRogponsihilities off lintarral
Auditing [11A, 1990] as follows:

Internal Auditing is an independent appraisal functiom established within
an organization to examine and evaluate its activities as a service to the
organization. The objective is to assist members of die erganization iin e
effectiisee discharge of their responsibilities. To this end, internal auditing
furnishes them with analyses, appraisals, recommendations, counsel, and
information concerning the activities reviewed."

It is this position that allows an internal auditor to use his or her detailed
knowledge of the atiity's pollicies, procedures, and @nvironment to sppraise the
functiom and apprise management of existing ar potential problem @ress.

In earlier versions of the Statement of Regponstiliies off IHrdetnhld Mdiding
(1947, 1957, 1971, 1976] the wording was more narrow and implied a stronger
allegiance to management: “Internal Auditing is an independent appraisal activ-
ity within an organization for the review of operations as a service to manage-
ment.”

In 1981 and subsequent versions “service to management” was changed to
“service to the organization.” This new broad allegiance provides a professirniall
basis for departing from the interest of muanagement. It sikso mrovidies 2 thasis for

T Iinsfidute off [hrtamall Awdidors, [inc,, Statement of Ragponsibilities of htenmal Awutiting
(Altamonte Springs, Florida: The Institute of Ikkermal Auditiors, ., 1H3AD).
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others to view the internal auditor's work product as fertile ground for
homing in on the organization's problem areas as identified] by an objective
professiomnail.

How External Auditors See Internal Auditors

Last year the Auditing Standards Board of the AICPA wrapped up a two-
year project to update Statement on Auditing Standards (SAS) Number 9: The
Effect of o dnrbrterhakdusiinEuoetiontanShergcopeieflithedevidpendesnliz. Al SAS
Number 65: The Awuiittor's CCensilderationofofhdhi dntenhadudiaditkuietion dn an
Audit of Frinantid|SSiaterentsupepsrdedel NS, 9.

One of the most hotly debated topics was the concept of internal auditor
mdependence It was finallly decided to pomt out in SAS 65 that the two proftess-
sions define independence dlffelemnlgy Radher tthan conosntrate an inttgpen-
dence, externa) auditors are directed in SAS 65 to look at the internal auditor's
objectivity and competence, among other things. Based on their assessment they
can then determine the degree to which the work of internal auditors might be
used to supplement or reduce some of diieiir @ Wark.

Although this professiamall recognition was more subtle than some internal
auditors would have desired, it was viewed very positively by others. However,
the point was made once again that internal audit workpapers have a broader
audience than the entity’s management. This recognition is a continuation of e
changes that have occurred primarily in the last twenty years.

Recent Changes

The stature of internal auditors has changed dramatically in the last two
decades. One milestone was the establishment of the CIA Program.? Aﬂtﬁm@h
not a license, the CIA credential has affoidkel a means of recognizing those
internal auditors who have attained professiemail status through education, expe-
rience and examination. As internal auditors were working on improving their
own abilities to provide professienall service, legislation was being forged to
increase the demand for such service. The passage of the Foreign Corrupt
Practices Act in 1977 was another visible milestone in the professiem. Since that
time the increased expectations of dhe pofession @re abwliows.

Internally, the work product of internal auditors has always been viewed by
management as one of tilie thest souroes of iintderentiant appedisdl wiithiin aanoorga-
nization. In 1987, the Treadway Commission [Repart: of rthe N¥ational
Commission on Fraudulent Hrinedcidl RRgporting, 19997 unddesscaeel tithat videw
and encouraged an internal audit functiom as a means of sirangifening canporaie
integrity.

In the United States the issue of corporate integrity obviously has many
sides. Recently we have had some spectacular examples of fraud and misman-
agement which undertined the public’s confidemnce in everyone and everything
from ministers to gambling casinos. Individuals have been damaged and litiga-
tion has inevitably followed. In this climate people do search for someone to
blame when things go wrong. Sometimes the search is eleemosynary and some-

£ SAS @5 diefined iintigpandence fior cxtanmal audiiiors and iindlicaed iin 2 ffootote dhat A Stantards
use the term difffrantlyy .

? Tiihe Geantified Intsnmal Awdiiior Program megires campletion off: atwo-diay, ffour-part waritien exar-
ination: two years of qualifyiing experience; and, a degree which equates to the U.S. baccalaureate
degree. The exam is offenest! iin IFieanch, Exmnglich and Spanish :at sites around the wsikd.
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times it's for profit. One of tie places dhat people flound 4o ssarch wies it
auditors’ workpapers. Being popular is not something internal auditors are used
to, so it is understandable that they are uncomfortaibl when unforeseem third-
party clients suddenly appear.

A Call For Help

The call I receive is frequentlly from a director of iiterinal audiiing @r & wneatm-
ber of an organization's legal stafff, either anticipating or responding to work-
product access by third parties. Unfortunatelly the question usually doesn’t come
up until the circumstances have progressed too far for the organization to deal
effectiinadyy with the situation. 1 usually ask a few questions to see if dhe sitiuedion
is similar to any of the ones 1 have heard before. But it seems that ihere are
enough diffeieinass to ke o gavarl answar difficulk.

Sometimes the access is sought by a local, state, or fedetall regulatory author-
ity. Typically the caller says: “We are not concerned about the issues they are
raising but our workpapers contain a lot of other unrelated subjective data that
we don't want them to see.” The caller sometimes asks: “"How will 1 aveid
scope restrictions when word gets out that my workpapers are an open book? I
am trying to help my company correct and avold problems, not punish them.”

I usually share some basic informatiem and referemces starting with the
Cadification O St Stdnddy dor fdre HrefPratessioRalcrReactidarefnitanndlirduditing.
The Standards ststatelthat Addititwwekipgpppper asretibeppspperyyodiitibeonrgain-
zation.” Furthermore they warn that “there are circumstances where requests far
access to audit working papers and reports are made by parties outside the orga-
nization other than the external auditor. Prior to releasing such documentation,
the director of internal auditmg should obtain the approval of senior manage-
ment and/or legal counsel.™

Based on my own experience it appears that most organizations have not
anticipated these outside requests. They do not document internal memos and
reports anticipating external publication. Since the main purpose of these
reports is to get action, the wording is usually devoid of all of the caveats
designed to avoid liability or shift blame. My caller is usually playing catch up
and needs help immediately. So 1, at this point, am forced! to suggest that they
balance their check book, unless they have privileges similar to U.S. congress-
men, and call an attorney.

These calls started coming so regularly that 1 called our own attorney and
asked for some sort of informatiiomell memo that 1 could share with our mem-
bers. 1 also suggested to our Professionall Issues Committee that they drafit a
position paper that would give further guidance to all internal auditors who
were faced with access issues.

The question is a difficultt one because there are good arguments on every
side except the one 1 usually happen to be defendiing. The Professiameall Issues
Committee did prepare an advisory report® iin am attempt tio e regponsive to the

4 Tihe Tnstidutie @ff Tinéerndl AAuditass, linc, (etification oifSEtaridaidsF6orTRaePPodfessiondl PRiadiiceodf
Internal Auditing: No. 420 (Altamonte Springs, Florida: The Institute of Internal Auditors, Inc.,
1989).

5 The IPrroffessional llssues Cammiitiee aff theel11A jjustretteasetiaassilocommiitteeregpottwitiithppoovikies
guidance including a sample access policy statement for use by organizations in preparing forr
access requests.
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problem. In the report they identifiedl the basic concerns. The issues they
defines go to the heart of @ur profession;

» Independence.

* Objectivity.

* The right of ttie puliilic tto Kanow warsus tive gt aff 2am imtlividiuall @r am
organization to privacy.

» The constitutional protection from self-incriminatiom.

* Whether the public interests are best served by openness or by confi-
dentiality.

e The role of the internal auditor serving management as well as the
board of directors in the private sector, and the role of the internal
auditor as a public servant in the governmental sector.

The committee’s report points out that in order to be effectiee as an indepen-
dent appraisal function, internal auditing must be able to objectively evaluate
high-risk activities and franklyy communicate the results to management and the
board. Unlimited access to internal auditing work-products by outside parties
would have a chilling effeett both on the scope of activities reviewed and the
frankness with which results were communicated.

If this sounds like a plea for privileged communication or protection fimm
self-incrimimaticm, many would argue that it should be that way. But others
might say that most organizations being called to report are simply too big and
too public to demand privacy.

The Internal Auditor’s Code

The Code offEBthico bihthénkttitate folnleteahah viiiterdnencst attatasn iAridicle
VIII (1A, 1988]:

Members and CIAs shall be prudent in the use of iinformation @oguired iim
the course of their duties. They shall not use confidentiall informaiicm for
any personal gain nor in any manner which would be contrary to law or
detrimental to the welfare of dheir @rganizasion.

Article II states [11A, 1988]:

Members and CIAs shall exhibit loyalty in all matters pertaining to the

affaiiss of dheir argamization ar to wiomever dey may e rendering @ ssr-

vice. However, Members and CIAs shall not knowingly be a party to any

illegal or improper activity.

Now when the interests of owmners, managers, reguilaiors, and offer intaesied
parties are the same there is no problem. When those interests diverge, whose

interests come first? The Board of Directors? Owners (members)? The public?
Regulators? The auditor?

Self-Evaluative Privilege

1 mentioned earlier that 1 asked our attorneys to outline this concept of the
“self-evaluatiite privilege.” Our attorney provided me with the followimg memo-
randum dated March 1990:

The self-evaluatitve privilege is a judicially recognized doctrine which

provides that, under certain circumstances, documents created pursuant to
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a critical self-analysis by a company should not be subject to compelled
disclosure in private litigation. The rationale for the privilege is relatively
simple: Company self-evaluations are beneficiall, most immediately to the
company and ultimately to society, and the fear of pulllic dilsclosuire off tHee
results of self-evaluatiens would discourage such effoitss. Unlike some
privileges recognized by the law (e.g., the attorney-client privilege) the
self-evalueiiive privilege is not well-defimed], nor has it achieved broad
acceptance. This situation is exacerbated by the fact that the privilege is
currently being formulaird almost exclusively by trial court judges, not
appellate courts, and this leads to inconsistent application of the
privilege.®

A few courts have subscribed to the self-evaluatfiive privilege, including
Bredice v. Doctors Hospital Thac,, BOFIRID). 2240 [ [DIANT,, 199709], adfiiimed 44710
F. 2d 920 [D.C.Cir., 1973], The Washington Mest(G0.vv.USS.Dépepaniaanbfof
Justice, No. 84-3581 [D.D.C., Sept 25, 1987], and Federal TFradeCduomixitsion
v. TRW, IHog. 6828FF22d02a07 IPIDICG.,1 98980] Hdaweveragapphitdddooutinintibe
above memo, this is not uniformlly recogfized.

Internal auditors have battled the reputation of Hisimg @ adiuersary radher divan
an ally of management. If the internal auditors’ workpapets become regularly
accessed by true adversaries, the auditors may have more difficullyy locating
problem areas for early detection and correction.

In an unofficiad] 1A informatieneall publication, the legal issues faced by inter-
nal auditors were explored and auditors were warned that [Fargason, 1992, p.
27]:

Workpapers can be exposed during any legal proceeding, including inter-
rogatories, motions/request for documents, depositions, subpoenas, etc.
Internal auditors should be aware of the fact that their reports and work-
papers may be the foundatiom for a lawsuit.

Unless internal workpapers can be protected by either the attorney-client privi-
lege or the work-product privilege, they are likely to be discoverable [Fargason,
1992, p. 28].

This is not always the case. In United S&tatesvv NdeywpertNaiews rghbpiladieing
and Dry Dock Company, CA 4 No. 87-3832 (Newport News I) the Fourth
Circuit Court of Ayppedils afffirmed the diigirict court’s ardier dionying dive enforce-
ment of 2 DCAA sulijpeena flor ittanmal audiliing wolk-products. Tim s case, the
workpapers contained data that was not “closely connected.”

Some of e esllils 1| rassive suggest diat ey are teing plkacsd wndter dite dirsc-
tion of e lkegal dispantment flor ceartdin iinweasifgaitansinortiier ttoccome winttsr tte
umbrella of “attorney-client” privilege. Is this in the best interest of dhe profes-
sion?

An example of dhis dyjpe of peastite issdisseithat] iin aftortaoming Haedk from
the IIA written by James Fargason. “In Pritehard-Keang MiamCogrpedatanyy.
Jaworski, 7331 2ad2277(§&hCTir.1 2984 riibeidsauebbéboee tibecoaut twagswhibdiber
the attorney-client privilege should be applied to documentation prepared by an
attorney for the audit committee of the corporation. International Systems and

® Imtennal memorandum to The Tmstidute of damal Awdiitors fiom e llew firm of Wikhstar,
Chamberlain & Bean, (Washington, D.C., March 1990).
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Controls Corporation (ISC) directed its audit committee to investigate allega-
tions that individuals within the corporation were paying bribes to government
officialts of foreigm countries. In order to facilitae the investigation, the audit
committee hired an outside accounting firm and an outside law firm. The law
firm completed its assigned investigation and issued a report to the audit com-
mittee for review.” Fargason [1992, p. 30] points out that the court upheld the
attorney-client privilege. The court pointed out that not privileging this infomme-
tion would have a chilling effestt on individuals who seek legal advice. Clients
would be less likely to be completely candid and honest with their attorneys.

Recent U. S. legislation seems to be increasingly directed toward compelling
internal and external auditors to report problem areas directly to regulators. For
internal auditors this further exacerbates an already tenuous hold on their
desired recognition as “team players” who want to correct existing problems as
they are found. But now, internal auditors, having foughit long and hard forr
recognition as objective professionals;, are finding that “objective” means differ:-
ent things to diffensmit people. Internal auditors are supposed to be objective
advisors, not managers. They cannot usurp management’s decision-making
responsibility. At the point they cross the line and begin to make the decisions
and direct activity (manage) they are no longer independent of the activity.
However, there are others who see that quite diffesienityy and suggest that the
auditor should be a “whistle-blower.” Where the lines between legal and illegal
are distinct, the answers are clear. But in many complex issues the lines are less
distinet.

At the AICPA’s Annual Conference on SEC Developments held January 8,
1992, attendees were warned to anticipate enforcemmentt action against internal
auditors and other in-house officizlls. SEC Associate Enforcemmentt Director
Bruce Hiler and former SEC Enforcemaentt Director Gary Lynch suggested that
the 1990 Securities Enforcementt Remedies and Penny Stock Act gave the
Commission broader authority to go after mid-level executives who “cause™
violations of tie ssauiities lkaws «ifner by megligence ar thy ffizilure to perform an
act. Hiler discussed a 1985 enforcemmenit action against the controller and trea-
surer of a company for aiding the chief executive officerss alleged finameied!
fraud. The case is known as the “good soldier” case (SEC w. Qaklhatlsstiiasining.,
DC SCalif, 6/85/3/85]1 7.3 BRRR 1DE99).

According to Lynch this new legislation allows cease-and-desist orders to be
used in a way that will make it easier for the SEC to win its cases. Previously in
order to get a permanent injunction, the SEC had the burden of paroving) iin court
that the defendanit had the propensity to commit the violation again. Lynch
pointed out that cease-and-desist orders can be handled administratively and do
not require proof dhat violations could recutr.

Another promulgation that professiomalls are trying to understand is the new
Organizational Sentencing Guidelines’ wilhiich tscame effective on Novemiber 1L,
1991. These guidelines provide for restitution, probation, and fines; with the
fines appearing to be the primary instrument of punishment. Base fines range
from $5,000 for the lowest offense: tto $72 TUROOO fior thie Hikghest. T thase fine
is then adjusted by minimum and maximum multipliers based on culpability

7 im Mtay ff 129911 ttne UL, Semtancing Commission ssit tt Congrress pxaposed santancing gittidiines
for companies convicted of féetiaral criimees. Tiiesse gyidid | iresHeecame | JawconNdorventizer 11,19991.
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scores. A company with a $72,500,000 fine could have its fine reduced to
$3,600,000 or increased to $290,000,000 based on its culpability score.

Organizations are encouraged through enormous guideline incentives to
investigate and report employee misconduct. However, this “voluntary” disclo-
sure may waive any attorney-client privilege or work-product doctrine protec-
tion. This in turn opens the organization up to the potential for civil and admin-
istrative action which may result fromn shareholdet, competitot, and/or employee
lawsuits. The documentation for all of this may be the internal auditors’ work-
papers.

Conclusion

In conclusion, I don’'t have solutions to offsr but rather challenges to
researchers, educators, and practitioners alike. Recently 1 have had the opportu-
nity to work directly with a number of groups seeking to address reporting
issues. My observation has been that most of e diime wWie @ i & reactive radier
than proactive mode. As accounting and auditing professionals we should be in
a position to foresee more of these problems instead of deallng with the solu-
tions handed to us by legislators and courts. One of dhe hasic teness of e pRte-
fessions is self-suboxdiiaiiivn and a devotion to the welfaie of dhese sared.

The legislative effontss tthat are iinaresading o prefkessional 1liikity Hewe Hiean
annealed in a crucible of distrust. We all find ourselves living in glass houses
and will have to be ready for inspection at all times. For auditors that means
documenting circumspectly. For educators that means teaching critical thinking
and instilling ethical pride. For researchers that means finding new solutions to
keep the professions in a proactive rather than reactive mode.
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Discussant’s Response To ‘“‘Self-Evaluative Privilege"

Theodore J. Mock*
University of Soutihern California

Introduction and Significance of Issue

As a somewhat frequenit participant in the Kansas Symposium on Audit
Problems, 1 today find myself in somewhat of an wnusual Siuation—that of dlis-
cussant rather than presenter or observer. But in any role, 1 always welcome the
opportunity to participate in the grandfafiterr symposium of systenmmatic, acadiesm-
ic-based audit research. 1 congratulate Raj Srivastava, his colleagues, and
Deloitte & Touche for once again organiziag an interesting set of mesearch and
position papers.

As a discussant for an issues paper based in practice, 1 feell obligated to give
a qualificatiom similar to what one often hears from practitioners as they discuss
academic papers. Before 1 began to prepare my comments, I really knew very
little about self-evaluative ppiii/dggeoorttiotbeisikseesdzisddnToonPeewrldld's
paper.

However, the fact that 1 was generally unfamilizir with the issues raised, at
least fromm a research perspective, implies that we may have a research area
which is academically novel. In addition, the fact that a prominent practitioner
is raising the issue implies that the issues are practically relevant. What else
could a researcher ask for? Perhaps, not much more. However, an academic dis-
cussant is bound to feell a bit uncomfortaitle: reacting to a paper that includes lit-
tle literature, theory, methodology or statistical analysis!

So, what to do? Tom Powell's paper is a lucid statement of a set of issues
dealing with access to audit work-products which he develops fromm an internal
auditor’s perspective. This is clearly an issue to both internal and external audi-
tors and Tom is to be commended for bringing it to the attention of e acadiem-
ic community.

In my comments, 1 attempt to achieve two primary objectives. First, I
attempt to react positively to Tom's challenge in his closing paragraph of iidtemdi-
fying some promising research opportunities in the arena. Second, I provide
some guidance as to what kinds of additions to practitioner's papers (e.g. inte-
gration of acadienic likerature and development of rmuote dietdltatl muatidls cor thee-
ories) would help promote audit research. Such additions to papers of this
nature would help to bridge the Practitioner-Academic RRegeateh(agp.

Specificallly, the followiing; three topics are discussed. First, is the topic of
what aspects of auditor workpaper access ate researchable from a sciemiiific

* Helpful suggestions from Ganesh Kirishnamoorthy are gratefully acknowledged.
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standpoint. In other words, what types of kinowledge can acadiemia contribute to
these problems? Second, is an overview of some of the existing literature, both
academic and practitioner based, which may be relevant. Lastly, based on this
review, 1 then identifiy some research opportunities and two specific reseatch
ideas, one experimental and one analytical, which may be pursued. Hopefiullly
some of these ideas will ring a bell with both academics and Tom Powell and
will lead to some research funds and studies in this area.

Nature of the Issues: Problem Scllviing,
Engineering, Research or Politics?

When reading a position paper of this metiure, @ne iis flirst Sinick thy dhe dhaer
complexity of the issues related to access to audit workpapers. Tom does an
excellent job of iiftentifying some of tHasecanyitexiitas, atwaugh matiinaftaimal
or rigorous manner which would assist one interested in research. What would
be helpfull is a more systematic identificatiom of the wariables, nelationships aind
agents or players which Torn sees as being relevant. The researcher Is forcedi to
do this for him or herself and is subject to serious risks of amission of resdenant
variables or relations.*

The second thing that struck me in the paper was Tom's call for academic
research and the question of the ssientific meture of tHeeiissiesshee wasrising. A
distinction which is oftem made in science, for example by Kerlinger [1979], is
that many issues which are raised by practitionets are not researchable issues.
Kerlinger identifies; three types of issues and problems that practitionets face:
engineering, value and research problems. “"We consider problems that are real-
ly not problems in the scientifiic sense. They can be called value or engifieering
problems.”?

Engineering problems deal with “how to" issues and value issues concern
“what is best or what is preferied” types of problems. In contrast, Kerlinger
views scientific research problems as questions that ask about relations @mong
variables or phenomenon. Whereas some of the issues Tom raises are research
questions, many are not. An example of an engineering tyjpe problem iis presemt-
ed on the first page where he asks: “How can we protect our workpapers and
reports fromn access by parties other than those for whom they were prepared?”
1t doesn't take scientific (i.e. academic) research to “engineer” feasible solu-
tions to this problem—one solution is simply to shred any potentially relevant
evidence.

An example of a value question is presented later in the paper where Tom
notes that some internal audit activities are being placed under legal department
direction to come under the umbrella of “attorney-client™ privilege. “Is this in
the best interest of die mrofiession?” Such questions dio mot flall wiithin die direct
purview of sdience dlithough research can provide some knowledge wihich right
be helpfill such as attitudinal surveys of dhe dradeofs wifiich miigiht the iwslhuad,.

In all deferemce to Tom, it should be noted that many of tihe questions, iisaues,
problems, and assertions raised could be scientificallly addressed. For instance,
on page 102 he asserts that “Unlimited access to internal auditing work-prod-
ucts by outside parties would have a chilling effeett both on the scope of activi-

! Figure 1lisia alskathrobfstich amodslefciopene gapacd fhéesadasies.
? Karliimger, 1979, . 29].
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Figure 1: A Multistage Structure for the
Evaluation of Internal Audit Fumction

Internal Audit

Strengtin
Competence Work Objectivity
Academic Professiomall Quality and Scope of Freedom from Level to
Education Certiffilcatitom Quantity of Internal conflilctiing which 1A
Work papers audlt duties reports

Self-Evaluative Privilege (SEP)
Experimental treatments:
SEP / No SEP

ties reviewed and the frankness with which results could be communicated”. A
testable cause-efffott relation betweem access to work-product and chilling
effeatss is explicit in such an assertion. On page 100 he raises another research
issue concerning “the degree to which the work of internal auditors might be
used to supplement or reduce some of their [external auditors] work.” In fact,
this second question is one that already has some research results to consider.®

This leads to the third aspect of Tom’s paper that is readily apparent to any
academic. The paper is devoid of any explicit reference to the academic litera-
ture and little referemee to the professionell literature. From an academic/audit
standpoint, one could say that the paper lacks appropriate research documenta-
tion. What part of the literature was systematically considered? What ideas,
problems and assertions have support or explicit research results in the extant
literature? These are questions whose answers would help academics interested
in doing research of s mature.

Related Research and Literature

Although 1 did not do a comprehensive review of diie wesearch likerature, 1l did
consult a number of sources to obtain a judgment sample of what is available.
My search looked at academic and professional literature and also survey docu-
ments, such as the "“Research Opportunities in Auditing” monographs (see
foonotee 3) and a review of research presented at the USC Audit Judgment
Symposium.? Alldhough 1l fiound liifle mesearch wibich diirectly adifiresses iissues
related to access to internal audit work-products, there is a substantial body of

$ Pt Mitarwick, Miitchnelll & Co [1976; @md Aliel-kahlik znd Solomon ([1588].
4 Witook, Watikins, Piinows and Caster [1992].
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research, some of which is listed in my referemces, which may provide some
useful informatiem and guidance.

For example, several studies have explicitly investigated aspects of e extear-
nal auditor’s assessment of and reliance on internal audit work. Figure I sum-
marizes the main variables and their relations as they are discussed in the litera-
ture. The main variable in the figute is the quality or strength of the internal
audit functiom within an organization. This variable is affectsetl by or related to
in Kerlinger's terms three primary variables: competence, work quality and
objectivity. These three variables are in turn affecteel by a number of factens
suich as work paper quality. Such models or theories are imperative in academic
work as they summarize the knowledge that is thought to exist on a subject and
are open to critique and challenge.

The existing literature has focusedl on the external auditor's assessment of
the relative importance of the internal audit qualities of competence, wwark per-
formance and objectivity in their reliance decision.® Such quualiities mnay effiett
external audit efficieneyy and may, in turn, be affectaetl by increasing access by
outsiders to internal audit work. One possibility forr such an effeatt wwowild e divat
the access constrains or has a “chilling effectt” @nautiit watk patfienmance.

An Experiment to Assess the Chilling Effsit
of Increased Aocess

At the bottom of Figure 1, an experimental treatment is shown which indi-
cates the kind of experiment that could be conducted in this area. Such an
experiment would develop a task where auditors were asked to make judgments
concerning the internal audit strength in a case where the internal auditors were
working with or without the “self-evalluative privilege” discussed in Tom's
paper. The “theory” suggested in Tom’s paper is that for the treatment where
access to internal audit workpapers is a threat and where there is no self-evalluer
tive privilege, there would be a chilling effeatt on the workpapers. Other similar
treatments, such as varying the likelihood of increased access to workpapers,
come to mind when reviewing these issues. Whether such an experimental
study would be valuable fromm a practicing or academic standpoint is an issue
which symposia such as this one help address.

In looking at Figure 1, which represents only a small part of tihe issues naised
in Tom's paper, one readily sees the complexity of the problems being
addressed. For example, published research shows that the external audiitor's
rankings and weightings of these factors vary over studies and probably over
audit situations. Second, there are many other variables and players that proba-
bly should be considered if ane attamypiad to expand a modtl like FHigure 1linntma
comprehensive model or theory.

Other Researchable Questions and Research Opportunities

In my review of Tam's paper and of tHeeppii] idhet] Hiteeaturs, Il dlit aattempt tio
respond to his challenge to act in a proactive manner to these issues. This
involved the compilation of a list of mesearch questions divat coulld tenefit from
additional academic research:

5 Sne, flor cxamplle. Brovn ([1983]; Wiagiheim ([1S86]; Misssior and Sdmeider (1058 and Hamell,
Taylor and Chewning [1989].
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If the internal auditors’ workpapers become regularly accessed by true
adversaries the auditors may have more difficultyy locating problem areas
for early distection and conrection. [[Rowell, D22, p. U0E).

How do the auditor’s need to document and take responsibility for judg-
ments and actions affeatt his/her evaluation of conflicting evidence?
[Abdel-kahlik and Solomon, 1988, p. 130].

When interests of owners, managers, regulators and other interested par-

ties diverge, what effectss willl @raur @n iirtarnal Autiter gicridies and daai-
sions? [Powell, 1992, p. 102]]

What is the effeait off agggesssive esrftatearment offcoaiphliaoeewidin dawaadd
regulations on security and privacy of client (fiem) information? [PMM,

1976, p. 137, (paraphrased)).

What mechanisms should be considered to serve the demand foi dissemi-

nation of attest reports related to social utilities? [Abdel-kahlik and

Solomon, 1988, p. 151].

Does litigation influence audit effectivenass®? If so, how and to what
extent? [Abdel-kahlik and Solomon, 1988, p. 180j)

What are the effectss of litigation on the nature and pricing of audit ser-
vices? [Abdel-kahlik and Solomon, 1988, p. 130))

Research Methods

The above research questions and others that are evident in the literature
imply the possible use of a variety of empirical research approaches and meth-
ods including controlled experiments, experimental markets studies, field stud-

Figure 2: Informatiomal Imnpact
of Intermal Audit Womlkpapers

Audiitor's lack of adtettinity
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ies and attitudinal surveys. It also might be fruitfiull to utilize some of die more
formal,, hierarchical models of audiitor judgment to anzllytically @ssess dhe possi-
ble impacts of increased access to auditor work-products on the discovery of
material errors or significamit control weaknesses.

An example of the analytical approach is suggested by Krishitamoority’s
work [1992]. In this approach, cascaded inferemce theory is used to derive ana-
Iytically the effeatt of changes in the quality of audit workpapers on the likeli-
hood of error detection, the primary issue identified in Tom’s paper. Figure 2
depicts the sensitivity of die windiarlying likelihood ratios o diifferences i audii-
tor objectivity which influences the “source reliability” of the evidence. These
diffeiencsss then change the informatieneall impact (likelihood ratios) of the Audii
evidence. These diffeienosss are particularly large on the left side of Figure 2,
i.e., where the auditor lacks objectivity, for example, when the internal auditor
is “less than frank™ in communicating the results of audit tests (Powell, 1992,
p. 102).

Concluding Comments

In my remarks 1 have attempted to focus on two general issues. First is the
issue as to what scientifiic research may be able to contribute to practical prob-
lems such as increasing access to internal audit work-products. Tom's paper
raises a number of imporniant problems which meed to the adttessed and aeadtem-
ic research can be helpfull for some of these problems. Examples of research
questions were jdentifiiedi from both Tom's paper and from the literature in gen-
eral. In addition, illustrations were developed of both an experimental and an
analytical methodology which could be used to address two of these reseatch
questions.

Second, 1 have suggested that practitioners could facilitaie this process in a
number of ways. For example, explicit incorporation of exdant research im sy
position papers would provide informaliion as to what previous results were use-
ful and to what extent models, theories and methods were found to be incom-
plete or inaccurate. If exiand research iis fiound 1o the lkadking iin some megpset, the
next step would be to identifiy variables, relations and complexities that need to
be considered in formall research. Both of diese aatividies wiusulld elkp tridge the
academic-practitioner research gap which exists.
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UsingbRegression Analysis to Assist Audit Judgments
in Substantive Testing

Trevor Stewart

Ann Thornton
Deloitte & Touche

Introduction

Over the years there has been some debate over the use of analytical proce-
dures in auditing, particularly non-statistical procedures to derive substantive
assurance. SAS 56 [AICPA, 1989] clarifiied the process ifnvolved in subsiantive
procedures, but did not solve such audit questions as "How much work is
enough?* There has been less debate over statistical analytical procedures,
which usually incorporate regression analysis, perhaps because the level of use
by auditors is not as widespread. The very term “regression analysis” is foubiid-
ding, and auditors, who are finallly becoming more comfortablie with sampling
(as long as you don't mention the term statisties!), do not tend to show enthusi-
ast for statistical tools unless they are packaged in a very friendlly fashierm.

Our firm is fortunalie to have a regression tool that our auditors feell comnfftarnts
able using. STAR (Statistical Techniques for Analytical Review) is a software
tool that assists the performance: of substantive analytical procedures by using
regression analysis to model the relationship between an amount being tested
and data expected to be predictive of die amount. It is diesigned do el awdiidors
perfoirim substantive analytical procedures in the context of am @udit framework,
and it builds upon the basic concepts involved in any substantive analytical
procedure.

STAR was developed by our firnm and has been used in the audit practice
since 1971. We have recently updated the software, giving it a more modern
user interface and making minor enhancements to the reports and messages pro-
vided by the softwaie to improve the informaiiimm available to the auditor. The
enhancements were based on prior experiences with STAR and a fresh chal-
lenge of tihe tiool against dhe requirements of S5 J65. Hitomesnear, e Keoy ficatires
and the calculations remain ufichanged.

One such key featute of STAR is the inclusion of an “audit interface™ that
melds professionail judgments about materiality and assurance with the applica-
tion of regression analysis. This featuie computes thresholds based on auditor
judgments and thereby identifies diffeiennass between the recorded amounts and
the expectations that are sufficignityy unusual to warrant furthesr investigation.

We do not propose to discuss the calculations and statistics included in
STAR in detail. Rather, we want to focus on the use of STAR fot substantive
testing, and how STAR assists auditors in making the judgments required in any
substantive analytical procedure.
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For a more detailed explanation of STAR andl iits stafistical comospts, refer tio
Statistical Technigues for AkndlyidodlRReidenir nAkdditagg §GiripgeraaddS Gieaert,
1986).

Substantive Analytical Procedures

To provide a context for our discussion of STAR, we should first consider
the components of a substantive analytical procedure. As indicated in SAS 56,
substantive analytical procedures involve comparing recorded amounts with an
expectation thereof developed from relevant financiall or non-financiall data for
the purpose of concluding whether the recorded amounts are free of material
misstatement.

In general, an auditor performs the following steps when using substantive
analytical procedures:

L Develop expectation(s) of the amount to be tested at an appropriate
level of disaggregation based on relevant financiall or non-finamciall
data. This includes selecting reliable data expected to be predictive of
the amount to be tested and determining an expected relationship
between such data and the amount.

2. Determine a threshold amount (i.e., the maximum differencee between
the expectation of an amount and its recorded value that is acceptable
without explanation). It should be sufficinitly small to enable misstate-
ments to be identifiedi that could be material, either individually, or
when aggregated with misstatements in other disaggregated pottions or
in other accounts.

3. Compare the expectation(s) with the recorded amount and identify dif-
ferences requiring further investigation (i.e., those differencass exceed-
ing the threshold amount).

4. Identify and corroborate explanations for differennass exceeding the
threshold amount by perforiniig: further analysis or inquiry and exam-
ining supporting documentation.

5. Evaluate the findings and determine the level of @ssurance, iif aary, ttobae

drawn from tie amallytical procsdiures.
Use of STAR

When an auditor uses STAR to perfoiin a substantive analytical procedure,
the steps that he or she' tidkes aree sibmilkar to ttiase ffor any cdher type of sutbstan-
tive analytical procedure, and exactly parallel those described above:

IL Develop an expectation. The auditor determines the type of analysis,
an appropriate level of diisaggregation, and gpropriate hase dieta. Then
he uses STAR’s regression analysis techniques to develop a plausible
relationship from the base data (a regression model), between the
amounts to be tested (the test variable) and one or more independent
sets of dizda ((arediicting watitsthiles) dhad e expecied do he relaied do dhe
test variable. Based on this relationship, STAR is used to calculate the
expectations (regression estimates) fot the test variable based on the
current-period values of e predicting warkdilles.

L Titie wise aff theeppoaraun‘ Hes™ iintiispagperidsegemeetic,deenotingiiee Prodéessiondl;" wiietheermadeoor
female.
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2. Determine threshold. STAR uses statistical techniques to determine
thresholds, based on the regression model and the audit judgments as
to materiality, required audit assurance, and the direction of test (i.e.,
whether the test is primarily to detect overstatements or understate-
ments).

3. Identify diffetencsss for investigation (i.e., diffeesinass exceeding the
thresholds determined for each dilsaggregated fecorded amouint). STAR
compares the expectations with the recorded amounts of the test vari-
able to determine the diffeiennsss (geadidhuls) exaasding e tHireadhsitils.

4. & 5. As above.

As indicated in these steps, STAR perfoimss more than regression analysis. It
assists the auditor in the first three steps of dhe amalytical prosedures prosess by
performiig four distinct activities:

L Regression analysis to study data relationships and io develop a model
that can be used to calculate an expectation for comparison with
recorded results.

2. Mathematical tests to assess the plausibility and predictability of the
relationship.

3. A proprietary statistical algorithm to compute threshold in light of dhe
materiality and required assurance specified by the auditor, and the
precision inherent in the particular regression model.

4. Identificafiom of the differencsss between the expectations and the
recorded amounts that exceed threshold.

How STAR Supports Audit Judgments

Two important criteria should be considered when designing a softwate tool
to perfomm regression analysis for a substantive test. The regression analysis
should be packaged so that auditors can use it as a substantive testing tool with-
out having to become mathematical/statisticall experts, and the tool should be
designed to assist the auditor as much as possible without leading him to sus-
pend audit judgrent in favor of tihe autonmatied answear.

In this discussion, we demonstrate how we dealt with these considerations in
designing STAR, such that:

« The regression statistics are not totally hidden, but are presented in for
mats with which auditors feel comfortable.

« Additional mathematical and statistical checks are performed automati-
cally without requiring auditor interaction, but when the results indi-
cate unusual conditions, sufficianit explanation and informatiem are
given to allow the auditor to determine what actions to take.

» The reports, text messages, and graphics, which explain the stafistics
and mathematical tests and illustrate the relationships, are specificailly
designed to assist auditor judgments.

In addition, we demonstrate that the limitations that arise in using STAR farr
a substantive analytical procedure are no differenit than the limitations faced
when using other means (oftem nonstatistical) to perforim a substantive analyti-
cal procedure.

We emphasize throughout our training that the effectivvenesss of STAR
depends on the application of sound professionell judgment at the design and
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interpretation stages, and the responsible follow-up of any significamt difféer-
ences that it highlights. STAR does not replace audit judgment; it confimms it
and focuses our attention on areas where further analysis is needed. Auditors
using STAR must understand the basic concepts involved in developing an
expectation and identifyimg differencsss for investigation. For example, our
firm's training and manuals require an understanding of substantive analytical
procedures as a pre-requisite to learning how to use STAR.

The auditor makes the basic decisions, such as what predicting data to use,
the level of disaggregation, and the materiality and assurance required to meet
the audit objectives. These decisions are no diffenanit than the decisions to be
made if tthe suditor wses monstatistical amallytical procedures to perform the sup-
stantive test. However, STAR has a strength that most other techniques lack, in
that it provides an objective detetmination of threshold. This is otherwise a
complex problem for the auditor, because it requires combining materiality and
audit assurance with the precision inherent in the expectation (STAR combines
these factois statistically, as described later).

If used effectivally, STAR can provide valuable objective assistance to the
auditor making the judgments required in a substantive test and, by determining
and illustrating the relationships between the data entered, can increase the
auditor’s understanding of die ciicitt's hudiness.

To illustrate how STAR supports the audit judgments required in a substan-
tive analytical procedure, we will discuss the four activities STAR primarily
assists:

IL Development of @ melkationship ({i«., @ model), wsing regression
analysis,

2. Plausibility and predictability checks of e melkationship wsing
mathematical tests,

3. Determination of dheshold,

4. Identificaiiiom of Sigmificant diifferences fiar inivessigation.

For each activity, we focus on how STAR assists the auditor without elimi-
nating the need for audit judgment. The presentation of results, text messages,
on-line help, and graphics provides the auditor with sufficiznic informaiiion so
that, without being a statistical expert, he can develop and refine a statistical
model, and use such a model to assess whether material misstaternent is likely
at a specified level of assurance.

Developing a Relationship

Whether using STAR or not, when developing an analytical procedures
expectation, an auditor must determine the type of analysis, time-series (com-
parisons over time) or cross-sectionall (comparisons over diffganit units), the
level of disaggregation, appropriate base data, and the model relating the pre-
dicting data to the data to be tested.

STAR facilitaiiess these audit decisions with flexiblle options as to data and
disaggregation and with a sophisticated approach to building a model. STAR
offerss both time-series and cross-sectional analysis. It effectivedyy allows any
level of disaggregation because it has no maximum limit on the numbes of
observations and requires a minimum of three observations in the base period.
Typically, the base profille in a time series application will contain 24 or 36
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monthly observations. However, 52 weekly observations over one year could be
used, or quarterly informaiiiom for five years. A minimum of 20 observations is
recommended for a cross-sectional application.

Determine Appropriate Base Data

Base data should include variables that are expected to be predictive of the
test variable and that, therefoie, are likely to be usefull in determining expected
values for the test variable. Sources of dista can be troadly citegorized a@s exter-
nal, internal accounting, internal non-accounting, and dumwmy predicting vari-
ables.

STAR offerss many options to allow the auditor the greatest flexibilliny in
selecting base data. For example, it is possible to use up to 24 predicting vari-
ables in a STAR model, although normally only two or three are used to prevent
the model from becoming too complex to be comprehensible. It is possible to
have STAR skip of ignore portions of hase data iif, fior exanijits, cHzaruaiioms fior
certain periods are known to be unusual.

If & madhematical expression (©.g., wiits shipped x price imdiex) hetier cHavac-
terizes the business relationship between a group of pedicting wavidbles and de
test variable, STAR includes facilities to calculate such derived variables, pro-
vided that data for die component variables fave been antered.

STAR also accommodates the entry of dummy variables, if these are
required to account for the presence of wmusual fiactors ar ewents, witich are dif-
ficultt to quantiffy and represent with an ordinary variable (e.g., holidays, fires, ot
strikes); a trend variable if the relationship between variables is thought to
change systematically and in one direction over time; and other special vari-
ables, stch as:

» If seasonal factors are expected to affecit the relationship among vari-
ables, STAR can be instructed to create predicting variables for sea-
sonal adjustment. In a monthly model, for example, STAR will gener-
ate one predicting variable for each month of the year, each of which
adjusts fot seasonal effeciss in the month it represents. For seasonality
to be used, there needs to be a base perlod with at least three "sets™ of
observations so that a seasonal pattern can be identiffizd.

» Lagged variables can be specified to build expected time lags into rela-
tionships, such as those expected between cash collections and sales,
or between sales and advertising expenditure. For example, if adhvertis-
ing expenditures in March are expected to affieait June sdtes disilkars, die
auditor can specifiy that advertising expenditure be “lagged™ by three
months.

The most common STAR audit applications are to test sales, cost of sales,
and other expenses. Typical predicting data used by auditors in STAR applica-
tions to develop expectations of sales include inflatiem indices and seasonality,
and mathematical expressions combining factois such as:

Store floor area and sales per square foot,

Number of witis preadivesd, consuwmed ar sthifpped], and winit waluss,
Kilowatt hours sold and prices per kilowatt,

Number of wsars andl ety ar wssge fiees,

Hours worked and labor charges per hour.

17



Develop Regression Model

The auditor may identifiy some number of potential predicting variables. A
decision has to be made about which particular subset results in the “best”
model. The ideal is to use a small but powerfull set of variables. STAR assists
this process by using a procedure that includes a forwaid selection procedure
for admitting new variables one at a time, as well as a backward elimination
procedure for removing variables that become redundant as a result of subse-
quent admissions. Known as stepwise regression, the goal is to ensure that all
the independent variables that are included in the finall regression fumciiiom
(including special variables such as dummy, seasonal, or trend), contribute sig-
nificantlly to it in a statistical sense (i.e., contribute significanilly to the explana-
tory power of diie rnadiel).

We do not recommend entering variables without regard to whether they are
predictive of tine amount tsing tesied, even diough diey are likely to the diiscard-
ed by STAR. The auditor should only enter data expected to have a relationship
with the test variable. On the other hand, if prediicting watidbles expected to the
related to the test variable are rejected by STAR, the auditor should investigate
why the relationship is not acceptable to STAR.

If STAR finds no statistically significaint variables, it reports this and stops
processing:

NO SIGNIFICANT PREDICTING VARIABLE HAS BEEN
FOUND. STAR will not process the data further. Review the base
profile and study the relationships analytically to determine why the
predicting variable(s) do not have the expected relationships to the
test variable.

Unless an account is very volatile or totally subject to management’s discre-
tion, it is unusual not to find a relationship with other financiall or non-fimanciail
variables. In particular, the auditor should consider potentially related non-
financiall variables where STAR rejects financiall predicting variables.

Presuming STAR finds one or more statistically significamt variables, the
resulting model is reported in the form of @ megression aquiadion. A listing of adll
base data entered by the auditor indicates which variables are used in the model
and which are not.

Plausibility and Predictability Checks of the Relationship

Figure 1 stiuovestiieeppotiton offtiibereppor thhataunmmasiizestiber¢ggeessontiumec-
tion along with a variety of statistics for informatienall purposes. The effectss aff
the statistics on the model are automatically monitored by STAR.

Regression Statistics

STAR presents the regression model developed in the forin of i exguadion:
Y =a +b X #5041 .bdXnXn
where Y" is the regression estimate for the test wariable, X, iistHeernthppeeticting
variable, by, iis die ceefficient of theenmih preeticiing waiidiite, atdl agi saacossiant.
For example, in Figure 1, the constant is 214.46 and the coefficirnit of the pre-
dicting variable is 1.1638:

118



Figure

Stepwise Mulitiple Regression Mouiel
Input Data Regression Fumodtion
Standard Constant or Standard
Desariptiion Neen Error Coefffficient Error

Predicting Vamiables

X1 Cost of Sales 1,248.17 149.36 1.1638 0.0858
Test Vamiable

Y Sales 1,667.111 183.02

Y' ExgertiEtion 1,667 .11 581081
Coeffficient of Carrelatiom (180X = Fenfiect) 95%

Expectation [Y'(t)]) for observatiom t :
YH(L) = 214.46 + 11WEIB*X1(t

The auditor does not need a detailed understanding of the statistics, but is
encouraged at a minimum to check that the model represented by the equation
appears to make sense in the context of his knowledge of the business. The
auditor should check that any special variables, such as seasonality, are as
expected, both in terms of tine periiods @ffected andl e magmitude of ttedircoef-
ficients. In a simple STAR application (e.g., sales versus cost of silkes), the audi-
tor may be able to predict the approximate value of tie constant and of thecoef-
ficients from the expected business relationship.

The coefficinit of canrelation imdiicates how dlosely the regression lime fiits to
the actual base data. Although it is not possible to provide specific guidelines
for an acceptable coefficiznis, the more precise the auditor expects the relation-
ship to be, the closer the coeffiiznit should be to 100 percent. A coeffizignit of
100 percent, however, usually indicates that the analytical procedure is closer to
a proof of total than a regression application. In particular, the auditor should
track the coefficitsic fromn year to year; a significanit decrease may indicate the
presence of @mew business fiactor diat iis mot reflected i die modiel.

The STAR report for the example in Figure 1 continues in Figure 2. In this
figure, the recorded amounts, the regression estimates (expectations), and the
residuals (diffeteinssy) are displayed for both the base period and the audit peri-
od, together with a graph of e esiduals. This graph ey highlight drends and
other influences; in the data that would not otherwise be apparent.

The statistical and graphical informaiiiom reported by STAR can help to
determine whether refinemeinis to the model are desirable. For example, a low
coefficizsit of comelation may suggest dhat 2 significant watiable is missing from
the model. If we examine the graph of the residuals and find a large positive
residual followed by a negative residual of similar siize, dhis ey indicate & aui-
oft ctrar. Qpitnndl sseattar diagranms of theevuaiabidesasscasviisbidde({secHrigisee33)
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Figure

Piot of Residumls

s Revorded Regession Residusl Ressidusls Graphed in Uhiits
L) Amooantt Estimate (Difiteeerce) of Gne Standerd Error

|

1 1,487 1,414 2] | | |
2 1,440 1,39 4 | | [
3 1,319 1,328 -9 [ . |
4 1,518 1,842 wme | | |
5 1,418 1,441 -23 | | [
6 1,377 1,420 -43 | ] |
7 1,449 1,491 -42 | \ ]
8 1,521 1,585 %4 | | I
9 1,512 1,456 63 | | |
10 1,332 1,505 74 | | ]
1 1,543 1,518 B | | ]
12 1,557 1,847 =99 = : =
3 1,653 1,701 -48 | | |
1% 1,638 1,582 56 | | [
15 1,565 1,551 1% | | \
16 1,635 1,618 17 | | |
17 1,560 1,577 17 | | ]
18 1,608 1,637 -29 | | |
19 1,553 1,578 -25 | ! |
20 1,815 1,725 90 | | [
21 1,767 1,765 2 | v |
22 1,847 1,815 32 | | |
3 1,792 1,839 47 | | [
% 1,804 1,701 103 : { =
> 1,771 1,766 5 | J |
26 1,724 1,752 -28 | | I
27 1,653 1,754 =101 | | |
8 1,759 1,733 26 ] I [
2 1,914 1,883 31 | | |
30 1,784 1,757 27 | [ |
31 1,999 1,868 131 [ | [
32 1,842 1,829 13 | | |
33 1,840 1,874 -34 [ | |
3% 1,931 1,972 -41 | | |
35 1,823 1,890 -67 | | [
36 2,086 2,010 56 } } I
37 1,930 1,950 -20 | | |
38 2,162 2,107 55 | | |
39 2,070 1,983 87 | | |
40 2,032 2,000 32 | | |
4 2,002 2,064 -62 | | |
42 2,124 2,118 6 | . |
3 2,251 2,187 64 | [ |
4 2,280 2,321 -41 | | |
' 2,186 2,160 % | | |
46 2,028 2,031 -3 | . i
a7 2,400 2,237 163 | | [
48 2,305 2,476 171 | i \
I I [



Figure 3

Plot: Y Sales vs X1 Cost of Seles
Y Sales

X1 Cost of Sales
Base = Year Nunbeer; Projectioms = '*!

Cormrelatiom in Bese Proffile: 95X

Qther Meximuni- Miniimum—- <1>  Maan-
Summany Statistics Al Values All Values Range Base Mraffile
Y Sales 2,400 1,319 1,081 1,667.11
X1 Cost of Sales 1,943 957 986 1,248.17

<1> Base profile mesns indicated by crossbar

that may indicate a change in conditions fromm the base to the projection period.
All this informatiam is designed to increase the auditor's understanding of the
relationships underlying the data entered, and may increase his understanding of
the business.

Mathematical Tests Applied to the Model

As well as reporting the regression statistics, STAR perfotms a number of
mathematical tests on the data, and if iit iidtentifies winusual pediernts ar aimormmli-
ties in the base profile, prints appropriate warning messages. These alert audi-
tors to conditions that, if canrecied, may ivguove the pplication. A few candi-
tions cause STAR to terminate the application; most allow the application to
proceed, but alert the auditor to consider whether refinemenit of the model is
necessary or prefefable. The messages and the supporting on-line help indicate
why the condition reported might have occurred and what the auditor might do
to correct the condition. The auditor is encouraged to refine the model because a
good model may eventually become invalid if refinemenis; are not made as
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needed in successive applications.

Typically, messages indicate the presence or absence of some adidiitional fac-
tor affectinge the relationship between the predicting data and the test variable,
either in isolated instances or systematically over time. Whenever practicable,
the auditor should investigate such factors and determine how to refine the
model to account for them. A review of tie giraph off theereasiblizdks, offtam tinccon-
junction with a review of e scatter ditsgrams off tHeewaiidiibes, issussudl by Hlipful
in determining the business reason for the change in the model. Depending on
the problem identified!, suggested refinemenits to the model include:

» Correcting errors in the base profille

» Adding new variables to account for significant factors that have been
omitted from the model

» Adjusting the observations to eliminate the actual or estimated efffxatss
of gpscial ane-of-a-kind ewvarnts

* Using dummy variables when an exceptional circumstance exists, but
it is not practicable to identifiy a specific real variable to compensate
for iit

¢ Introducing trend to account for systematic changes in one direction
over time

* Removing the oldest observations from the base profile when a change
has occurred in the underlying relationship

 Stratifying observations into more homogeneous units (i.e., disaggre-
gation of data) when the regression base appears to consist of two or
more separate models.

STAR tests for four major conditions: discontinuity, autocorrelation, het-
eroscedasticity, and abnormality. These tests are perfommed] automatically afer
STAR has identified! a model. They are logically structured and in designing
them certain decisions were made as to significamee levels and alternative
regression models. Such decisions are beyond the stiatistical expertise of most
auditors, but do not compromise the auditor's judgrment. The resuls of e tesis
are clearly communicated to the auditor who decides what, if any, action to
take.

These tests are described below in some detail to illustrate the set of proce-
dures that STAR perforins to identifly problems and to produce a reliable model
fromn the data provided, and how STAR provides the auditor with informnaiiiomn to
assist him in improving the model. STAR messages are included in the follom~
ing discussion (in bold) to give an idea of e siylle and language off thretésxthedip
provided. Each message is supported by additional on-line help that is in a simi-
lar style, but is more detailed.

Discontinuity

One assumption that is implied in the linear model is that of continuity; dat
is, that the same underlying linear relationship applies throughout the range of
the observations. Its opposite, discontinuity, czanceeeur wiittiin thee Haage peeiiat] cor
between the base period and the audit period. STAR applies tests for both types
of dilsoontinuity to time-series gaplicaiions.

A model is derived from hase period diata, dherefore, dite consequences of dits-
continuity within the base period can be significanit, and STAR will not proceed
with a model in these circumstances. STAR prints a message.
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THERE IS AN INDICATION OF DISCONTINUITY IN THE BASE
PROFILE. STAR will not process the data furthee. Discontinuity is
ordinarily caused by a change in conditions which affecits the rela-
tionship between the variables. Examine the plot of residuals to iden-
tify the cause. Including an appropriate predicting variable in the
model may eliminate the condition.

Unlike discontinuity in the base period, discontinuity between the base pefi-
od and the audit period does not necessarily mean that the regression model s
inappropriate. STAR prints a message to alert the auditor, but does not termi-
nate processing.

THERE IS AN INDICATION OF DISCONTINUITY BETWEEN
BASE AND PROJECTION PROFILES. This type of discontinuity
does not invalidate the model but it may affecit the differ@mss to be
audited. If it is not eliminated, it may result in invalid models in
future years. Examine the plot of residuals to identify the cause.

In many cases, the reason for the apparent discontinuity between base and
projection periods is the very effectivanesss of the regression model in ideniify-
ing errors or unusual transactions in the audit period. However, if the disconti-
nuity remains aftet the current period data have been audited (and adjusted, if
necessary), it should be investigated and corrected, otherwise it is likely to reap-
pear in the next period's application as a discontinuity in the base period.

Discontinuity is often caused by a temporary business disruption, for exam-
ple a fire or a strike. Either the data may be adjusted to eliminate the effeciss of
the disruption, or a dummy variable may be used to compensate fot them.

Discontinuity is sometimes caused by a change in the line or size of husimess.
For example, a company may have acquired or disposed of & sulsidiary, ar may
have increased or decreased product lines. The application must be redesigned.
Analytical procedures, whether using STAR or not, can only be effectivee if e
data used is comparable over time.

Autocorrelation

An assumption that is implicit in simple time-series regressiom is that the
residuals are statistically independent of ame another over time. lin otier wards,
that a regression estimate in period t could not be improved by knowledge of
what the residual was in period t -1 or any other prior period. In the business
world, events frequentlly move in a time-related patterm and a pattern in the
residuals may result. For example, in an inflatiomemy economy, where costs are
rising continuously, but sales prices are only adjusted periodically, residuals in a
model relating sales to cost of sales will tend to show increasing residuals until
a price increase takes effectt. In this case, the assumption of statistical indepen-
dence is not valid, because regression estimates can be improved by facteriiig
the pattern in the residuals.

A systematic pattern of interdependence over time is known as autocorela-
tion or serial correlation of the disturbances. It ordinarily results in a visible
pattern in the residuals from the regression functiom, which may be observed in
the graph of dhe mediduals. If ssigtifiicant autecatedkaiion issijgrorst] arndl thee crtdii-
nary regression functiom is used, two events could occur. First, the regression
projections might be less precise than expected because the pattern would be ig-
nored rather than factosed! in. Second, the calculations of the standard error
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might be distorted. It is desirable, therefone;, to test for autocorrelation and, if
possible, to circumvent the problem that autocorrelation can cause.

Because significanit autocorrelation is a potentially serious problem, STAR
automatically tests for it and then, if macessary, adijusts for iit ty callcullating = so-

called generalized reggeassionffunction. ThEhe desnancooopupatationf ahahe gerdral -
ized regression functiom are performedi automatically, but the outcome is clearly

communicated to the auditor in a message.

THERE IS AN INDICATION OF AUTOCORRELATION IN THE
BASE PROFILE. Generalized least squares regression will be used to
correct for the condition. Autocorrelation can often be attributed to a
missing major factor and is evidenced by a pronounced pattern in the
residuals. Examine the plot of residuals to identify the missing factor.
Including that factof as a predicting variable may eliminate the con-
dition and reduce the diffesencss to be audited.

The auditor is encouraged to correct the original regression model by adding
a variable, rather than to use the generalized model. For example, if a periodic
event, such as price increase, is identified as the contributing factor, either a
variable representing price or a dummy variable representing the percentage
increase may be added.

If dihe gemeralized flunction feails to dlivminate e autoconrelation, e applica-
tion is treated as fatallly flawedi and a message is printed indicating that the
model is invalid:

FATAL AUTOCORRELATION. This model should not be used for
audit purposes.

Heteroscedasticity

Another assumption made in ordinary regression analysis is that the standard
error is constant from point to point. This condition is called lemeseedastitiisy.
In practice, residuals are not always homoscedastic. For example, in a cross-
sectional analysis of sales across the branches of a retail company, the sales of
large stores might fluctuate more in terms of absolute dollars than the sales of
small stores. Residuals that do not have a constant standard error are said to be
heteroscedastic. Heetersseetiasitdly cannatdsobecoblsgmeetiimnastinieesseiessanahiy-
sis in which the size of the variables increases over time because of either
growth of inflatiion.

Heteroscedasticity can take many diffensnit forms. In audit applications in
which heteroscedasticity exists, the size of tine mesiduals waries i proportion to
the size of one of the predicting variables. STAR tests for heteroscedasticity
and, where significaiit heteroscedasticity is detected, performs weighted reggess-
sion, in which the observations are weighted to compensate for the effestt aff thige
predicting variable on the standard error.

The test and, if necessary, the weighted regression calculations, are perfionmesii
automatically, but the results are clearly communicated to the auditor who is
encouraged to review the application and to correct for the condition if possitile.

THERE IS AN INDICATION OF HETEROSCEDASTICITY IN
THE BASE PROFILE. Weighted least squares regression will be
used to correct for the condition. Heteroscedasticity is evidenced by
significant correlation between the size of the residiuals and one of the
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predicting variables, in this case (variable issidéenifiiel)). Th€ hnoaerel
may be improved by identifying the cause of the heteroscedasticity
and introducing appropriate predicting variables. This may alse
reduce the differemss to be audited.

Heterosedasticity is often encountered in cross-sectional applications, where
operating units (e.g., stores) vary considerably in size. The auditor should eon-
sider using separate STAR applications, one for large units and ene for all ether
units.

Abnormality

There are strong theoretical grounds for believing that residuals will tend to
be normally distributed. STAR perfoiis a test for normality and aleris the audi-
tor to the presence of apparent abnormality (also known in statistical literature
as non-normality) in the base-period residuals.

ABNORMALITY IN THE BASE PERIOD IS INDICATED BY:

(STAR ppiriini»ne® o rives @ pfhéololoing)g)

» LEFT SKEWNESS - This may be caused by large negative residuals

» RIGHT SKEWNESS - This may be caused by large positive residuals

» KURTOSIS - This may be caused by both large positive and large
negative residuals

Abnormality does not invalidate the model but it may affecit the dif-

ferences to be audited. Examine the plot of the residuals to identify

the outliers and, if possible, eliminate the abnormality by correcting

any errors or unusual events in those observations.

Abnormality is usually apparent from a review of dhe graph of theeressiiludls.
The outlier residuals should be investigated to determine if there is a business
reason that accounts for them. Sometimes an outlier is explained by an unusual
non-recurring event (e.g., a factony shut-down), or a periodic event such as sea-
sonal peaks. The first may be corrected by adjusting the data affecisetl by the
event; the second by adding seasonal variable(s).

Determination of Threshold

A major benefiit to using STAR in a substantive analytical procedure is that it
determines the thresholds for the disaggregated parts, based on the required
audit parameters (i.e., materiality, audit assurance, and the primary direction of
the audit test), and on the statistically achieved precision of the regression.
These thresholds are used to identify any differencass that must be investigated.
Without STAR, the auditor usually has difficultyy determining threshold,
because of e muiiber of ditfterent fdactessinnubledd.

The factos STAR uses to determine threshold are:

* Monetary Preetitoany AR) Theéhaomerataryuanefiiticationt ehawatatisfity
for the substantive test, specifiied by the auditor. As MP becomes
smaller, thresholds become smaller, and more residuals that exceed
threshold points are likely to be identified. MP need not be reduced to
allow for allocation over the disaggregated observations, because
STAR handles this in the determination of tresheid.

* R Factor - A\ fiantor sgpacified Hyy tte audlitar, reqpresaniing tee reepiied]
level of assurance to be derived fromm the substantive test, presuming

125



positive results. As R becomes higher, thresholds become smaller and
more residuals that exceed threshold points are likely to be identifiexi.

e Direction of Tesst- THhawdidiosspaditieswhdibheththdetastsipriniaralily
for overstatement or for wmdierstatement of theettest waaridiite.

» The statistical characteristics of the regression function determined by
STAR, principally the standard error. The larger the standard error, the
larger threshold becomes to compensate for the imprecision of e esti-
mates.

If @ meterial amount of missstatanear it esodstsccumul bakinedly 1inttee aaudiit peeioat,
such misstatement could be spread throughout the observations in many ways.
For example, it could all be in one month or it could be spread over twelve
months. Threshold points that are set to detect misstatements spread in one way
may not detect misstatement that is spread diffetenttly, even though the total
amount of misstatement is the same in both situations. Fortunately, it can be
shown that there is a most adverse sgpraad offeeenorTHiedsbilad pioirstshinadctetact
misstatement spread in the most adverse manner are tighter than those that
would be needed to detect misstatement spread in any other way. STAR deter-
mines the most adverse spread of ervor and comservatively applies iit i its dieter-
mination of divestiolds.

That a most adverse spread of error should exist may not be immediately
obvious. The key to understanding why it does exist is to recognize that there
are two opposing factors that determine the probability of distscting enror:

e The size of the indiiviidiual amar teitings. Tie sowller e anar tdiniing
of a particular observation, the less probable it is that the observation
will be identifire.

¢ The number of error-tainted observations. The more enror-tainted
observations there are, the more likely it is that at least one will be
identified.

It can be shown that the interaction of these two opposing factors ensures
that a certain spread of error will result in the tightest threshold requirement.
This spread is the most adverse spread of error because any other will allow a
threshold that is less stringent. It is dependent on two main factors: the size of
the MP relative to the standard etror of e mesidual zmd te mequired IR factor.

Initially, it might seem that the maximum number of observations over
which a material error might be spread should be limited to the number of
observations in the accounting period. For example, if the applicatiom uses
monthly data, the need to consider the risk of spreading a material error over
more than twelve observations might appear doubtful. STAR, nevertheless,
does not place any upper limit on the most adverse spread of @nror, @andl e cal-
culation is perfoimed! separately for each observation. This fpproach to calonlat-
ing the most adverse distribution helps to ensure that the statistical assurance
provided by STAR is not diluted over multiple STAR applications. For exam-
ple, if dhe calouilation diid et considier die possibility dhat @ material atror could
be spread over sixty observations, the risk that material error could be spread
over five differenit STAR applications that use monthly data might be higher
than the nominal level.
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Identification of Sigmificant Differences

The basic concept underlying STAR’s audit interface is that the recorded
amounts of the test variable in the projection period may have been materially
affectsetl by accounting errors, while the estimates projected from the regression
model should not be so affectesti (because the model is based on observations
that have been audited or obtained from sources considered reliable). Thetefoie:,
diffesencsss between the recorded amounts and the regression estimates in the
audit period are expected to have been caused by:

» The random variation that is inherent in business operations and in
estimates based on a regression model

» Errors or unusual events that affecit the recorded amount of the test
variable in the projection period.

Thresholds are used to identifily which diffeiencsss are sufficigntly significantt
to warrant investigation. In the event that the differencee between the recorded
value of the test variable and the regression estimate for any disaggregate part
(i.e., any observation) exceeds the threshold in the direction of the test, STAR
identifies the differencee as significani,, warranting investigation. For each such
identified] significanit differennss, the auditor performis further analysis and
inquiry to obtain, corroborate, and quantify an explanation or, if diis iis mot gos-
sible, perfoimis alternative procedures to investigate the diffeience:. ((Diffierences
are always shown as positive if e kscordied amount cxasadss the regression «sti-
mate and negative if the reverse is true, regardless of the direction of the test
specified))

If e diifference exossds e diveshold iin e direction appasite do et of the
test, STAR also identifies the diffenencse as significanit. The auditor should seek
an explanation for such diffetencsss, even though they are not a primary focus of
our test. If mlhmg dlise, the diifferences muay iindiicate pretbilems widh the gradiiot-
ing variables in the audit period.

The STAR report of tthe prajjection jprofile i die Aipha Company application
is shown in Figure 4. A differencee to be investigated in the direction of e test
occurs in period 48, in which the residual is -171 and the threshold is 79.
Differenesss to be investigated in the opposite direction occur in periods 39 and
47, in which the residuals are 87 and 163.

The fact that STAR identifies a significanit differenese to be investigated does
not mean that something is wrong. Instead, it indicates that the auditor does not
have the desired assurance that something is not wrong. The differenese could be
caused by an unusual transaction or event, or by a number of ordinary occur-
rences that just happen to combine to cause a significanit diffefencss. Until the
reason fot the differesiose has been determined, corroborated, and quantifiied],
however, the desired level of assurance from the analytical procedure has not
been achieved.

Auditors are recommended to check whether diffetencess between expecta-
tions and recorded amounts in the audit period, even if mot imndiividually signifi-
cant, follow any pattern that might indicate potential material misstatement in
the aggregate. For example, they might be concerned if most diffetencass were
in one directiom and many were close to threshold. This type of rec-
ommendation is to avoid the “It's produced by a computer so it must be rigf"
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mentality, and to encourage auditors to use their judgment throughout a STAR
application,

Figure 4

AUDIT test for UNDERSTATEMENT usimg MP = 350, R = 3.0

Obs Recorded Regression Ressidual Excess Select'm Sam

No Amaaumit Estiimate (Diffftersamce) Threshold <1> Interval ple

37 1,930 1,950 -20

38 2,162 2,107 55

39 2,870 1,983 87 <2

40 2,032 2,000 32

41 2,002 2,004 -62

42 2,124 2,118 [

43 2,251 2,187 64

44 2,280 2,321 -41

45 2,186 2,160 26

46 2,028 2,031 -3

47 2,400 2,237 163 <2>

48 2,305 2,476 -371 ™ 92 137 18
25,770 25,634 136 18

<1> Significant difffemence in directiom of test. Perfomm further amalysis and
inquiry to obtain and corroborate explanation. Perfomrm optional test of
details only if diffffecence cannot be exgllained.

<2> Significant diffference in opposite direction to that of test. Seek an
explanation.

Investigation of Significant Differences

STAR cannot directly help the auditor's investigation of significanit diffées-
ences, but, as illustrated throughout this discussion, reports informaiiom that
may be usefull in resolving issues related to the credibility of the model and/or
its refinefmenit. When our investigation of diifferences iidientifies @ potential cor-
rection to base data used in the model, we should preferaldlly refine the STAR
application, even though the explanation may be sufficirnit for this year's audit
purpeses. If dhe miodel its mot wpdieted fior dliscovered diissrepancies, it its llikely to
be less preeise in subseguent years and, therefoie, may identifly mere and/er
larger differeifass tHhan

When STAR identifies a mgmf“ icanit differencee in the specified direction of
test, it designs a Cumulative Monetary Amount sample (CMA - a formm of dislllar
unit sampling) for a test of distaiils of dhe test waritsblle, to provide an Hdlainadive
test if dite Significant diifference canmnot the resollved. This its & ket resort eptiion,
used only if the autiidor fEils to iitiemtify omn explanation fior the diifference @r can-
ot corroborate or quantify an explanation. STAR prints the sample size and
selection interval under the caption, Optional Test. Thi¥sidsRoown inFrdgueedd Iin
period 48, the optional CMA sample size jis 18 and the selection interval is 1.37.
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Example of a STAR Appliication

To reinforee the concepts presented, we include an example of the use of
STAR in Appendix A. In this example, the original model was not optimal and
STAR reported a discontinuity between the base and the projection periods. The
auditors reviewed the data and identified a missing variable. They corrected the
model and reran the STAR application.

Conclusion

STAR does not perfoim audit procedures; it assists the auditor in perfoimiiig
substantive procedures. The fundamentall decisions are made by the auditor, just
as they would be if any other technique were used fok the analysis. The objec-
tives of dhe tiest are dsterntined by e audidor; dhe madel is hiased on daia salest-
ed and deemed reliable by the auditor; thresholds are based on audit parameters;
and the auditor must determine how to deal with diffeienosss identified] for
investigation.

However, STAR provides valuable assistance to the auditor in developing
the model and determining thresholds. STAR translates expected relationships
between data into mathematical forms that can be used to make projections.
STAR teports to the auditor if @mesulting nelationship appears kess dian @i,
with suggestions as to possible causes and solutions, and graphical reports to
help identiffy the problem. Finally, STAR determines thresholds for identi-
ficatiom of significami: differennsss by combining the auditor's materiality and
audit assurance requirements with the statistical precision of the regression
model.

The limitations encountered in using STAR fot substantive testing are the
same as the limitations inherent in any substantive analytical procedure. The
auditor must make judgments whatever tool he uses, and is ultimately responsi-
ble for deciding whether a procedure indicates the absence of material error at
the required level of assurance. Wiile sulistandive analytical prosedures ey he
performird! without using STAR, the benefits of an objective challenge to the
data relationships expected by the auditor and an objective threshold determina-
tion make STAR a prefestied alternative in many circumstances.

Appendix A: Example of a STAR Applicaiiion

This example is based on a STAR application for a client in the importing/
wholesale trade. STAR had been used successtullly for several years to project
sales of imported products based on the cost of purchases firom dhe Bxridish par-
ent company. This year. STAR reported a discontinuity between base and pro-
jection profiles (see the message at the bottom of Figure A-1), and die results of
the projection profilie analysis (see Figure A-2) show that STAR identiffizei
significamit differencess to be investigated for every observation in the current
period.

From a review of e plot off ressibluels (¢secHr fguree ANR), aadisstinatine cthange
in the pattern is observed after observation 37 (i.e., all the residuals are on the
same side of e liime and mamny are ~2 or more standiard anrors away). THiS Sug-
gests that a change in operating conditions occurred in January of the current
year.
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A discontinuity between the base profille and the current data does not pre-
vent the model from being used. However, the number and size of the diiféer-
ences to be investigated (Figure A-2) would require a significanit amount of
audit effortt, andlifftheeddisconimuityiisiootressdheetanadetiinmiraatetitbhssyyaar diss-
continuity may appear in the base next year, resulting in an invalid model.

Discussions with the client revealed the followiing:

» The client purchased almost all of iitsimnypantts fivom itks prarent compzany.

» The purchase cost to the Canadian operation was set in British pounds
and recorded in the Canadian books at the spot rate of exchange exdist-
ing on delivery.

» Foreign currency hedges were not used.

» Sales prices in Canada were set well in advance, and were not changed
during the year.

* The exchange rate between the British and Canadian currencies had
jumped from 1.85 to 2.05 in January of the current year and had
remained relatively constant during the year.

The audit stafff ttadtsdi tthe tthaory theat tthe oxdiange rate wes aiffecting ttie cost
side of the Sales/Cost of Sales relationship, and found that this more or less
explained most of tihe diifferences regpontat] Hyy STTAAR.

Figure A-1

Stepwise Mulitiple Regression Mosiel
Input Data Regression Funattion

Standard Constant or Standard
Desamiption Nean Error Coefiffi ciient Error

Prediictimg Vaniables

X1  COST OF SALES 2,841.14 716.61 1.5545 0.0663
X1 COST OF SALES 2,841.14 716.61 1.5545 0.0663
Test Variable

YestSAMESable 4,491.44 1,147.89

Y' Expestation 4,491.44 1,147.89 4,491.44 281.0349
YoefFiOREHEtETNCorrelation (100X = Perfect) 4,49197% 281.0349
Coefficient of Correlation (100X = Perfect) 97X

Expectation [Y'(t)] for observation t :
Y'(L) = 74.90 + LSS IM)

THERE 1S AN INDICATIDN OF DISCONTINUITY BETWEEN BASE AND PROJECTION PRGFILES.
This type of discomtinuity does not invalidiate the madel but it mey affect
the difitarences to be audited. If it is not eliminated, it mey result in
invalid mesdels in future years. Examine the plot ef resiguals to identify
the cause.
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Figure

AUDIT test for UNDERSTATEMENT usimg MP = 500, R = 2.0

Optional Test

Obs Recorded Regrression Ressidual Excess Select'm Sam
No Amcumt Estiimate (Diffifterence) Threshold <1> Interval ple
37 3,544 4,134 -190 153 37 826 5
38 6,103 6,785 -662 148 515 270 25
39 9,593 10,964 -1.2m 56 1,215 254 43
40 6,142 7,040 -919 146 773 252 28
41 5,10 6,008 ~907 151 7 250 24
42 4,338 4,763 425 153 272 366 13
43 4,368 5 421 =553 152 401 301 18
44 4,280 4,737 =477 153 324 338 14
45 8,146 9,051 -905 114 ™1 266 34
46 6,758 7,712 =954 146 808 257 30
47 4,933 5,376 443 152 290 358 15
48 4,331 5,786 =955 151 804 251 23
69,117 72,778 -8 @81 272

<1> Significant diffffeence in directiom of test. Perform further analysis and
inquiry to obtain and corroborate explanation. Perfomrm optional test of
details only if diffftarence cannot be exgliained.

A decision was made to revise and rerun the model because:

= Unless the exchange factors were built into the model, the STAR
model would probably faill in the following year due to discontinuity in
the base period.

« Including the exchange factors in the base would improve the model
because the rate had fluctuated throughout the base period, although
never as much as in January of dhe current year.

» Revising and rerunning the model would provide the most effiziéntt
and objective means for werifying the amalytical explanation meosived.

To refime the model, the predicting variable, cost of sales, was adjusted far
the exchange index and the model was re-run using the derived variable.

Figures A-4 through A-6 show the results of the STAR appllication affter dhe
effectt «ff forgign esxthange weasaatiidetittot eeddatapprafile.

STAR no longer reports discontinuity (see Figure A-4) and the revised pro-
jection profile analysis (Figure A-5) shows only two significantt diffenencsss to
be investigated. The plot of residuals (see Figure A-6) shows no dramatic
change in the last twelve months.

By adjusting the base data, the auditors have only a few significanit difféer-
ences to investigate and have a more precise model to use in the futune:.
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Figure 3

Plot of Residusls

Gbs Rsoorded Regression Ressidual Residusls Graphed in Uhiits
No Amouuntt Estimate (Difitecerce) of Ome Standsrd Error
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Figure

Stepwise Mulltiple Regression Ml

Input Data Regnession Funattion
Standard Comstant or Standard

Desumiption Mesan Error Cenfffficient Error
Comstant 232.78
Prediictimg Vamiables
X1 Ceost of Sales 1,551.25 407.35 2.7453 0.7090
Test Véamiable
Y SALES 4,491 A 1,147.89
Y BExgeetettion 4,491 .44 262.7308
Cosfffficient of Conrelation (100X = Penfiect) 97X

Expectiation (Y'(t)] for obsenvation t :
Y'(t) = 232.78 + 2.7453"¥A1 ()

Figure A-5

AUCIT test for UNDERSTATEMENT usimg NP = 500, R = 2.0

Optional Test
Obs Reporded Regression Ressidual Excess Select'n Sam
No Amaamt Estimate (Difffteremce) Threshold <1> Interval ple
37 3,944 3,730 214 <2>
38 6,103 5,998 105
39 9,893 9,614 79
40 6,142 6,251 -109
4 5,100 5,345 -244 159 85 890 6
42 4,338 4,271 67
43 4,858 4,339 29
44 4,260 4,249 1
&5 8,146 7,966 180 <2>
46 6,758 6,813 55
47 4,933 4,798 135
48 4,331 5,152 321 159 162 515 10

3
=
)
~
3
8
2
>

<1> Significant difference in directiom of test. Perfomm further amalysis and
inquiry to obtain and corroborate explanation. Perfomn optional test of
details omly if diffference cannot be explained.

<2> Significant difference in oppusite direction to that of test. Seek an
explanattion.

133



Figure

Plot of Residusls

0Bs Recorded Regression Residual

No Amvsunt Estiimate (Differance)
1 3,747 3,645 102
2 4,785 4,175 610
3 4,853 4,485 368
4 4,439 4,249 190
5 4,146 4,691 -545
6 3,883 3,549 334
7 3,563 3,653 -90
8 3,298 3,329 -31
9 5,261 5,353 -92

10 5,097 4,73 384

11 4,380 4,285 95

12 3,280 3,804 =324

13 2,388 2,509 -121

% 4,029 3,917 112

15 5,127 4,952 175

16 4,346 4,382 -16

17 3,776 3,747 29

18 4,066 3,873 193

19 3,139 3,321 -182

20 3,369 3,340 29

21 6,123 6,481 -358

2 5,076 5,174 -98

3 6,494 6,127 367

24 3,756 4,024 -268

5 3,002 3,044 -42

26 4,832 4,375 -243

27 6,899 6,769 =70

28 5,576 6,113 -537

29 3,446 3,497 -51

30 4,524 4,458 66

31 3,702 3,953 -251

32 3,220 3,448 -228

33 6,208 5,844 364

34 5,317 5,375 -58

35 7,034 6,967 67

36 5,911 5,789 122

37 3,944 3,730 214

38 6,103 5,998 105

39 9,893 9,614 ”

40 6,142 6,251 -109

41 5,101 5,345 -244

42 4,338 4,2n 67

43 4,868 4,839 29

4 4,260 4,249 u

45 8,146 7,966 180

46 6,758 6,813 -55

a7 4,933 4,798 135

48 4,831 5,152 -321
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Discussant’s Response to “Using Regression Analysis
to Assist Audit Judgments in Substantive Testing”

William R, Kinney, Jr.
University of Texas att Ausfin

I'in very pleased to have the opportunity to discuss the updated version of
STAR. Many of my papers have addressed problems in analytical review in
auditing and particularly regression analysis as a tool. Hearing about STAR's
revision was like hearing that an old friendl hadn't died after all. Thus, it was
with some enthusiasm that 1 accepted Raj’s invitation to discuss the updated,
interactive version of STAR wiih itk mew thellls and wifiisies.

My comments are divided into four basic areas and are generally favonaltik
toward the softwaiie and the approach. Rather than being overly technical, 1 will
iry to stimulate your thinking about STAR, provide some perspective, and
assess where we might go froin here. First is a brief hisiory of STAR and some
STAR-related regression analysis research in auditing. Second is an analysis of
what's good about STAR and what's new in the current version, and third will
be some areas that need elaboration or additional thought. Finally, there is an
overall evaluation of STAR @and iits ivRast.

History

As many of you know, STAR, dollar unit sampling, and the AICPA’s audit
risk model were developed by Ken Stringer of the former Deloitte Haskins &
Sells. 1 began my research on regression in auditing after a 1977 conversation
with Jim Loebbecke. We were discussing his research on “‘combined attributes
and variables” sampling which was related to Stringer's “cumulative monetary
amount” version of dollar unit sampling. Jim said that he had based his efftwias
on the presumption that Stringer was probably right, so Jim took what he knew
about CMA and tried to derive what he didn't. 1 decided that 1 would try the
same approach for STAR.

Using Stringer (1975], 1 set out to derive what must be in a regression pack-
age that could satisfy the requirements for a substantive test. My primary prob-
lem was determining what Stringer meant by the “most adverse distribution of
error.” Stringer [1975] gave no clues but said that STAR was designed to be
effectiivee even under that most feared of circumstances. 1 finallly decided that
that must mean that the procedure was based on the sum of estimated misstate-
ments, and therefaiie it didn’t matter how misstatements were distributed. My
solution appeared in Kinney [1979). At a confetieiee: sponsoted by DHS, I
found out that 1 had not guessed correctly about STAR but still had a useffill
result.

Both STAR and Kinney [1979] use an upper precision limit (UPL) on error
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calculation that is then compared to a monetary precision measure (monetary
precision is the magnitude of “intolerable” misstatement for the assertion or
account under audit). The decision tule is:

“If UPL (Enror) > MIP measuire, dhen diomt melly.™

There are two basic approaches to relating UPL to MP, as represented here
today. They diffferr @n How e WL iis catauitaded andl how NP iis imeasurad,. The
Price Waterhouse approach is based on Kinney [1979] and calculates an UPL
on total error for the year (in a time series model) using the standard error far
the total. The resulting UPL for dhe year iis dien compared to & mustariality or dol-
erable error measure for the year. Specificallly, for Price Waterhouse the calcu-
lation is:

UPRLL , p E) =H=+1( (D)oSEKH) MIP
where AP denotes the analytical procedure risk level, E is sum of e estiimaded
monthly misstatements for the year as a whole, and SE(E) denotes the standard
error for dotal miissiatement flor theeyyear.
The STAR approach of Deloitte and Touche calculates the UPL by month
and compares with a monthly MP measure (see Kinney {1979] and Stringer and
Stewart [1985]). STAR makes the followiing; comparison for all values of m>@:

UPLyp (€d)=eert tNVAR)YSEER)>> MPin
where e is the estimated error for the month, and SE(e) is the standard error for
the month. 1t can be shown that the STAR comparison has a unique minimum
that occurs at generally small values of n. Thus, the calculation need not be
made fot all values of m>Q@.

Research since 1975 has found the followim(g Regression analysis is reliable
for the data tested (it has been tested using simulated data and actual data with
simulated misstatements). That is, the actual rate of ffailure to iindiicate material
misstatements does not exceed the nominal level [e.g., see Kinney and Salamon,
1982; Knechel, 1988]. Also, the procedure is “faill safe.” If & precise rmadiel can-
not be developed, then the SE is so large that the UPL will exceed the MP mea-
sure and the auditor is warned that there is insuffiianit evidence for reliance.

As to the success of field application, there is circumstantial evidence that
STAR may be effectiiee in locating potential material misstatements. Kinney
and McDaniel [1989] show that the rate of correction of errors discovered in
quarterly statements of Deloitte Haskins & Sells clients is about twice that far
the population of Big Eight firmns as a whole. While the result may be due to
poor clients or to other factots, these alternative explanations do not seem
likely.

In regard to auditing standards, STAR and other regression-based procedures
are perhaps the only fully operational and practical means of complying with
the provisions of SAS No. 56 [AICPA, 1988] for substantive evidence.
Regression provides a basis for formimng conditional expectations, and a means
of quantifiyiing precision and relating the result to materiallity—two difffociiic
requirements of SAS No. I6. Rafio anslysis and ARIMA mmadidls moay pamially
satisfiy these conditions, but generally they suffiar filom cxeasdive standiard atiars
and, thus, are not effectiiee as audit evidence. Finally, STAR has an advantage
under the SAS No. 31 [AICPA, 1980] approach of assessing risk at the asser-
tions level. In contrast to tests of dietaiils wihiich effien test anily @ single assattion,
STAR may be effediise in detecting misstatements in more than one assertion
and more than one account.
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What's good about new STAR, and regression in auditing?

In additiom to the desirable featutes discussed above, the new STAR
approach is an improvement because of the new bells and whistles that guide
the auditor in developing an acceptable model of @i account. There iis imareased
emphasis on understanding the client's business and many hints are provided to
the auditors on how to better understand the business. First, the model-building
exercise itself requires understanding of the basic covariation among and
between financiall and physical elements. Second, the new diagnostic testing can
confiiim or deny the auditor’s preliminary understanding. For example, the audi-
tor is directed to try to understand why an expected covariation is not observed.

Furthermore, the diagnostic approach is extended through consideration of
omitted variables. Specificallly,, the program tests for discontinuity (or changed
parameters since the base period), autocorrelation, heteroscedasticity, and
abnormal residuals. In each case, the auditor is given hints as to what the pattern
that violates regressiom assumptions might mean in terms of an improperly
specified] model. For example, the auditor is directed to consider whether there
are patterns over time such as a positive residual followed! by a negative resid-
ual. This pattesn may indicate a cutofff pratikeim. Alkse, iit giues guiidiance hout
omitted causal or structural variables.

Beyond auditing applications, there are several additional uses of STAR and
the auditor’s skills in using STAR. A partial list includes: interim reviews of
financiall informatiiom, preparation and review of forward-leeling: informetiom,
and incorporation in a client’s integrated internal control system [COSO 1991].
In fact, the latter two can be combined in developing client forecasting; systems
usefull in formulatiing; plans or budgets for the futute and then providing early
warning that things aren’t working out as planned. The regression model could
be used by the client to direct attention to implementation problems (including
errors and fraud), to revise the planning model estimates, or to revise the model
itself by including variables that had been omitted. Such a system should be
helpfill in business operation as well as in demonstrating to others that controls
are good [Kinney, Maher and Wright, 1990].

Finally, 1 pose a question for professens and practitioners alike (I don't
expect an answer now, but 1 am curious about your thoughts). Given all of e
advantages of STAR, why hasn’t this product and approach been advertised?
Regression analysis seems to offer sdluiioms tio ssevaral pratiblems of adidditessaant
offerss considerable benefiits to clients. Why hasn't D & T advertised it? Why
don't public accounting firms in general advertise their leading edge technolo-
gies? Why isn’t it useful to advertise audit excellence to clients, financiall state-
ment users, audit committees, and prospective employees?

What needs elaboration?

As to limitations of STAR and the Stewart and Thoraton [1992] paper, |
have three general comments. The first relates to the paper and how it could be
made more usefull for professens; who are interested in giving their students per-
spective on practical application of tools such @s regression anallysis (Scott and
Wallace [1992] provide some insights in this regard). The second concerns the
guidance in SAS No. 56 and its incorporatiom in STAR, and the third involves
questions about STAR itsellff.

As a teacher, 1 would appreciate answers to three questions about the appli-
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cation of STAR iim pracfice. First, witat iis the diistribution of theersatioofftibesstan-
dard error of the regression to monetary precision? This ratio relates the preci-
sion of the estimate measured in dollars (SE) to allowable imprecision also
measured in dollars (MP). I believe that the distribution of SE/MP would be
more useful than correlation coefficizniss since, in the former,, both the numera-
tor and denominator are measured in dollars instead of proportion of variation
explained. It would be especially usefull to see the distribution of SE/MP &oress
accounts, clients, and industries. Second, what is the mix of internal, external,
non-financiall, and indicator variables across accounts, clients and industries?
This knowledge would allow professons to assess the importance of internal
variables in designing analytical procedure research projects and to see how
sophisticated the practice models are. Realistic classroom examples could then
be developed. Third, what have STAR’s costs been— training costs, implemen-
tation costs, and the costs of making the transition for stafff auditors fiarm
Deloltte & Touche?

As one interested in auditing standards, 1 am torn between the use of megres-
sion diagnostics to better understand the client’s business vs. signalling possible
misstatements. This same concern was expressed in the receat Expectations Gap
Roundtable [Blocher and Loebbecke, 1992], and in a presentation at this conise-
ence two years ago [Kinney and Haynes, 1991]. The approach taken in STAR Is
consistent with SAS No. 56, para. 21, which focuses the auditor on explaining
unexpected results in terms of non-error causes. Basically, para. 21 says that If
UPL exceeds MP, then the auditor should fiest consider whether the model is
wrong (auditor mistake), then ask management for an explanation. If both of
these fail, then the auditor is directed to consider accounting misstatement as the
possible cause. Since behavioral research has shown that auditoes may focus
unduly on nonerror causes identified! by either of the first two foils, they may
underweight the probability of error or fraud. This problem is Aot unigue to
STAR, but STAR's foeus on understanding the client's business may increase
the tendency.

Turning now to STAR itselff, 1 note two issues that provide food fot thought.
First, stepwise regression includes the variable(s) that best fit the data during the
base period. Each period, by chance, certain variables will exhibit particularly
good fits in explaining the dependent variable even when there is a truly causal
variable available. The best fitting; variables in the base period may not exhibit
much explanatory power in the prediction (audit) period. Thus, STAR may to
some degree select randoraly irrelevant variables. An alternative is a theoretical
basis for the model in each application. The model (or perhaps an industry
model) might be developed once and updated through appropriate consideration
of omitted variables. A theoretically-based model would require more skill in
model building, but may be more precise in the long run.

Second, a reading of SAS No. 31 in conjunction with SAS No. 56 raises an
evidence integration issue that has not been adequately addressed. The issue is
how to combine evidence across assertions and across accounts. There are at
least two levels of andlysis flor iimkegrating mesults wsing megression s an anakyti-
cal procedure. Within an application, care must be taken to account fot the lack
of imtigpendence dlue o wse of tessamertegrassion cepuation ttoesstimate mulitjle
components of an account balance [see Kinney, 1979} Across applications,
there is the problem of thow tio comibine results. Simoe STAR wses @ iivesiiga-
tion rule that considets the “most adverse distribution of enrar,” it may rovide
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protection in signalling possible misstatement when a material amount of mis-
statements is spread over several accounts that are audited using STAR.

Overall

STAR was a very useful tool in 1975. It has led to considerable research and
to SAS No. 56. It holds much promise in the 1990s as a tool for substantive test-
ing in auditing as well as many other areas of cliient sarvices and direct wse by
the clients themselves.

The new "bells and whistles™ should add value through better understanding
of clients’ businesses, and increased value as a substantive audit tool,
Furthermore, its potential as an analytical tool seems even greater now than it
did in 1975.

I'm delighted that the technique has survived the merger, and competitive
and cost pressures. I hope that other firfas will consider its use as an audit and
business tool.
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7

Practical Experiences with Regression Analysis

David A. Scott

Price Waterhouse, Canada

Wanda A. Wallace
College of William and Mary

Abstract

Price Waterhouse has conducted a field experiment on the application of
regression analysis, involving the launching of new software, micro-based train-
ing, and initial modeling for audit use. While the phases of the experiment
included alpha and beta testing of the software as described herein, the: core of
the experiment involved field applications of regression analysis by engagement
teams. Their experiences and reactions are described, as are the future plans of
the firm. Experiences in prior field applications are likewise shared, to illustrate
both the context in which regression analysis has been used and the nature of
inferences drawn, as well as the statistical profile achieved in modeling. Insights
are gained as to the tool’s feasibility, time demands in its application, and per-
ceptions of users.

Introduction

Ower the years, a number of papers have appeared suggesting the benefits of
using regression analysis as an analytical audit tool for risk identification and
error detection. In some cases the authors have described individual applications
of the technique. For example, Campbell and Rankin [1986] described the use
of regression analysis to develop expectations of sales in a manufacturing com-
pany;. Kask [1979] covered an application to identify out-of-line energy costs
for a group of hospitals, and Akresh and Wallace {1981} discussed: a public util-
ity application. Others [Knechel, 1986: and Wilson and Colbert, 1989] have
reported that regression analysis, compared with alternate analytical procedures,
is-a more accurate tool for identifying errors of varying sizes and patterns seed-
ed into simulated data.

Despite these purported conceptual advantages from using regression analy-
sis;. Deloitte ' & Touche is: the only major accounting firm that seems to have
used it regularly, in sampling applications [Stringer, 1975 ‘and Stringer and
Stewart,; 1986—referred to as. STAR]. While Price Waterhouse has had field
applications using regression analysis since 1979, the scope of application has
not been pervasive throughout the World Firm, for a number of reasons detailed
later in this paper. Overall, as has been reported by Daroca and Holder {1985]
and Spires and Yardley [1989], the use of regression analysis and other
advanced quantitative procedures by audit teams, across firms, has been rela-
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tively rare. As-usual, the marketplace is the ultimate proof of the pudding.
Among the barriers have been the need for relatively powerful computing capa-
bility, the perceived complexity of the technique for non-statisticians, and
uncertainty as to-how to relate the results of a regression analysis application to
an audit risk/satisfaction framework.

We have been involved in studying how and if these barriers could be over-
come at Price Waterhouse. In this paper we report on our experiences to date.

The Interest

For a number of years the Price Waterhouse audit methodology has included
an audit: satisfaction hierarchy wherein alternate audit procedures are ranked
based on their presumed efficiency [Walker and Pierce, 1988]. The actual pro-
cedures selected for the audit plan will depend on:inherent risk assessments by
assertion, assessed control risk, materiality, chent expectations, and other fac-
tors. However, all things being equal (which is rarely the case), audit planners
are encouraged to think first about relying-on analytical procedures, then on
internal controls, and to do detailed testing only when particular audit assertions
cannot be satisfied in any more cost-effective way. This approach is consistent
with evidence regarding the value of analytical procedures in risk assessment.
Empirical studies in an external audit context, such as those by Kreutzfeldt and
Wallace [1986 and Wright and Ashton [1988], have consistently shown that
forty to fifty percent of errors detected were disclosed by analytical procedures.
Coglitore and Berryman: [1988] have shown how better use of analytical proce-
dures might have prevented several well-publicized audit failures [also see
Wallace, 1991]. Analytical procedures are clearly an important risk assessment
tool.

Price Waterhouse believes that many advantages -accrue from using analyti-
cal procedures in the audit. For example:

¢ Analytical procedures:-enhance the auditor’s understanding of the
dynamics of the client’s business, which not-only improves the -quality
of the audit but also makes the auditor better able to offer sound busi-
ness advice to the client.

* Research confirms our own experience that analytical procedures can
be very effective at finding errors. For example, Wallace and
Kreutzfeldt [1986], Wright and Ashton [1988], and Knechel [1988a,
1988b] all present evidence along this line. However, Loebbecke and
Steinbart [1987], Kinney [1987], and Blocher and Cooper [1988] show
that trends and ratios are relatively ineffective, at least at the aggregate
level at which they are conventionally used. Research suggests some-
what of a' gulf between the effectiveness of trend and ratio procedures
on the one hand and modeling procedures on the other.

+ Analytical procedures are efficient because they usually provide evi-
dence for several audit assertions simultaneously (in contrast to a
detailed test which may address only one or two assertions).

At the same time as analytical procedures were receiving increased emphasis
in the Price Waterhouse ‘auditing methodology, professional pronouncements
such as Statement on Auditing Standards No. 56: Analytical Procedures
[AICPA, 1988] and International Auditing Guideline 12 [IFAC, 1990] intro-
duced new requirements for the use of analytical procedures in the plarning and
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final review stages of ‘audit examinations. In fact, the auditing standard setters
were mandating what made common sense, and what, by and large, was already
being done in practice.

The strategic emphasis by Price Waterhouse on analytical procedures stimu-
lated an interest in regression analysis ds a tool for the auditor. The potential
advantages we saw from regression analysis were the following:

* In contrast to the judgmental predictive:models embodied in the simpler
analytical procedures such as ratio and trend analysis, regression dnaly-
sis, through measures of precision and goodness of fit, would give a
more objective assessment of the reliability of predictive audit models.

= Auditors generally have little difficulty assessing: whether the direction
of change in an accounting variable makes sense, but regression analy-
sis. could be a more effective tool for assessing the reasonableness of
the amount of change.

» With regression analysis, auditors would be able to define unusual
observations ‘using objective mathematical probabilities rather than the
subjective rules of thumb often associated with simpler analytical pro-
cedures. This should mean improved efficiency in detecting errors, a
supposition borne out by empirical research. For example, Knechel
[1986] concluded that “based on the analysis of Type l-and Type i
errors presented in this paper, the regression models were superior to
the nonstatistical approaches in most cases.” This finding ties to the
idea that the best analytical procedure is the one which alerts us when
errors exist in the data, while minimizing the number of false alarms
when the data is error-free. This concept is illustrated in Figure 1. The
two alternate decisions are investigate or do not investigate. The two
possible conditions of the accounting variable are that it is ‘or is not
materially in error. In the bottom left and top right quadrants, the risk
assessor makes the correct decision. In the top left quadrant, the evalua-
tor does an unnecessary investigation, referred to.as a Type I etror, in
line with AICPA literature (note difficulties with this use of terms
explored by Beck and Solomon [1985]). In the bottom right quadrant,
the decision maker fails to investigate a situation which in fact warrants
investigation, referred to as a Type Il error. Wilson and Colbert [1989]
reached a similar conclusion from their simulation tests that likewise
focus on Type I and Type II considerations.

» Regression analysis may help to quantify important interrelationships in
a client’s business which the auditor suspects exist, but cannot easily
express mathematically. For example, one would be able to quantify the
effect of categorical variables (like location) in addition to numerical
variables.

For all of these reasons, Price Waterhouse decided in 1988 to invest in a
research project related to regression analysis. The technique made sense con-
ceptually, but the big unknown was the broadness of market acceptance within
Price Waterhouse. Was it reasonable to expect audit partners and staff without
real expertise in statistical concepts to try regression analysis with enthusiasm
and confidence? Even if they were interested, would they conclude that the ben-
efit from using regression analysis is large enough to justify the cost of develop-
ing the applications?
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Figure 1. Considering Type I and Type II errors

Investigate
Type I error
Material Material
does not < » e
exist exists
Type Il error
Do not investigate
The Software

Regression analysis had been used on audits done by the firm since about
1980. At that time the Firm developed its own regression analysis software
which ran on a central mainframe accessible from the Firm’s U.S. offices. Some
early successes were reported by Wallace [1983]. Such examples are augmented
by ‘threé dctual case examples from field applications, reported in an Appendix
to this paper. However, the mainframe computing instructions were complicated
for those who did not use the software. often. In addition, turn-around time for
regression output was sometimes measured in terms of days rather than minttes
or hours. The :concept of regression analysis as an iterative model-building
process was not well served by the mainframe. As a result, during the decade of
the 1980’s, regression was used only by a small band of devotees in several of
the Firm’s U.S. offices, and not at all outside the U.S.

One of the first. imperatives was to secure. user-friendly regression analysis
software for a microcomputer. Price Waterhouse considered purchasing one of
the available commercial micro-based regression analysis packages, but decided
against that option. Some packages were replete with complex statistical jargon
which we were sure would inhibit potential users. On the other hand, certain
spreadsheet software packages offered regression analysis as an option, but
these were overly simplistic. modules which lacked the important statistical
checks necessary for auditors to ‘have confidence that their models were statisti-
cally valid. Also, none of the packages came with audit-relevant user help. A
meetinig of professionals who regularly used regression analysis in consulting
and litigation support settings led to the decision to modify the mainframe soft-
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ware to run on the microcomputers commonly used by Price Waterhouse part-
ners and staff. The framework for approaching regression analysis appears. in
Figure 2, as do sample screens that provide an idea of the user-friendliness and
documentary ‘nature. of the program. The user selects whether a time series or
cross-sectional regression model is to be estimated and what confidence level is
used.

Data to be modeled may be assembled in a wide variety of formats, but most
commonly is collected in a common spreadsheet template. The software can
accommodate up to fifteen variables and up to 1,000 observations per variable,
subject to a maximum limitation of 5,000 data points. We have found that this is
sufficient for all but cross:sectional applications on very large multi-location
clients, such as major retailers with more than 1,000 stores. For such clients we
suggest partitioning the locations into groups, each containing fewer than 1,000
units, with a separate model being. created for each group. Figure 2 displays a
sample input screen for the software. Once entered into the software, several
analysis modules are designed to assess the data set prior to creating the regres-
sion equation. These modules provide the following information (see Wallace
[1991] for elaboration on statistical terms):

» ‘various measures of the distribution of each variable including the
largest and smailest values; the sum of all values; mean, median, and
quartile statistics; and measures of variation, skewness, and kurtosis.

* a matrix showing the degree of correlation between each variable and
every other variable.

* a table of autocorrelation statistics with lags from one to tventy-four
for each variable.

One purpose of the input analysis modules is to detect apparent data entry
errors at an early stage of the process before the user’s atterition is drawn to out-
liers, precision intervals; etc. To illustrate; by examining the largest and smallest
value for-each variable; or by comparing the total for each variable to predeter-
mined batch totals, one may expect to detect an incorrect value for a particular
variable. A second objective is to detect an unusual distribution or pattern in the
dependent variable. For example, it may prove to be skewed or to have kurtosis,
or the autocorrelation test may show a seasonal or cyclical pattern. In such
cases, the user is directed to the descriptor variables to see whether any reflect
the same distribution or pattern. Generally this will prove to be the case, but if
not, the user is asked to search for an additional descriptor variable to capture
the attribute being exhibited by the dependent variable. A third purpose.of input
analysis is to study the correlation among the variables in the model, looking for
relationships which in direction or magnitude are inconsistent with the auditor's
expectations. Investigation of such surprises frequently leads to model improve-
ments before the actual regression equation is produced:

Sometimes the analysis will lead the user to transform one: or more of the
variables. The software allows variables to be transformed into natural logs, rec-
iprocals, and deflated values (i.e., to remove heteroscedasticity or size effects),
and also facilitates the leading or lagging of variables. Figure 2 illustrates some
of these choices in menu format. Those observations to be used in the base ver-
sus prediction phase are specified, alongside descriptive statistics.
Transformations are facilitated, and help screens are available to provide the
sort of graphics guidance depicted in Figure 2.
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Once the user has responded to whatever conditions are revealed by the
input analysis, he or she is ready to use the software to specify the regression
equation. Unlike some other regression analysis products; the software does not
use the stepwise technique for variable selection as the primary means of model
creation, although stepwise is available as an option. We believe it is preferable

Figure 2. Overview of Software Design and Sample Screens
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for the user to specify the model based on his or her understanding -of the
client’s business, and to think carefully about the regression coefficients to see
whether they have the expected direction and magnitude. It is our judgment that
in‘an audit context, the use of the stepwise technique runs the risk of turning the
program into a “black box” which the user accepts without understanding.
Moreover, statistical criteria are only one of the considerations of an auditor;
indeed, descriptive power may be sacrificed intentionally in exchange for the
greater evidential value provided by externally-generated independent vari-
ables, as prescribed in Statement on Auditing Standards No. 31 [AICPA, 1980].
Nonetheless, an advanced module of the program is accessible that permits use
of stepwise, and overrides certain automated decisions integrated with the core
program (such as the time-series choice among levels, first-differences, and
Cochrane-Orcutt models)—see the end of Figure 2 for a sample menu.

Table 1
Automatic Statistical Checks
Statistical Tests
Considerati Pexfi i
AUTOCORRELATION ¢ Planning phase consideration of

autocorrelation

* Time-series model selection of first
difference and Cochrane-Orcutt
Runs test
Chi-square test of contingency table
Durbin - Watson test
Autocorrelation of residuals for twenty-four
lags
Goldfeld Quandt

« Non-parametric rank correlation
(These are performed for each independent variable.)

. e o e

HETEROSCEDASTICITY

NORMALITY « Planning phase consideration of descriptive
statistics.
Kolmogorov - Smirnov
Shapiro - Wilk
Chi squared goodness of fit.
Moment check for both skewness and
kurtosis.
Planning phase consideration of corrélation
matrix
» Haitovsky statistic.
CONTINUITY » Chow test if forty-eight observations are
available
» Alternate dummy variable test if fewer than
forty-eight observations are available

- L N

MULTICOLLINEARITY
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For each independent variable, the user is presented with a regression coeffi-
cient, a t-statistic, the confidence level associated with: the t-statistic, -and guid-
ance on interpretation. For the model as a whole, the user is presented with vari-
ous statistics, most notably R square, adjusted R square and the F statistic, again
with guidance on their interpretation. A sample screen of such output is provid-
ed in Figure 2. At this stage, the user will decide whether to proceed or whether
the model requires modification.

If the user proceeds, the next output module involves a series of statistical
checks for autocorrelation of residuals, heteroscedasticity, multicollinearity,
non-normality of residuals, and continuity. For most of these conditions, more
than one test is performed. For example, the checks for autocorrelation of resid-
uals include a runs test, a Chi-Square Test of a Contingency Table for residuals,
the Durbin Watson statistic, and a.test for autocorrelation in the residuals with
lags from one to twenty-four. The users are not expected to know how the vari-
ous statistics are calculated. More importantly from their perspective, heuristics
built into the software warn them when the tests indicate that there is a problem
with one or more of these conditions, If a problem is indicated. it is explained
and the user is provided with on-screen guidance on how best to respond. Table
1 summarizes the automatic statistical checks performed. Figure 2 provides a
sample screen for the summary of checks and illustrative detail-level screens.
Test statistics are reported at ninety, ninety-five, and ninety-nine percent levels
of confidence, to enable model builders to .evaluate how severe the problem is,
if detected.

Once the statistical checks have been reviewed, the next module compares
the recorded value with-the regression estimate for each observation in the data
set. Confidence intervals are presented for each observation and for the data set
as a whole. Over the years a variety of strategies have been presented for resid-
ual investigation—for example, by Kinney [1979], Kinney and Salamon [1982],
and Knechel [1988a]. While recognizing that this is a topic on which more re-
search is undoubtedly necessary, at present we are suggesting to-users that
aggregate precision for the reporting period should not exceed materiality, and
that all but very small outliers should be investigated. This operationalizes the
Kinney approach (extended to a multiple regression environment) of computing
an aggregate standard error for the regression model in both the base and pre-
diction phase, which can be compared with materiality. Related output appears
in Figure 2. As evidenced in such illustrative screens, the focus is on precision,
and the confidence level is derivative, rather than the other way around. A lower
than desired level of confidence will suggest the need for additional audit proce-
dures to be employed to achieve the desired level of audit satisfaction.

The outliers themselves are easily spotted through both tabular and graphical
presentation, ‘as illustrated in both Figures 2 and 3. To further assist the user in
identifying anomalous observations requiring investigation, the last module pre-
sents a:table of equiprobable residuals (and a related graphic) (again; extending
work by Kinney) to complement the outliers in the previous module. Choices
available for evaluating equiprobable residuals (reflective of one-tail and two-
tail concerns) are shown in Figure 2, with screen output. A summary of ‘the
most unusual observations permits:consideration of both evaluation tools: out-
liers. and equiprobable residuals. Users are encouraged to consider both outliers
and large equiprobable residuals when selecting items for investigation.

Some might feel that we are insufficiently prescriptive in our approach to
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Figure 3. Graphic presentation of regression outliers
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investigation of outliers. However, given the substantial amount of judgment
which underlies the audit process (for example, materiality determination or
inherent risk assessment), it-seems natural to us that context-sensitive profes-
sional judgment should play a role in developing a strategy: for residual in-
vestigation. Prediction phase screens-analogous to base model screens, one of
which is shown in Figure 2, are particularly useful in time-series applications.
Another issue raised: in the literature i$ the linkage between regression analy-
sis and statistical sampling. For example; Knechel [1988a, 1988b] shows how
analytical procedures can reduce sample sizes. It is a logical conceptual link,
because both forms:of evidence lend themselves to mathematical expression—
the playing: out, as it were, of the multiplicative risk model. In practice, we do
not expect ‘that audit teams will often need to develop integrated strategies
involving both regression analysis and sampling aimed ‘at the same audit asser-
tion. Sampling can be a very effective form of audit evidence when it is
required, but it can be costly evidence to obtain and may:not be required. For a
variety of reasons, we would prefer audit planners to combine regression analy-
sis and other analytical procedures with assessment of control risk below the
maximum level where possible, including tests of the client’s internal control
structure. To provide perspective as to the statistical profile of past field appli-
cations. Table 2 describes a sample of models. Dependent ‘and independent vari-
ables are described, comparisons:can be made between standard deviation and
standard errors ‘achieved. The types of precision and incidence of outliers are
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reported, alongside statistical problems and information on the descriptive
power of the various analyses. This profile suggests that models typically have a
limited number of independent variables, precision that ranges from under one
to 237 percent on an individual observation basis, substantial descriptive power,
and statistical flags that require separate attention.

Testing the Technique

The modified software was completed and alpha tested by the end of 1989.
We believed that we had good, user friendly software, but the question
remained: would auditors without any special mathematical training or bent
want to use regression analysis on actual client engagements? We decided to
use 1990 for limited beta testing of the software and the training material we
had developed to support it.

Beta Testing and Field Experience in 1990

Our approach was to train the engagement teams for a small number of
audits, with emphasis on large clients involved in retailing, financial services,
and utilities. These industries were selected as starting points because we knew
that existing audit strategies for clients in those industries often put significant
emphasis on analytical procedures incorporating operating and external data, as
well as accounting information. Eleven audit engagement teams were selected
from the United States, the United Kingdom, Australia, and Canada and were
trained in 1990. We referred to these teams as “new users”, because they were
deliberately selected to comprise people with no prior experience using regres-
sion analysis in auditing. Based on limited direction, each team collected data
for their regression application and brought it to the training program. This
facilitated “hands on” instruction using data familiar to them in a client context
with which they had experience.

The results of the 1990 tests were generally positive, although inevitably
they revealed a number of ‘areas where our software and supporting training
could be improved. The regression applications by these 1990 teams included:

Industry Model Type Dependent variable Descriptor variables

Retailer ~ Cross sectional  Inventory shrink Sales, inventory levels,
store security expense,
store size, type of store,
store insurance rating.

Retailer  Cross sectional ~ Store gross profit Sales, markdowns,
inventory, shrinkage,
geographic location
vis 4 vis competitors.

Utility Time series Revenue Volume, rate, number of
customers, degree days.
Utility Time series Revenue Volume, rates, number of

customers, degree days,
dew point, precipitation.
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In addition to course attendance time, the eight teams providing formal feed-
back reported that they had spent an average of seventy hours (with a high of
103 and a low of twenty-eight hours) developing their models, including con-
ceiving the application, obtaining the relevant data, and creating, modifying,
and interpreting: their regression model. The teams recognized that a regression
application would typically require a front-end investment in the first year, but
that the time required to maintain the application should drop substantially in
the second and subsequent years. Considering that the average number of annu-
al audit hours on the eight jobs was. 7,700 (with a range of 1,100 to 20,000), the
teams did not seem to consider that the required time investment was large.

Teams were asked whether they had changed the nature and extent of their
other audit procedures as a consequence of using regression analysis. One retail
team which used regression analysis primarily as an attention directing planning
tool reported that it had been able to select fewer stores than normal for investi-
gation as a consequence of improved risk :identification. This was: possible
because regression analysis indicated that stores which were not outliers were in
line with expectations, as quantified by the model. A banking team reported a
similar experience and estimated that 200-250 hours of investigatory work had
been saved. Four teams using regression analysis primarily as a source of audit
satisfaction intended to replace other audit procedures, either less effective ana-
lytics (three cases) or detailed tests of transactions (one case). Two teams did
not alter their other planned audit work in the first year because they were
uncertain what they would learn by using this new technique.

Teams were also asked whether using regression analysis resulted in them
learning anything new about the client. Six of the eight teams believed some-
thing important had been learned, typically additional insights into the interrela-
tionship among financial and operational variables. Given the fact that these
were large clients. on which considerable audit effort was already being ex-
pended, this result is noteworthy.

All teams but. one reported a favorable reaction from the client to Price
Waterhouse’s adoption of this new technique. Two of the clients already made
some use of regression analysis as part of their business planning activity.
Another client asked to license the software for use by its internal audit group.

The most revealing question ‘concerned the teams’ intentions regarding the
future use of regression analysis. Seven of the eight teams planned to continue
to use the application they had developed, while six of the eight planned to
develop additional applications for the client. Individuals were asked whether
they would like to use the technique on other clients, and eighty percent
responded in the affirmative. Based on the Firm’s experience in pilot testing a
variety of methodological and software tools over the years, these are high
approval ratings.

All eight teams believed there were industry-specific regression applications
which could be used on many audits in their client’s industry. To facilitate this,
a central ‘data base of all regression applications has been created which can be
accessed through the Firm’s wide area network. Thus a team contemplating a
banking application, for example, can easily determine what regression models
have been previously developed for bank audits, and who to contact for a
detailed description of each application.

Following the successful completion of the pilot program and some attendant
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internal publicity, a number of other engagement teams volunteered for training,
with the result that by the end of 1990, about fifty engagements were using the
software. Some of these represented engagemerits with previous mainframe
applications which have been converted to the microcomputer.

Experience in 1991

By the end of 1991, approximately eighty engagement teams had been
trained and more than 100 applications had been designed. Early in 1992, Price
Waterhouse decided to survey users to gain a better understanding of how the
use of regression analysis had affected their audit engagements. Key results
based on the twenty-six replies received to date are outlined in Table 3. The rel-
atively low response rate is the result of our sending the survey request out at a
very busy time of year for the audit practice. In-addition, a number of planned
applications are currently in process, and so the teams were unable to report
complete results at the time of this writing.

Regression analysis is being used on audits in a wide variety of industries,
but as we had initially expected, retailing, financial services, and utilities seem
to present particularly promising opportunities because of the wealth of objec-
tive operating information upon which models can be built to predict financial
performance. Oil and gas, publishing. commodities, and hotels have also yield-
ed several interesting applications.

There are an almost equal number of time-series and cross-sectional applica-
tions. Nearly all of the time-series applications involve modeling monthly finan-
cial data, and from two to five years of monthly observations are used to build
the base model. The cross-sectional applications are generally used to identify
anomalous locations in a multiple location business (e.g., retailing) and have
involved from about thirty to 1,400 locations.

Most teams have chosen a confidence level of either ninety or ninety-five
percent because they have found that this yields sufficiently tight precision rela-
tive to audit planning materiality, while minimizing the number of outliers to be
investigated.. Most of the models built have excellent explanatory power. Of the
twenty-four teams which reported the value of adjusted R-squared in their apph-
cation, eighteen had achieved ninety percent or better. (Note that R-square must
be viewed in tandem with: precision and is typically lower for balance sheet
accounts than income statement accounts due to lower variability in such
accounts),

The first-year time cost to develop and execute a regression application has
varied considerably from twenty-two hours to 212 hours, with a mean of seven-
ty-four hours. We estimate that the cost to repeat the application in the second
year will be less than half this amount because the costs of learning about the
technique, designing the application, and obtaining data will be substantially
reduced.

It is currently difficult to tell how much time elsewhere ‘in an .audit can be
saved because of this time investment. We have noticed that most teams, being
uncertain of the value of this new technique, have opted to retain their previous-
ly planned detailed tests of balances and transactions “just in case”. With only a
few exceptions, the only effect of regression was to replace similar but less
sophisticated analytical procedures.. A better measure of savings would come in
the second year of use when teams will be planning their audits with ‘a much

161



‘$2inpa20id SULISYIe3-90UIPIAS JBYI0 PUR ‘$IA1IN0 S
uig[dxs $i0)duosap [BUONIPPE J1 338 01 [APOLU 3Y) JO UONBUINSI-O)
*s2unpasoid Juinsay pajieIop IAJ0AUL UL SI191(IN0 Jo dn MOT[0) - 9 9
¥T upne g Anuo [enuey T puodsay 10N pid
‘suoneoydde Sunseoaioy o1 15eNu0d ur ‘uoneiuano ised si Aq [ J31S JUR1D Aq AnUa [enuB]y € %08 19pun
payujdiuts stixauon yipae ue wi Juiping [Ppous Joj viep Jululeiqo - L Jandwod IO w0y PapROuMOQ € %06 01 %08
¥ %560 %06
VL [44 Tie (aAnIppe 1ou) wads swy [eIo), :Anua‘eiep Jo poyIBN' 6 14 SI0UI IO %S6
4 z ol Fuimarsay €€ MO panatye onjea parenbs ¥ pasnlpy L
8 I 0z UOREUAIRI0C] 00¥'l yay
L 0 $C s11pno dn Jutmoljog 9%
ot T ov mdino: oy Suizkfeny suoneoyjdde jeuonoas-ssoi1) T < %08
3 1 [0 nduy oy SurzAeoy S © %06
4 I (43 e1ep ay) SuiureiqQ 9 v Mo 61 * %S6
81 [ 08 wonesijdde sy Surdofoasq zi 09 ySiy {PAIDI[IS [IAI[ POUPYUOD) 'Y
i z % 18K] 1 inoqe Fur 1 aseYJ UONdIPAIY [3poN ‘aseq 9z
T = [BUONI2$-$S01))
uRAl Moy ydiy suonesijdde soues-suy, fal - $oues-ouny,
1(s1n0Y) JeaK JSIL) UL PIISIAUL BWL], 'O SUONBAISSQO JO JIQUINN '8 :[BUONOIS-SSOID JO SALIAS-DWHL], G
uopiedijdde 3y jo sprjaq
e e
9T
(a1qeadpajmouy L19A Bu19q ¢ Yim *-1) id $9D1AISS [RUOSID
uoneasydde ayy 1noqe Jouyred yuswadedus jo [asfa8paimouy I SHOTIEDIIRWWIO])
! 318D qeoH
6t uesN I uonnquosiq
I Suumoejnue
‘(aatsoddns. K194 8utaq S yum ‘G-1) siskjeue z sja10H
uo1ssa1331. 3o asn 3y} spremor:Jaunred Wwawsdedus jo spmmy ¢ z Ann
€ Buiystqng
006'C eajy v se8 pue 1o
081 Mo S Suipreray
0001 4dH S S30IAITS [EIOUBULY

oy upne Sutndal [enuue seunxorddy g

sajesado JuaN[o auy Uolym wy Ansnpup  °§

[easuss)

(suawaze3UY XIS-AUam ) YOBqPIIY ApmS PRI

€398l

162



w

Impact of regression analysis on the audit

11.. Used as attention-directing tool during planning?

Yes 6
No 19
Did not respond 1

26

12. If yesto 11, did the use during planning change the extent of the work during execution phase?

Yes 1
No 5
6

13, Used to provide satisfaction during execution phase?

Yes 20
No 5
Did not respond i

26

i

note that when management inquiry suggests an explanation for results differing from expectations, the regression model
can be rerun to borate the reasonabl and sufficiency of management's explanations.

14. Did regression replace other procedures which would otherwise have been carried out?

Yes 10
No 16
26
- g Ily ion analysis replaced less sophisticated analytical proced

in a srall number of cases regression analysis enabled a reduction in detailed testing at various locations of multi-location

'

clients.
15. Did regressi lysis imp dit effecti 7
Yes 12
No 14

26

0

since past audits were viewed as effective, the “No" responses can merely suggest comparable effectiveness.

16. Did you learn anything new about your client's business as a result of using regression analysis?

Yes 16
No 10
26
17. Does the:client use il lysis for i 1 g purposes?
Yes 4
No. 22
26

18:. Clientreaction to the auditor's use of regression analysis (1-5, Where 55 very supportive)
Mean 3.59
Future plans: for using regression analysis

19, Will repeat this application?

Yes 23
No 2
Did not respond 1

26

20: Will develop-other applications on this client?

Yes 6
No 20
26
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better understanding of what they can expect from regression analysis.

The use of regression analysis has had a number of very positive results. One
positive result was that sixteen. of the twenty-six teams reported gaining new
insights into their client’s business as a‘consequence of the use of regression
analysis. Most often, the learning involved an improved appreciation of how
key financial variables respond to changes in different operating variables.
Another positive result was the reaction of clients, very few of whom make use
of regression analysis themselves. Most were very interested in and supportive
of what the auditors were doing. However, there was some degree of polariza-
tion in the answers, because a small minority of the clients were somewhat
skeptical of a technique with which they were not familiar.

The most revealing question-concerned the teams® intentions regarding the
future use of regression -analysis. Nearly all teams intend to continue with the
application which they had developed. However, somewhat surprisingly, only
six. teams. indicated plans to develop other applications for the same client.
Since cross-sectional applications often focus on a single model, ‘this result
could be skewed by the nature of respondents. Moreover, training tends to focus
on the revenue stream, whereas multiple-year experience has led to diverse
modeling of income and expense streams, as well as balance sheet accounts.

Conclusions

Our experiences to. date with regression analysis have been generally posi-
tive:

» The software works well and teams find it easy to use.

* Once teams build an application, they nearly always maintain it.

» Auditors have been able to improve their understanding of clients’
businesses through the use of this technique:

+ ‘Most clients:react positively to the use of a technique which they con-
sider to be thoughtful and innovative.

On the other hand, some sobering realities are apparent:

* A minimum of two days’ training is required before auditors are rea-
sonably self-sufficient.

* Building a regression application is time-consuming; particularly when
the values of key operating variables are not immediately available (as
is frequently the case). At the same time, it should be noted: that a sig-
nificant portion of the first-year time investment is non=recurring.

» “The firm must maintain, as:a centralized resource, people who: possess
an enhanced level of understanding of both theory and application
issues regarding regression analysis.

» Even after implementing the technique on a significant number of
engagements, it'is not yet obvious: that regression analysis will save
more audit time than it costs.

While teams generally reported that the use of regression analysis improved the
effectiveness. of their audit, it is difficult to link the identification of specific
adjusting journal entries to the sample under study. However. it would be wrong
to conclude that regression analysis failed to find significant errors which exist-
ed. Most of the clients in this sample are large and well-controlled. and would
not be expected to make significant errors in their financial statements. Qur
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experience to date does not lead us to challenge the results reported by
researchers who have studied the performance of regression analysis in simula-
tion experiments. Indeed, among the findings of past regression applications
are:

« discovery of reporting errors by branch operations,

 atheft ring that accounted for a retailer’s poor performance,

= recognition of a change in cost allocation techniques that had not been
disclosed,

* identification of a $300,000: transaction improperly placed in a sus-
pense account which should have been in the share balance, and

» selection of five units to visit, three of which had just been discovered
by management as having serious problems.

It is the intention of Price Waterhouse, for the balance of 1992, to continue to
expand the use of the technique in a controlled manner, focusing on industries
such as financial services and retailing where we have begun to accumulate a
significant number of successful applications, with underlying concepts:that can
be easily replicated at other client settings.

We believe that for regression analysis to have a chance of success in audit-
ing, auditors need software which is audit-oriented and easy to understand, yet
statistically rigorous. They also need proper training and support, and an appro-
priate client situation in which to use the technique. Given all of these require-
ments, regression analysis can be a very useful tool. Its promise is at last being
realized.
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Appendix
Field Applications

A Time-Series Illustration for Revenues

Bank audits are often highly reliant on analytical procedures, One reason is
the availability of a pervasive, readily available, totally objective descriptor
variable in the form of the bank primie rate of interest.

The audit team at a money center bank decided to build a regression model
to predict the bank’s interest income each month on the commercial loan port-
folio. The bank was well-controlled and the team reasoned that if they satisfied
themselves with the controls over the production of accounting information
using an integrated test facility, and did quality analytical procedures on the
aggregate commercial loan interest income, it would be possible to eliminate
much time-consuming detailed testing of individual interest income calcula-
tions.

Often regression models are built by thinking of the price and quantity
dimensions of the variable of interest. In this case, a quantity dimension was the
average monthly loan portfolio, for which audit satisfaction had been derived in
part from a test.circularization of customers. However, the team first excluded
non-performing loans from the portfolio since they were typically not generat-
ing any income. A second quantity dimension included in the model was time,
since the number of days in a given month could vary from twenty-eight to thir-
ty-one. The price dimension was provided by the average market rate of interest
for each month. Some experimentation. was done with both U.S. prime and the
London interbank overnight rate (LIBOR) individually and'in combination,
before it was established that the inclusion of U.S. prime alone resulted in the
model with the best predictive power.

The model ‘'was built to predict monthly recorded interest income. However,
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the auditors recognized that monthly income was sometimes affected by certain
non-routine transactions, of which the three most common examples were the
following:

* Interest was sometimes received on non-performing loans and credited
to income,

* When a loan was classified as non-performing,.any unpaid interest
accrued on that loan was reversed.

« On occasion, a non-performing loan was restored to the performing
category, and previously reversed income was restored (usually
because the customer had paid the arrears).

The audit team decided that it would wish to know of and examine non-rou-
tine transactions individually, and so they were extracted from the monthly
recorded income figure used for the regression model.

Monthly data for the two years preceding the year subject to audit were
obtained for average adjusted performing loans, average U.S. prime, number of
days in the month, and adjusted interest income. The resulting regression model
was able to predict about ninety-four percent of the month-to-month fluctuation
in interest income during this base pertod, which the auditors regarded as satis-
factory reliability. All of the descriptor variables had significant t-statistics,
indicating that they were contributing meaningfully to the model. Statistical
tests did not indicate any problems. Therefore, the model was used to predict
monthly interest income for the year subject to audit.

The results were very satisfactory. The aggregate of the twelve months’
recorded income was only thirteen percent different from the aggregate of the
twelve months’ regression predictions, a difference which the audit team did not
consider to be significant. The -aggregate precision of the estimates for the pre-
diction period was +/- 2.1%; which was considered to be acceptably tight rela-
tive to the materiality for the engagement. In fact, this precision will very likely
improve in the future as more months’ data are added to the base model-used to
create the regression equation. Finally, none of the individual monthly recorded
balances were statistically different (ninety-five percent confidence was used)
from the corresponding regression estimates.

In this case the audit team believes that the use of regression analysis has
helped to reduce substantially the time required by them to obtain audit satisfac-
tion with respect to a substantial proportion of the client’s interest income. At
the same time,. the auditors’ awareness of the non-routine transactions was
heightened by their need to identify them and exclude them from the recorded
income figures used in the regression model. The audit effort is properly
focused on ensuring that the accounting for these transactions is correct.

A Time-Series Illustration for Expenses

The auditors of a Fortune 500 company decided to use regression analysis
software for their audit of payroll costs at a major division. Their objective was
to assess the risk that recorded payroll costs might be misstated for any quarter.

They decided to use gross payroll costs as the dependent variable. after first
excluding incentive compensation which they decided to test in detail. As
explained above, many regression models have measures of price and quantity
as descriptor variables. After considering various possibilities, the audit team
selected the average monthly number of employees as the quantity variable, as
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obtained from personnel department statistics, and the consumer price index as
the price variable.

Actual data was obtained for the previous five years, or for twenty quarters
in total. It was then realized that during the period, two special events had
occurred which were not reflected in the model. During one quarter, the divi-
sion had incurred a significant level of severance costs :as-part of a staff reduc-
tion program, while just before the end of another quarter a significant level of
new hiring had taken place, affecting the headcount statistics significantly for
that quarter, but having only ‘a negligible effect upon the compensation costs.
Additional variables were created to control for the effect of those two. pro-
grams.

Based on the data for the twenty quarters, a regression model was created
which was able to explain about ninety-five percent of the quarter-to-quarter
fluctuation in payroll costs. However, six of the twenty quarters exhibited dif-
ferences between actual and predicted payroll costs which were statistically sig-
nificant at a confidence level of ninety-five percent. Of those six, two quarters
had particularly large differences on the order of four to five percent of the
recorded payroll costs. Further analysis was planned to understand better the
causes of these fluctuations. If the causes, once understood, were reflected in
the model, the model would become an even more effective prediction tool. In
other payroll applications, descriptor variables have included vacation pay, sick
pay, overtime, down-time; and part-time employee factors, as well as the influ-
ence of the mix of unionized and non-union personnel.

While possible refinements to the base model differences were being investi-
gated, the andit team used the existing model to assess the risk of error in pay-
roll costs for the first two quarters of the current year. The aggregate payroll
cost for the six months exceeded the regression estimate by about two percent,
and the auditors decided that no further detailed testing of payroll costs was
required.

The benefit of this regression application was to direct the attention of the
auditors to quarters where payroll costs were significantly different from expec-
tation, and to minimize or even eliminate work on quarters which were closely
aligned with expectations. It should be noted that the concept would apply
equally to monthly payroll data, except that fewer than five years’ history would
suffice for model-building purposes.

A Cross-Sectional Illustration

A large food processor operates about forty plants producing the same baked
goods product line for sale to food retailers in their local geographic area. Part
of the audit strategy calls for field visits to a selected number of plants to assess
internal controls and to test accounting balances and transactions. The auditors
desired to develop a more sophisticated risk-based approach for deciding which
plants they would visit.

Each ‘plant is a profit center with its own balance sheet and income state-
ment. The principal items onthe balance sheet are receivables, inventories, and
accounts payable. Two important income statement items are cost of ingredients
and payroll costs. The auditors decided to build separate cross-sectional predic-
tive models for each of these five ‘accounting variables, using .as independent
variables other-accounting information and operating statistics such as sales.
pounds produced, and number of employees. The descriptor variables for each
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model varied depending on what was considered to be most relevant. The mod-
els produced were all effective at predicting most of the plant-to-plant variabili-
ty, ranging from about eighty-two percent of the fluctuations in payables to
ninety-eight percent of the fluctuations in payroll costs.

The auditors judgmentally ranked the risk of material error:for each of the
five dependent variables as 3, 2 or 1 (3 being highest risk) based on the past his-
tory of errors and other factors. The regression models were run, and the residu-
als captured for each variable for each plant (the residual is the difference
between the recorded amount and the regression estimate). The five residuals
for each plant were first standardized to take into account differences in the size
of the plants and the variables, then were weighted by the inherent risk factors,
and finally were added together to produce a single overall risk score for each
plant. The auditors intend to focus their location visits on the plants with the
highest risk scores. In addition, unusual fluctuations for any of the variables for
a location not visited are to be at least discussed with the plant controller to
determine whether there is a plausible explanation.

The auditors believe they have developed a much more objective approach to
selecting plants to visit. However, they recognize that their models are capable
of continutous improvement as they gain an improved understanding of the busi-
ness by investigating differences between actual and expected performance.
These investigations have identified such relevant factors as the introduction of
new product lines, unionization, intracompany purchases, economies of scale
effects, private label arrangements, and the possibility of obsolete wrappers or
similar disruptive factors influencing descriptor variables.
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Discussant’s Response to “Practical Experiences with
Regression Analysis”

Peter R. Gillett

Formerly with Grant Thornton, U.K.

Formerly with Grant Thornton, U.K.
Introduction

Intraelusttome a contemporary commonplace to characterise approaches to
audyt %‘BB@W‘SSCBE@HﬂﬁrdﬂPWﬁ |8 tHAgsARsEse aé}S’pPﬁHHﬁEs“%S
Bﬁfsmgmgﬁmﬁéﬁ%ted?%ﬁ?epaﬁﬂéﬁﬂﬂéﬁé Y BECTRSEOAS REPUPKRRHIRF Y
rorbdgrmenial orstePhdhsesReS Hition A veeh theeaPRUSEEINT Pl TS HEREOR
m@mrgemmmsaﬁa TR, SEIMNSASAAGeBFAMHE HpWifoh HRIGrasbRs
graRIed imehods S RHSLICAla AR fis IIcERRIBMIE WAk NOChRER: Wireh
Hoesttiftedl PREtifSHALIRISRYIIA RantoIiHg, MRYeahystelound@ PBICBAER ity
UsRCcHE QY parmReey RhaudititPldse who have not yet found a place for it with-
in M)Yr WA §?Fﬁbu@r6F‘aﬁ"(§i?”cBEﬂ§: has adopted a’structured audit approach
incRAPORRARERrAURRERC ARt d adidmstaads. APdoYshery AL TaBFRtHeR
MArSbraignat Agr B toytiairicHsaRmomath Bis RARFY/é BocHoubresrawied
BRAMEX M PBnfaRisdervauA M st asdinmithads bk ths doupedstred
%tﬁeﬁi, TERmoARALY i iiAhtiride atditingeRTodesarn iy asdaiitdtmayehe
bslebubaf Ehraiothanalsitime Rl isiiamy SRS gReRREONS gfoRe
F%Igf_ﬂg ithiSoRgRsT thERC hy oAk Rg ésl}r[mﬁdseﬁ»e ofURRP i expBtis it Bt
lesting tRisegapbiat pRsyeBUldBE fndde ypumbnssRkeiificutisaghtiampinks
fOSKRHaE dea Nt TS PeRK NG IShRARIY T82AStSIABCH G Y8iffidGes MRl deay be
encpuRiRERHeRXALUSHENRRREKIAONAAPPIY regression analysis. These include:
» How are the calculations for negression andlysis cariied aut?
* How is the validity of @ negression muattdl conirdlisd?
* What do the various statistical terms associated with regression
analysis mean?
2. Conceptual problems, such as:
» When is regression analysis applicable?
* What audit conclusions can be drawn from a regression analysis?
» How can regression analysis be integrated with other audit proce-
dures?
« How are the results of megression andhysis ndkated oo pitanming rmste-
riality?
¢ What degree of reliance can be placed on the results of regression
analysis?
3. Practical problems, such as:
» Can plausible models be built within acceptable audit timeframes?
» s sufficientt client data available for regression analysis to be car-
ried out?
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* What is the audiitor's position when the regression analysis does not
appear to support the client's reported results?

1 shall comment a little later on the extent to which the paper addresses my
prior concerns.

Background

In a paper presented to this symposium in 1990, Kinney and Haynes [1990]
traced the history of amallytical procediures hack ouer sivdy years. The disoussant
at that time (Abe Akresh) generally agreed with the analysis of dite wsefulness of
analytical procedure results as substantive evidence. In recent years, competi-
tive pressures driving the never-ending search foi improved audit costreffastivee-
ness have created greater emphasis on analytical procedures, as have changes i
professieneall literature in the U.S. (see, e.g., SAS 56 [AICPA, 1988]) and else-
where (e.g., Auditing Guideline 47 iin tthe WK. [[CAEW, 19839)). Tiiee jiflen o6f
using regression analysis in auditing goes back at least twenty years, and pef-
haps even longer, but as the authors of the present paper note, actual use of
regression analysis has been relatively rare [See, e.g., Daroca and Heolder,
1985]. David Scott and Wanda Wallace cite numerous advantages of using
fegression analysis, as do other authors [see, e.g., Stringer, 1975], and yet it has
never been widely used in the auditing professiom. Certainly, it has long been a
disappointment to me that auditors are generally so reluctant to take advantage
of mathematical tools. The guestions that the authers of dhis paper have chesen
tg address, then, are both impertant and interesting ones. | commend them forr
that,

General Observations

Nevertheless, there are a number of ariiticisms of aaggarardl maturee thaat ocan Hee
made of dhiis gper:

 Firstly, there are several important questions that the authors do not
deal with, which 1 shall comment on in detail later; in the authors’
defence, it may be said that these are not issues that they intended to
address—howewer, to take one specific example, it seems a great
shame that the authors have not tackled the integration of regression
analysis with other forms of audiit eviidiance.

* Secondly, it may be said that the results reported in this paper do not
greatly add to the sum of human learning—hellpffill softwaie has been
developed, and it may be interesting to know that most of the audit
teams intend to maintain their regression applications in future, but it
will be more interesting to know, in a year or two, whether or not they
have; this is, of course, @ aridicism of tHeepaqrer rratiar taan thee udetly-
ing project.

» Thirdly, it is questionable how relevant the authors' findings are to
auditors who do not have access to the softwaie developed during
this project, and foi whom an average time spent per application of
seventy-fowrr hours would be extravagant; the mean annual recurring
hours is reported as 2,900, and there is no reason given to suppose that
for an engagement with 290 recurring hours, a usefull regression analy-
sis could be completed in 7.4 hours—although this is not a problem of
the authors’ making.
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These are very general, and somewhat sweeping, criticisms, and I should like
to balance them with some more positive comments. It is gratifyimg to see a
finm that has not previously been known for its acceptance of quantified! audit
tools investigating the application of megrression andlysis. 1l flor ame am glad diat
the authors have chosen to share their findings with the rest of e professional
and academic communities, and pleased to note that so far they have enjoyed a
measure of success. The conclusions that the authors reach are frank, realistic,
and plausible. 1 congratulate them on all this. Furthermorte, the authors have
demonstrated successfullly that audit software can be used to tackle the fiistt
group of jprathllerms ttat 1l @udlimed iim moy intireduction, thy performing dhe regres-
sion analysis, helping the auditor control its validity, and protecting the auditor
from the need to be able to defime and explain kurtosis (or to pronounce het-
eroscedasticity). This is a significamtt step, and again 1 congratulate the authors.
Obviously, this is a project which will continue foe some time yet, and 1 look
forwaiid to hearing how it progresses.

Detailed Comments

It is perhaps inevitable, given the nature of the critical process, that my
detailed comments are largely, though not entirely, adverse. It may be appropri-
ate, then, to put them in context by making it clear that many of deim @are cridi-
cisms of the paper in which David Scott and Wanda Wallace have presented
their findings,, and not of the praject itself; mamny of then), thatdtare, caultleaasily
be resolved. 1 should also like to emphasize that my comments do not, in the
end, diminish my enthusiasim for dhe work dhat die authors have cartied Gut.

According to the authors, Knechel [1986] and Wilson and Colbert [1989]
have reported that regression analysis “... is a more aceurate tool for idemtiffy-
ing errors...."” What is intended by "accurate” here? Does it concern the preci-
sion with which misstaterents may be evaluated? Knechel [1988] concluded
that regression analysis increased audit effectivenasss and was very efficiznit in
detecting potentially material misstatements. There is scope for greater clarity
here. 1 am also not clear what the authors have in mind when they repert that
“one accounting firim seems to have used it regularly, in sampling applications.”

A more substantial comment, however, concerns the distinction that the
authors draw between the use of regression analysis for risk identification arahd
for error detection. My interpretation is that they are refettiing; to the uses of
analytical procedures at the planning stage of diie zwdiif, amdl s suhstangive evi-
dence as an alternative to detailed testing. From evidence that analytical proce-
dures are effectiise in discovering errors, the authors conclude that they are
“clearly an important risk assessment tool.” My problem is with the justiiffication
for the use of “clearly,” and the applicability of the conclusion to regression
analysis. Analytical procedures at the planning stage should be efficisit at iden-
tifying areas where misstatements are likely to occur. Analytical procedures as
substantive evidence should be effectiiec at detecting misstatements. 1f the
authors are clalming that a procedure that is effectiiee at detecting errors that
have occurred is efficianit at identifyyimg where errors are likely to occur, some
supporting argument is needed. In any event, knowledge that the stock con-
troller at one location is living beyond his perceived means, and has a criminal
record for fraud in a previous employment, is likely to be a more efficirnit way
of identifying a branch at risk than a cross-sectional regression analysis. 1n my
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view, the costs of carrying out regression analysis, as described in this paper,
are likely to mean that it is more atiractive as a substitute for other substantive
procedures than as an attention-directing device at the planning stage.

It is not necessarily important to an understanding of de work @and findings
presented in this paper to know why Price Waterhouse chose to develop its own
software. The arguments given in the relevant part of the paper, however, are
insufficignit}y detailed to be convincing. The comment that commercial pack-
ages were replete with complex statistical jargon looks weak, for example, in
the light of e tanminology iiniraduced im Figure 2 and Table 11 OFf cairkse, iitiis
quite possible that the quality of the softwate itself dispels this concern better
than the reasoning provided in the papet. 1 could not help wondering, for exam-
ple, what help the softwaie gives the auditor in assessing the implications of
informatiem it provides as to “various measures of die diistibution of eaathwiati-
able including ... skewness and kurtosis ... a matrix showing the degree of cofire-
lation between each variable and every other variable .., a table of autocorrela-
tion statistics with lags from ofie to twenty-fouir for each watiebile:”

We are told that the softwaie can accommodate up to 1,000 observations per
variable, subject to a maximum limitation of 000 dada pmoinds. Wiilst dhiis ey
be necessary for some of dhe @udiits mefierenced iin dite paper, My auditors com-
sidering the use of regression analysis are inhibited more by a paucity of data
than by such an excess. It would be interesting to know what protection the sofi-
ware offerss by way of minimum acceptable numbers of observations prior to
attempting a regression.

Successfull use of megression amallysis iin die audiiting amnvironment (@s indtsad
for other analytical procedures) is largely dependent on a good understanding of
the client’s business, and this is a point well recognised by the authors. This is
reflected in their view that specificaiiiom of the independent variables by the
auditor is preferaiblle to automatic stepwise regression. Nevertheless, whilst a
manual stepwise regression can be stopped when the results appear to be
acceptable, softwate offerss ttie @ypRentumiity tto cantiine stgpwiise rggrassion witth
backwards elimination, and a “best regression” identified in this way may itself
provide the auditor with additional insights. Some discussion of die itmplications
of ks wonild the welaome.

One further thought on how automation can assist auditors in dealing with
the complexities of megression amlysis: it wonild he atiractive to sae same wiark
on the use of mobust regression to iidientify auidliars.

The authors recognize that the issue of mesidual iinvestigation requiires further
research. Kinney and Salamon [1982], Stringer and Stewart [1986] and Knechel
(1988] all offer perspectives on this problem. A key part of the Price
Waterhouse approach is that the focus is on precision, and the confidence level
is derivative. Although Price Waterhouse does not take this line, this sits well
with those of us who might want to combine the confidenee derived from the
regression analysis with other forms of audiit @assurance iin some explicit fiorm of
the Audit Risk Model. The authors, however, take the view that audit teams will
not oftem need to develop integrated strategies involving both regression analy-
sis and sampling aimed at the same assertion. This might initially seem plausi-
ble enough, but really it will not do for a varlety of reasors:

o Even if tthe iissue iis mot expentad o afise offten, some deeatnant will te
required when it does.
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* 1t may sometimes be desirable to combine regression analysis with
forms of detailed testing other than sampling, and this begs the ques-
tion.

* Some professionall literature (g.g., Auditing Guideline 417 in the U.K.)
expects that “...in most cases, analytical review procedures will be used
in conjunction with other substantive tests.” The onus may be on the
auditor, then, to show why this was not appropriate; if an approach is
taken whereby the confidemce level is derivative, there may well be
some “topping up” necessary to achieve the desired overall confidence.

« This may still be true even when reliance on the environment or inter-
nal controls are added.

In 1990, it appears that eleven teams were trained, but that eight teams pro-
vided formall feedback. We are not told what conclusion can be drawn as to the
missing three teams.

For Price Waterhouse, the positive feedback from the teams involved in the
project is clearly important. From the methodological standpoint, however, it is
by no means clear what significance can be attached to it by readers of the
paper. For example, “... one retail team ... reported that it had been able to select
fewerr stores than normal for investigation as a consequence of improved risk
identification.” What does this mean? How did they know that they had
improved risk identificafiien? Does this simply mean that they had greater coniffi--
dence in the technigue than in their previous methods, and so they chose to visit
fewerr stores? Why did they not conclude instead that as the technlque identifiire!
fewesr stores than usual, it was a more risky planning tool? What impact did
reducing the number of siores have on dite effectiveness ©f tHeeaudli?? @, ttorike
another example, “... a banking team ... estimated that 200-250 hours of itiwesti-
gatory work had been saved.” What does this mean? Presumably, the 200 houts
work in question was not done—but how did the team establish that the regres-
sion analysis was just as effeciie?? Did they net, rather, avoid the detailed work
because they believed the regression was effeciie? But, then, was this a con-
clusion based on the application, or on the training that Price Waterhouse had
given them?

1 am not, of course, suggesting that any of the conclusions these teams
reached were wrong. 1 am suggesting, however, that there is no objective evi-
dence to support them. This is not itself a criticism of the project; one of the
aims was to establish whether ... partners and stafff ... would ... conclude that
the benefiit from using regression analysis is large enough to justifiy the cost of
developing the application.” It does mean, however, that we should be careffull
not to cite these results as evidence of the effectiivenesss of regression analysis.
The more hesitant results reported from the 1991 experience are perhaps more
representative of dhe meallity of thHeessituaiton. [itreemainsttoteesseen witaatiingplica-
tion the low response rate for 1991 has for the overall results of dhe expatimeant.

Conclusions

1 have already commented that the authors addressed the technical problems
1 raised in the introduction by the design and application of audit software. 1
have also suggested that 1 did not find in the paper satisfactony answers to my
concerns about the conceptual difficultiess of integrating regression analysis
within a structured audit approach; there is little in the paper that addresses
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when to use or not use regression analysis, and why. What about my third cate-
gory of prilor issue, tthe practical pratilams?

Within the scope of tine mgported praject there is mo dilscussion of e practi-
cal difficuitigss that arise when the auditor who has used regressiom analysis con-
cludes that the client’s recorded figures are misstated. Without detailed results
as to what caused the misstatement, or a clear idea of wihere tthe ather sidle of thee
correcting journal entry should be posted, the attempt to persuade the client to
make an adjustment can be tricky. The study has shown that positive results can
be obtained fromn regressiom analysis, but that they require a significamit time
investment. Whether there are audit situations where acceptable results can be
obtained at less cost is by no means certain. Finally, the paper has nothing to
say regarding the difficulligss that arise on smaller audits of eiitziming sufficizntt
reliable data to support regression analysis.

On the whole, although the project is not yet complete, the results for the
authors appear to be substantially positive. It is no fault of tthe authors that they
offr little comfortt to the auditors of smaller businesses where development
costs of more than a day or two would be unacceptable, and where monthly
accounts do not exist and quarterly accounts are unaudited and unreliable.
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Internal Control: Progress And Perils

Alan J. Winters

Dan M. Guy
American Institute of Certified Puibllic Acsoumtants

“Progress might have been alright once but it has gone on too long.”
Ogden Nash

Over the last five years, internal control has been a matter of widespread
interest and vigorous debate, a subject where action is fast-paced and still gain-
ing momentum. During the two preceding decades, however, internal control
was an off-aidiam again parochial topic, subject to the vagaries of groups who
perceived it to be relevant and beneficiall to their objectives. These groups
included entity managers and owners, internal and external auditors, regulators
and legislators, private sector policy makers, and independent commissions. In
varying degrees, each of these groups has proffesgel] internal conirol as a solu-
tion to a number of problems.

The intense attention devoted to internal control over the last five years
(since 1986) has undoubtedly made progress in our understanding of wunat iimter-
nal control is and how it can be used. Professieneall standards, private sector pro-
posals, legislative and regulatory initiatives, and practice and academic research
have addressed many conceptual and practical issues. However, not everyone
would agree that all of these developments represent progress. Although some
problerns have been solved, some have not, and other problems have been creat-
ed. In other words, internal control theory and applications have progressed,
perhaps in an evolutionary leap since 1986, but perils remain.

The purpose of tiis paper iis ko survey tie jprogress and perils related o intkar-
nal control developments over the last five years. The content of thath categaries
is likely to be disputed and the coverage will probably be incomplete. Even the
co-authors of this paper are not in total agreement about what is progress and
what is peril. Nevertheless, our objective is to review the most prominent
advances and the most serious unresolved problems associated with internal
control over the last half-decadiz. We leave it to our reviewer to propose our
misclassificatiions: and omissions.

Some of the developments discussed in this paper are neither new nor little
known. They are presented for perspective and in an attempt to be thorough.
Other developments we discuss, however, are emerging and not yet widely
known. We believe that both areas contain pressing questions in need of
research. As in many other areas of accounting research, research in internal
control lags behind the needs of, or is overlooked by, policy makers and practi-
tioners. This is likely a problem with the process used to identifiy and communi-
cate policy and practice issues, stimulate research about them, and to fostet an
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awareness of existing research — that is, our internal control over usefull and
relevant research may contain a material weakness or, at least, a reportable con-
dition. We hope that our paper gives better focus to research needs in internal
control.

This paper is organized into three major sections each framed as a question:
(1) What is internal control? (2) What is the relationship of internal control to
an effectivee audit strategy? and (3) What is the value of iinfformation atvout iinter-
nal control? To some extent these categories overlap and other organizational
framewoilks certainly exist, but we believe these categories aptly identifly the
major areas where key developments have occurred during the last five years.

What Is Internal Control?

Prior to 1987, there were many effoiitss ttodisfine and dissotife iintatisl conixdl.
A number of these effoitss were rooted in the need to postulate and understand
the relationship of iinderinal comtrol do fiancial meporting and audiding, cammorn-
ly refemed] to as “internal accounting control.” Several notable examples of
these effortss are Statements on Awditing FrooeddueaVH 054 58hd Madingdito Ssudbtudy
and Exaluation offineteraal daottr (A [AREP A TO 7 2lhd Repheporitkd ARERAGPA'S
Special Advisory Committee on Internal Control [AICPA, 1979], and Internal
Control iinUUSS.C &peparadionsThd Seattaler/nf ARe] Maultaia). ete181978].

Other treatises on internal control took a broader perspective, probing inter-
nal control as it relates to the organization as a whole. Some prominent exam-
ples of these works are: Management (Cantod|Spyetems AAmibonyamddOBaateten,
1972], Control iin Business Meganiizations [ Netthant, 13838, andl Statemsit oan
Internal Auditing Standards NNO. 71, (Geniedh: Coamegnts saatl RResparsHbiliLies,
(1A, 1983].

In 1987, two separate and extensive endeavors to redefiine and redescribe
internal control began. Each of these undertakings broadened and refined the
concept of what internal control is and, in somewhat differenit ways, addressed
the need for an authoritative or “generally accepted” definitiom of internal con-
trol. We referr to those endeavois as SAS 55 [AICPA, 1988] and the
Treadway/COSO [COSO, 1992] reports.

SAS No. 55

In February 1987, an exposure draft of a proposed statement on auditing
standards (later to become SAS 55) was released. Although the proposal dealt
principally with the relationship of iitetinal aondrel to an audhis of ffirandil sshate-
ments, it also broadened the AIPCA’s authorltative definitiom of iidernal aomdrol
beyond that in SAP 54 and elaborated on its elements.

Statement on Auditing Standards No. 55, Considevatinom of rthe wvernal
Control Stuuctureirima FrinanzibbGrateeant uilic itS ASAS )Shsvas issliat ApApril
1988. It introduced the tertn internal control structure and defined it as consist-
ing of an entity’s “policies and procedures established to provide reasonable
assurance that specific entity objectives will be achieved.” The standard subdi-
vided the internal control structure into three major elements: the control envi-
ronment, the accounting system, and control procedures. An appendix to SAS
55 and a subsequent audit guide elaborate on these three elements in consider-
able detail.

We believe that SAS 55 improved the definitiiern and description of internal
control, as it relates to financiadl statement audits, in three principal ways. First,
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it expanded the elements that comprise internal control over financiall state-
ments and that auditors, therefone,, should consider when assessing control risk.
Second, it linked consideration of internal control to financiall statement asser-
tions, requiring auditors to focus their consideratiom of internal control on its
effectt on the specific assertions being audited. Both of these defimitiameadl
improvements should bring progress in the form of better control risk assess-
ments. Third, the revised definitiom specificallly embraced internal control over
data used to apply audit procedures, for example internal control over nonfiimem-
cial data used in analytical procedures. This definitionall change brought the
“operational” aspect of internal control squarely within the purview of a fimem-
cial statement audit. By removing the clouded and unworkable distinction
between accounting and administrative control in SAP 54, the new defimifiton
should improve both audit effectienasss and efficizneyy through the use of oper-
ational informatiem.

These areas of progress, however, are mot willhout perils. One of tHeceddenzents
included in the expanded definitiam of iimieral centrol, tihe comtrol anviitomiment,
contains several components that auditors may find difficulit to evaluate and
relate to financiall statement assertions. For example, judgments about what con-
stitutes an appropriate management philosophy and operating style or an efffee-
tive organizatiomal structure or audit committee and how those components
affectt specific financiall statement assertions are somewhat subjective and some-
what new to auditors. In addition, what constitutes effectiiec internal control
over operational informaiiiom and, in turn, how such informatierm relates to finatn-
cial siatement assertions is largely unexplored and, we expect, not yet widely
used in auditing.

Research needs concerning the progress and perils of SAS 55's diefinition of
internal control include the followiing: questions:

« To what extent are auditors considering the control environment com-
ponents in assessing control risk (as opposed to assuming control risk
is maximum)?

« How do auditors evaluate the effectivenrsss of control emvironment
components and what specific problems are they encountering?

« How do auditors combine or integrate the control environment with the
other two internal control structure elements in assessing control risk?

» How do auditors link the control environment (as a whole or by com-
ponents) to financiall statement assertions?

e Have auditors’ assessments of control risk improved by considering
the control environment components?

* How and to what extent is nonfinanciall data wsed in an audit and how
are controls over such data identified and evaluated?

Treadway/COSO Reports

In October 1987, the National Commission on Fraudulent Financial
Reporting (Treadway Commission) issued its report. Included among its numer-
ous recommendations for reducing the incidence of firaudulent fiimancial mepont-
ing were several recommendations concerning internal control. One of these
recommendations was specificallly addressed to the question of what is internal
control and suggested that the committee of organizations sponsoring the
Treadway Commission (COSO) develop integrated guidance on internal con-

79



trol. The report’s discussion of e reoonumendation staked dhvat warying iitanpre-
tations and philosophies of iimtarnnal comtrol exiisted and st 2 conumon reference
point about what effectiise iinttammal control its wues mestiat].

In response to this recommendation, COSO, through an outside consultant,
(Coopers & Lybrand) embarked on a project to develop integrated, generally
accepted internal control guidance. An exposure draft of this guidance was
issued in March 1991. After considering comments, a revised exposure drafft
was issued in February 1992, and the finall report is expected to be issued in
September 1992.

The stated objectives of the report are to establish a common definitiom of
internal control which serves the needs of diifferentt jparties (goneral acegptansce)
and to provide a standard against which the internal control effectiiensesss can be
evaluated (criteria). These are admirable but ambitious goals. Their achieve-
ment would represent substantial progress. Agreement about what internal con-
trol is and how effectizee internal control can be achieved would be a major step
toward helping entities establish sound internal control and providing usefiill
informatiom about internal control. Indeed, initial indications suggest that these
goals may be attainable. For example, regulatory agencies charged with imple-
menting the FDIC Improvement Act of 1991 have indicated they will adopt the
COSO report as the standard against which both the required management and
auditor assessments of internal control effectiwenasss required by the act should
be judged. The growth in other legislative and regulatory interest in internal
control may provide additional impetus for imbuing the COSO report with
"general acceptance” (in the AICPA’s auditing standards division, for example,
we have been involved with over a dozen regulatory ageney proposals for audi-
tor reports on internal control within the last four months).

More experience implementing the COSO report is needed, however, befone
its success can be evaluated. There are a number of ariitiics @f theeregmort witossee
more peril than progress in its content. The major perils posed by the report can
be classified into two areas: (1) the definitiom of ikmtarmal comtrol and the nelated
components (ctiteria) the report establishes for effectiiie itrtamnal contrall, andl (2)
the measure of siigmifiicant disficiencies he report ssats forth.

COSO defines internal control broadly as “a process, effecteet by an entity's
board of diirectors, management and afher porsommel, wiich iis diesigned to pro-
vide reasonable assurance regarding the achievement of objectives in one or
more categories: effectivenasss and efficienayy of operations, reliability of fiinan-
cial informatiom, and compliance with applicable laws and regulations.” The
report also identifies five components of effectiixe internal control: (1) control
environment, (2) risk assessment, (3) control activities, (4) informaiiom and
communication, and (5) monitoring. These components represent criteria or
standards for establishing and evaluating effectiise: iimntannal comirdl.

It seems intuitively reasonable to establish internal control categories that
correspond to the three major categories of entity objectives (financiall report-
ing, compliance, and operations). This categorization permits universal criteria
to be applied to major segments of iimtanmal camtrol. As the report sttes,
these categories allow a directed focus on internal control by diffenenit parties to
suit their specific needs. Such a categorization, however, also creates a percep-
tion that internal control components within these categories are clearly identifi-
able and dlstmgulshable and that experience and expertise in applying the
COSO criteria is equally well-developed for each of diese catsgaries.
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This perception is not valid and, although the COSO report attempts to dispel
the inference,, our experience with numerous regulatory requests for auditor ser-
vices on internal control demonstrates that the misperception is common. For
example, the Chief Financial Officers Act of 1990 requires an audiitor’s opinion
on internal control over financiall reporting, compliance with laws and regula-
tions, and certain operations objectives. In addition, the act requires auditors
to “review management's process for evaluating and reporting on internal
control.”

While we have a fairlly well-developed body of knowledge about how to
apply the COSO criteria to internal control over financiell reporting, our knowl-
edge of how to implement these criteria for internal control over compliance
and operations is extremely limited. For example, how do we implement the
risk assessment, control activities, and infoematiem and communication criteria
for the categories of comypliance widh lkws and regullations ar gratatians?

Regulatory initiatives calling for such implementation are fast outpacing our
ability to provide those services. We have foundi in our experience at the
AICPA that regulators oftem have unachievable expectations about the services
independent auditors can provide regarding internal control in the compliance
and operations categories. For example, we have had requests for auditors to
provide opinions that an entity has adequate internal control to ensure compli-
ance with laws and regulations requiring drug free workplaces and nondiscrimi-
nation in providing housing. Consequently, when legislative and regulatory
bodies request services concerning internal control, we are carefull to always use
a modifier with the term internal control—fimanciall reporting, compliance, of
operations—to help avoid misunderstanding.

Another concern about the COSO criteria is that certain components may be
so subjective as to not be susceptible to reasonably consistent estimation or
measurement. Those components most oftem cited include integrity, ethical val-
ues, and management competence. Management (or auditors) may not be able
to determine objectively whether those criteria have been satisfied, yet their
existence as criteria is likely to create the expectation that they have. On the
other hand, however, the COSO criteria may currently be at the same evolution-
ary stage that generally accepted accourting principles were at forty years ago.
Refinemmeit: is probably necessary and likely to oceur.

Another peril arises because the report uses the concept of a material weak-
ness to separate effectiivec from ineffectiec internal control. Using this measure
causes two problems. First, no conceptual or empirical construct of a material
weakness exists forr internal control over either compliance or operations. The
construct has been developed only for internal control over financiall reporting
by relating deficiencies in internal control to the likelihood of mnederial miisstade-
ments in the financiall statements. Obviously, such a construct is not an appro-
priate measure of & maderial wedkiness iin sidher idennal control over complitance
or operations. 1n the absence of sound definitiens of material weaknesses per-
taining specificallly to both the compliance and operations categories, the deci-
sions of those who evaluate internal control in those categories and those who
use such evaluations will be subject to extreme variations in consistency and
usefulness.

Even though an accepted material weakness concept exists for internal con-
trol over financiall reporting, it also poses complications. There are strong disin-
centives to concluding that such weaknesses exist. Practice experience in both
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financiall statement audits and in engagements to report on internal control
under SAS 30 indicates that material weaknesses rarely exist. This rarity stems
from the perception that their existence constitutes a violation of the Foreign
Corrupt Practices Act of 1977. As a result, deficiencies in internal control are
almost never deemed sufficienttly significantt to be material weaknesses and use-
ful informaitiiom about internal control is suppressed. Indeed, SAS 60 was devel-
oped to foster the flow of useful informaiiom about internal control over finam-
cial reporting by creating an additional, lower-level deficiemey not embedded in
legislation—a “reportable condition.” Because of the legal implications of
material weaknesses, COSQO’s decision to adopt that concept is likely to perpet-
uate their rarity.

An additional concern with the material weakness construct (for each of e
three control categories) is that it may not be operational for some of the crite-
ria—particularlly the control environment criteria. What constitutes a material
weakness in integrity, ethical values, management competence, or management
philosophy and operating style? Applying the material weakness concept to
these criteria is likely to create a very fuzzy line between effectie: and inefféee-
tive internal control, with the result that the identificalion of such weaknesses
will be rare. Moreover, the lack of rinatetial wedknesses gy lkead to Wit
ed implications, for example, dha manegement iis efffective.

Research needs concerning the progress and perils of tife iikernal comntrol def-
inition and criteria in the COSO report include the followiing areas:

» The extent to which the COSO report definition and criteria has been
adopted, voluntarily or mandatorily, by entities that report on internal
control.

» The implementation of ttire fiive CORO wiiiteriia iin ezecth off thivethineeei inéer-
nal control categories, with special considerations to the compliance and
operations categories—problems encountered and refinemeniss needed.

* The decision processes management and auditors use in dieciding
whether material weaknesses exist in each of tiine thrse catsgories.

» The application of COSO criteria to smaller entities and specific indus-
tries.

* The relationship between the SAS 55 definitiom of internal control and
the COSO definitiem and the need for reconciling SAS 55 to COSO.

What Is the Relationship of Internal Control to an Effective
Audit Strategy?

The proposal and ultimate issuance of SAS 55 sparked considerable contro-
versy about the validity of saime of iitScoonregptsaart wieetariitsinpidententation
would have a positive or negative effeatt on financiall statement audits. Because
SAS 55 is the authoritative guidance for formiimg judgments about internal con-
trol effectiveniesss and incorporating them into a financiall statement audit, con-
cerns about its conceptual validity and implementation are critical. Moreover,
portions of SAS 55 are being adapted as guidance in attestation standards the
Auditing Standards Board (ASB) is developing for auditors to use in perfoinmiig
and reporting on internal control effectienesss using the COSO report. Thus,
issues concerning SAS 55 have taken on added significamnce.

Some of the potential progress and perils associated with SAS 55 were dis-
cussed in the previous section. This section will consider other significanit areas
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of adivanoes and Iezards directly afiibutable to SAS 55. The areas off ccontmnar-

sy we believe to be of e greatest consaquence are: (1) tine msaning of ccontrl
risk and (2) the nature and application of tesis aff ccontrils.

What Is Control Risk?

The concept of control risk was first recognized in audmng standards with
the issuance of $SAS 32. Camtrol sk weas flurther refined amd given miare poroimi-
nence by SAS 47; SAS 55 sets forth the most recent amplificatiom of that con-
cept. Some commentators, however, believe that SAS 55 changed the concept
of comtrol riisk sigmificantly firom it im piior standiards and myadie it tHsoretical-
ly and operationally unsound [Morton and Felix, 1990, 1991].

SAS 55 defines control risk as “the risk that a material misstatement that
could occur in an assertion will not be prevented or detected on a timely basis
by the entity’s internal control structure policies and procedures.” This defimi-
tion is essentially the one in SAS 47 modifiedl to accommodate the SAS 55
requirement that control risk be assessed at the assertion level. The fundamented]
disagreement over this definitiiom is whether it means that the assessed level of
control risk must always represent the auditor’s belief (estimate) about the true
but unknown level of control risk or whether, for audit efficieneyy reasons, an
auditor may decide not to confiitm that belief and arbitrarily set control at the
highest possible level (100%).

The essence of tihis ditsagreement wias stated dearly and concisely thy Mianton
and Felix [1990] “ ...[1]t seems unreasonable to assume that an auditor either
has no beliefs until competent evidential matter is collected, or that his beligffs
are irrelevant unless sufficignit evidential matter is collected to provide a basis
for reliance thereon.” Some believe that such an assumption, instead of being
unreasonable, is prudent. Stated differentliy, what support should exist for a
belief that the level of camtrol risk iis tellow [1H0% iefore diat ielief «an Hae ussst
in the audit? Should auditors be permitted* to wse eliefs fior wihich diey ave
not gathered evidence or should they be required to obtain evidence to support
those beliefs befote they are used in the audit process?

Research about internal control judgments has been abundant and fiiif6il.
Additional consideration is needed, however, of low audit effectiveness diifffiers
when auditors use beliefs about control risk that are unsupported by tests of
controls as opposed to when auditors assume control risk is 100%. Some impor-
tant questions are:

e When an auditor has a tentative but unconfimmned belief that control
risk is less than 100% but believes it is inefficianit to perfoim tests of
controls to confiim the belief, what is the role of those unconfiimesi
beliefs in the audit process (hormative and descriptive)?

* When an auditor has a tentative but unconfitmed belief that control
risk is less than 100% but believes it is inefficienit to perforiim tests of
controls to confiiin the belief, what is the affecit o die awdiit frioness of
seiting control risk at 100%?

& Ntortion & Fedlis 1921, pyp. 445 sticangily ity ctiat usse off an wnsuthatantizied tlief dhat conrol
risk is less than [00% should not only be permitted but required. The rationale is that the audit will
be more effectiisee than if tthe awditior @ssumes comtrol rikdk iis 11#0% and audiits acoanidimgly.
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The meaning of comtrol risk raises afher questions gpart firom fiimancial state-
ment audits. Because the risk model is incorporated in the attestation standards,
control risk applies to assertions other than financiall statements. Therefone;, in
addition to questions about the meaning of control risk in financiall statement
audits, audit policy makers are being confromiedi with questions about the mean-
ing of control misk iin e context off aanaautitcdfaareanititisscoamphildaceewitthl dsws
and regulations and its operations results. Even more modernistic and intriguing
are questions about the meaning of comtrol risk iim @m audiit of imearnal cconttedl—
that is, what does control risk mean and how should it be considered when an
auditor is engaged to express an opinion on the effectivenesss of internal control
over financiall reporting, compliance, or operations?

What Are Tests of Controls?

Tests of controls are audiit procedures pearformed to evalluate tite effectivenasss
of the design or operation of internal control structure policies or procedures.

They consist of fiour mgjar catsgaries:
(1) Inquiry of appropriate enity gorsominel.
(2) Inspection of diccuments and wepornts.
(3) Observation of e application of pdlidesar
(4) Reperformance of e gpplication of pedlidtsscorprraestiukasHyythwe
auditor.

This definiiom and description of tests of controls, summarized fromm SAS
55, is probably the most controversial aspect of tiite sstandiard.

Some commentators on SAS 55 believe that its construct of tests of ccontrdls
has reduced the extent and relaxed the nature of control testing (for example,
Kinney and Felix, 1992]. Other commentatots believe that the construct has
achieved exactly the opposite effect—aanired! testing is more prevalemt and
more focused than it was prior to SAS 55 [see, for example, Sullivan, 1988].

Commentators in the first group believe that “tests of controls” has had a
deleterious effesit on audit effectiienssss that manifests itself in (1) a de-empha-
sis of testing controls at the transaction level, (2) a de-emphasis of repesrftre-
mance tests, and (3) a decline in the use of sampling in testing controls. They
believe that these conditions are symptomatic of underauditing; that inquiry,
observation, and document inspection are inherently less rigorous and reliable
than reperformancs:; and that sampling is significant;, if not essential, to proper
evaluation of aaimirol effectiveness.

Remarkably, commentators who support the test of comdrols concept iin SAS
55 agree that the three conditions enumerated above have occurred, but believe
that they reflect a shift to a more effectiiee audit approach brought about by SAS
55. In other words, SAS 55 was intended to create the above three conditions as
a means of itmproving audiit effectivensss.

Indeed, the explanation for diffenentt interpretations of tthe same et of esvents
lies in the perception of what constitutes audit effectivenesss. Most proponents
of SAS 55 believe that previous internal control standards failled to concentrate
the auditor’s internal control consideratiom on the primary sources of miiskeading
financiall statements: improper or biased selection and application of accounting
principles, biased judgments about accounting estimates, and inaccurate or
incomplete disclosures. Instead, in their view, the old standards focusedl the
auditor's internal control effontss primarily on financiall statement misstatements
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resulting from dlerical ar processing miisiakes.

This perception of what the focus of internal control work should be under-
lies the broadening of tiiwe diefinition «ff tHeeiintsrrdl ccontil sstrnetures 1in SSYES Bb.
The expansion was intended to direct the auditor's control work toward control
components considered to be most relevant to the major sources of finamcizd!
statement misstatements. As a result, the expanded definitiiom brought the con-
trol environment and the accounting system directly into the scope of the audi-
tor's consideration. SAS 55 accommodated these two new control components
by recognizing tests suitable to their nature. These tests were labeled tests of
controls and included the types of mrocedures st fiorth i tine imidial paragraph of
this section.

The design and operation of most of the control environment components
and many of tie acoownting Sysiem camponents camnot e tested @t dhe transac-
tion level, or by reperformance;, or through the use of sampling. Yet these com-
ponents are much more closely associated with the primary causes of fimancial
statement misstatements than are controls over individual transactions.
Furthermore, because of e imareased wse of HIDIP apilications, the st effec-
tive approach to considering the control procedures component is oftem to focus
on the higher-level, supervisory conirol procedures (general controls). These
control procedures also cannot be tested at the transaction level, or by repeifiare-
mance, or through the use of sampiing.

Whether SAS 55 has created a proper focus on internal control, whether
auditors have understood and implemented that focus in their audit approaches,
and whether the tests of controls established by the standard provide reliable
evidence and are being implemented properly will no doubt continue to be
debated. These questions pose important research opportunities for assessing
the progress and perils of SAS 5.

What Is the Value of Information About Internal Cantrol?

Effectiiee internal control is valuable because it helps achieve objectives. In
addition, however, there is a growing belief that informatiom (reports) about the
effectitvenesss of internal control is also valuable. The value of such reports is
virtually indisputable for some uses. For example, reports about internal control
effectiienesss are indispensable to management in achieving sound control. In
fact, one of the five COSO criteria, monitoring, explicitly recognizes the need
for such informatiem. Reports about internal control for other than manage-
ment's use, however, is viewed as progress by some and peril by others. It is the
value of these other uses we discuss in this section. Throughout the remainder
of tine paper, we wse e darm “reports™ to mean an imdependent audiitar's report
on an entity’s internal control. Although such reports may not be accompanied
by a separate management assertion on internal control effectivenesss, we con-
sider such an assertion to be at least implicit.

Calls for reports on internal control are not new. Various bodies have pro-
posed or supported both voluntary and mandatory reports. These groups include
independent private-sector commissions (Cohen & Treadway Commissions),
legislators & regulators (Wyden & Dingell and SEC), and professionel] groups
(AICPA and FEI). Although it is not our purpose to recount this history, a good
summary of iit cam e fiound i Appendix A of tHe@ISDregpott.

More activity in the area of reports on internal control effectiwenesss has
occurred during the last five years than at anytime in the past. Although some
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recommendations have come from the private sector (notably the Treadway
Commission) and some reports have been issued voluntarily by public compa-
nies, by far the most activity has been in government. The followimg list pro-
vides some examples of internal control reports that the government has man-
dated within the last five years and that involve independent auditors.

» FDIC Improvement Act of 1991

* CFO Act of 1188D)

«OMB Circular A-133

» Government Auditing Standards (Yellow Book)

* HUD Program Audit Guide

- Student Financial Assistance Programs Guide

» Mortgage Banker Single Audit Program

* REA Borrower Audits Program

* Aviation Safety & Capacity Expansion Act of 1990

In addition to these recent initiatives, other requirements for reporting on inter-
nal control have existed for some time, for example reports involving casinos,
investient companies, depository trust companies, securities transferr agents,
and a myriad of entities subject to OMB Circular A-128—each of these situa-
tions also include some type of iindigpendient auditior iinuskeanant.

The content of current internal control reports varies in at least eight major
areas:

(1) Category of internal control reported on (financiall reporting, compli-
ance, or operations).

(2) Aspect of iimternal control reported @ (@esign, plkaced in qperation, ar
operating effiectiianessy).

(3) Presence or absence of separate management assertion (report) about
internal control.

(4) Criteria used to judge internal control quality (SAS 30, SAS 55,
COSO, agreed-upon criteria).

(5) Measure of diefiiciencies to e reported ((material weskness, rgpartsble
condition, material inadequacy).

(6) Auditor service (examination, agreed-upon procedures, by-product of
other services).

(7) Assurance provided (opinion, negative assurance, negative/positive
assurance, findings only).

(8) Report distribution (public, restricted).

This brief overview of current reporting on internal control demonstrates a
strong demand for such reports and the serpentine reporting practices associated
with them. Whether the demand reflects an intrinsic utility in such reports is
arguable. (After all, the demand is largely regulator induced and not subject to
free market considerations of cost and benefit)) Whether the cobweb of report
contents enhances or diminishes the meaningfulness of such reports is also an
open question.

Report Demand

The fundamentall proposition underlying a demand for reports on the quality
of internal control is that reporting on the output of a process is not enough.
Reporting on the process itself is also necessary. Stated somewhat diffetentliy, if
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a report about the output of a process is available, does a report about the
process that produced that output add incremental value?—is one type of mepaort
simply a substitute for the other? Exhibit 1 lllustrates this concept using the

three categories of aihjsciives presented iin tire COSO Repont

Exhibit 1
Relationship Between Internal Control Structures and Products
Internal Control Structure Product
Financial Reporting Financial Statements
Compliance with Laws & Regulations Compliance Performence
Operations Requirements Operations Performenge

Currently, independent auditors provide assurance about each of the three
outputs in Exhibit 1. They audit financiall statements, express opinions on
whether the requirements of laws or regulations have been complied with, and
provide assurance about whether the outcome of @perations msets aartain gpeci-
fications.® As moted carlier, however, audiiors diso cunrently provide assurance
about internal controls over financiall reporting, compliance with laws and regu-
lations, and operations. If dhis lkatter type of sarvice safisfies @am wimnet mesd in a
cost-beneficiadl manner without creating unwarranted expectations, then such
services represent progress. If not, perils exist. There are arguments fot both
positions.

Those who advocate reports on internal control usually cite two major bene-
fits. One benefiit pertains to the act of neporting itself (2 helhavioral effect) rushleer
than to the informatiiom content of such mgports. Tihe premise its diat reports @m an
entity’s internal control will cause its management to devote more attention to
internal control quality and, therefione,, better internal control will result.
Improved internal control, in turn, will yield improved output, e.g., more reli-
able financiall reporting, greater compliance with laws and regulations, and bet-
ter operating performante:.

This perceived benefitt may pertain more to compliance and operations objec-
tives than to financiall reporting objectives. If imtennal combrol ({nrocess) dioes mot
achieve financiall reporting objectives, then an audit of the cunrent-period finan-
cial statements (output) can be used to achieve those objectives—change the
financiall statements based on the audit. Thus, even if the act of reporting on
internal control over financiall reporting (process) does improve that internal
control, it does not add anything to the achievement of financiall reporting
objectives beyond what an audit of the financigill statements (output) can
achieve.

The same is not true for the compliance and operations categories of iimtenmal
control. If iintannal cantrol ((arecess) does mot adhieve curnrent-period compliance

£ Mithougih tthiis reltadiomshiip iis saamingly steaightforward, @ur experience thas teen tthat iintamal con-
trol over a specific process is oftem confused with the output that process produces.

As an example of an angagement imvollving eperations spscifications, tthe Erwinonmental
Protection Agency has requested that auditors provide assurance on the oxygenate content of gaso-
line distributed in various areas of dhe Ulnited States.
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and operations objectives, an audit of e cunrent-period compliance and opera-
tions performance (output) cannot be used to change the current-petiod results
to achieve those objectives. Consequently, if the act of reporting on internal
control causes management to devote more attentionm to internal control and
thereby improve it, then reports on internal control over compliance and opera-
tions may add to the achievement of current-period objectives in each of those
areas beyond what an audit of tthe cutput proviidies.

The other major benefiit of mgports an die quiality of i ntetrd] cconixdl redlatastto
their informatiem content. The premise is that such reports provide infoummatiism
that is not available from reports on the output of the precess. Thiad iis, reports on
internal control provide informatiem relevant to decisions about an entity that
cannot be satisfied! by reports on the output.

In the area of ittternal comdrol ever fiimancial reporting, dhe argument thas heen
made that reports about the quality of internal control serve to provide needed
informatiom about an entity that is not available fromm its financiall statements
(Hooten and Landsittel, 1991]. For example, two entities might have the same
financiall position and operating results for a given period yet one entity have
sound internal control and the other inadequate internal control. Financial state-
ments do not provide informatiom about the quality of interaal control. Yet, the
argument goes, the quality of internal control is a critical indicator of the enti-
ty’s futuie success. Those who make decisions about an entity need informatingh
about internal control to be effective: dlasision makers.

Opponents of this argument point out that its validity depends heavily on
what categories of internal control are reported on. Poor internal control over
financiall reporting can be compensated for by auditing the financiall state-
ments—annual, interim, or both. Thus, fot the financiall reporting category, the
argument boils down to which type of informaliiom is least costly to provide.
Providing information about internal control over financiall reporting does not
seem to supply any incremental value beyond that affordied by audited finaimgiall
statements—no progress, just peril.

If, however, the compliance and operations categories of internal control are
reported on, additional informatiiom value may arise. The rationale relates to the
inherent differience;, discussed earlier, between the category of financiall report-
ing objectives and the categories of compliance and operations objectives.
Current-petiod compliance and operations perforfmames: cannot be changed to
meet objectives based on an audit of actual resulis, as can financiall reporting
performames:. Thus, reports on the quality of internal control over compliance
and operations may indeed provide “early warning” informaiiam about whether
objectives in either of these areas will the adhieved. Tiat is, reports on ikntefnal
control quality in each of these areas may provide informaiih about risks and
uncertainties attendant to achieving the related objectives that audits of dhe asfu-
al results cannot provide as quickly or cannot provide at all. Stated differanilyy,
although an audit of die compliance Gr aparations Cuipul ey reveal dhat ebjec-
tives were not achieved, it may be too late to do anything about it. On the other
hand, reports on internal control over both areas may provide time to make
adjustrments to accomplish these objectives.

Not everyone agrees, however, that reports on internal control over compli-
ance and operations provides incremental informafiiiom in the most costrefféctivee
manner. Opponents to such reports oftem argue that the type of cutput provided
is the key consideration. If Hiistorical resuilis dlo mot provide dimely information,
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other types of autput dio. Far example, improved reparting of gpecific misks and
uncertainties or required financiall forecasts, both attested to by independent
auditors, have been suggested as better alternatives to reports on internal con-
trol.

In our view, not much progress has been made in resolving the questions
concerning the relative merits of reports on internal control versus reports on
output. Although the demand for reports on internal control is growing, much of
it stems from legislative and regulatory requirements. This source of demand
raises the question of wihefier wgpornts hout the quality of imnterms] ccontrl aaceadt
more value to specific users than to the general public.

Report Users

Currently, reports on internal control are issued to both specific parties, such
as regulatory agencies, and to the general public. Unlike the general public,
however, a specific party's relationship with an entity may be directly afffesteed
by the entity’s internal control. For example, a specific party may provide fund-
ing to an entity under the condition that certain internal control requirements be
met to help ensure that the funds are used appropriately. Because of such rela-
tionships, specific parties usually have a clearer understanding of the purpose
and limitations of iimternal cemdrol, imtenal comtrol raports and dhe audiiar's sar-
vices are generally tailored to their specific needs, and they are able to require
the entity to take certain actions if internal control is deficient. We believe,
therefore, that internal control reports are much more usefull for these parties
than for the general public, and less likely to create perils for management and
their auditors.

Reports to the general public are much more hazardous than those to speciffic:
users; hazardous to the public, the entity, and its auditors. The public, in gener-
al, does not have as clear an understanding of the purpose and limitations of
internal control as specific parties do. In addition, the general public cannot take
specifiic actions to compel an entity to alter its internal control on the basis of am
internal control report. At most, members of the investing public might alter
their investment decisions about an entity based on the reported quality of its
internal control. Investors' ability to factor informaiiom about internal control
into thelr investment decisions, as alluded to earlier, is contentious and largely
unexarined. Public reports on internal control should be discouraged until there
is a better understanding of e relkationship hetvueen imformation @thout om -
ty's internal control and its potential for success.

Report Content

As noted previously, the content of internal control reports varies consider-
ably. Much of the variation is attributable to the piecemeal fashiom in which
reporting on internal control has developed. Professiomell standards, instead of
providing a general framewaitk for reporting on internal control, have permitted
considerable flexibiliity in such reporting. These standards have, for the most
part, addressed individual internal control engagements as the need arose, creat-
ing a wide diversity of performance and reporting requirements. The myriad
formg of internal control reports has created confusiom not only among report
users, but also among the practitionets who are asked to provide them.

Only recently has the ASB acted to promulgate a general framewonlk for
reporting on internal control. Currently, the ASB has an exposure drafft of an
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attestation standard for reporting on internal control over financiall reporting
outstanding and is developing another for reporting on internal control over
compliance with laws and regulations. These standards should help achieve
greater consistency in both the performance: standards for internal control
engagements and the resulting repotts.

There is concern, however, that, through the combination of the COSO
report criteria and the proposed attestation standard on internal control over
financiall repotting, too much homogeneity in reports will result. If die aamespt
of mnatierial weeskinesses, @S prescribed iin hoth dhe COSO neport and die groposed
attestation standard, results in the virtual absence of material weaknesses (for
reasons discussed eatlier), all reports will look alike. These boilerplate reports
are not likely to have much informatiem content and, instead, serve only as a
basis for litigation against management and auditors if the entity encounters
problems in the fultuie:.

Research needs concerning the progress and perils of die wallue of regrarts an
internal control include the followiing questions:

» Does the act of reporting on internal control cause management to
improve internal control quality?

» Can reports on internal control over financial reporting, compliance, or
operations provide informatimn beyond that available from reporis on
the output?

» How do regulators (or other classes of sypscific matiiss) distarmine ttheir
inforrmatiion needs about internal control and use the informafiom in
internal control reports?

» How does the general public perceive and use iniernal control reporis?

* What is the content of internal control reports issued to the general
public and in what significanmit ways do these repotts differ”?

Summary

The brisk activity in internal control over the last five years has raised new
issues about internal control and renewed emphasis on old issues. Many of tthe
developments flowing from this activity have gone beyond the discussion stage
and into implementation. In several instances, implementation has been under-
taken on the faitth or perception that the actions will be beneficiall and, thus,
have bestowed an urgency on the need to understand their effeciss.

Because implementation is taking place, data now exists, and we hope is
accessible, for empirical research on many theoretical internal control issues.
We hope that effortss will be devoted to this research and that this paper will
help to focus them.
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thel ekt preisdsoayi vE€oUmoih teatOSOh & (I HHICE pamti cipedisig tir g@higagioup
Fricludeoh amprdséntatvesefiorstiveeh, SFAREISAS@ pértivipatihcA odgamizatidis
HEStiEarCMaibegmutive Aostiute) ] AA [(PRé s nofrikuterhadtiMudit6 Gyt bl
Pubiitutd afoMenagementd AsdoAntaatssridd € RXc ¢Aumenigam hsstitiate cof) CAtifieel
Abhoepormmsants)] padidpeted AnwhCMSAcsdyminy Pasocihtieherasotive
AR thprbsbhtativehel padcipateas imoal h@BSC elldwisqryakCduncHedAliberasions.
BieisAtAAhbbitcofii tiee Cofoinittevaseneh duthoriaest dotlspgakivige thectdssodiations
epresoikdEpalttvint€omhitieerak emthy veodosedjetite trivdid settendoitiatilie
sppasentechtontthef itterngpoconDolc dxmimsworktiprbgedt Abutwetid: sotl ndorsgritss
gpecifichcoptgnts efashsuteporte Digougsionamitit thaadldAywere stificirpragnéss
wheltstif thapéramvasysubrsitidyl. afenyncemimdntotmadseebyt e cAACArming ks
EOHE Afl theodyabewveik nstndyeare mine and not those of the AAA or other

Egggépﬁd{}\ﬁﬁ)év Council members.

Seme background, as | interpret it; on the evelution of the €OSO Internal
Contrel project may be of use. In developing the COSO response to the
Treadway reeommendations eonesrring an integrated definition of iirimal com-
trol; it was deeided to develop the prejeet within the existing FERF (Finaneial
Exeeutive Research Foundation) research framewonk. The usual researeh
proeess invelves a task fores, such as the COSO Project Advisory Couneil; but
drawn from FEI members. Ordinarily a FERF projeet team is in direct eharge of
their prejeet and aceepts direction from the task fores as it deems reasonable. It
is the Ef@]@@t team'’s option to reject advies and FERF's option to publish or net

ublish the resulting report. Given the nature of this piojRet 3rd e Nricepiion
gy many that the internal eontrel preject was essential to providing a basis for
potential legislation and/or regulation in the ares, the COSO Advisory Couneil
wanted to take a much mere direet hand in setting direction for the resulting
report: The initial relations between the Coopers & Lybrand project team and

The author wants to thank the members of die COSO Adiviisory Council fior dhsir walusible iinput on
an earlier version of dhis pmaper. lintamyretations mwemain moy W,
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the COSO Advisory Council required some effaitt due to these circumstances.
The Coopers & Lybrand team, quite reasonably, considered all COSO Advisory
Council input as just that — advisory. They chose to accept some, but certainly
not all, of the advice. The COSO Advisory Council found this difficultt to deal
with; however, an amicable set of praiocols wias disueloped ower time.

Changed Project Management

During this period, 1 believed that both the Coopers & Lybrand project team
and the COSO Advisory Council anticipated that the finall product would be a
FERF monograph. However, approximately halfway through the efftt it was
concluded that a more extensive public disclosure efforit than arigimally pitammned
would enhance the possibility of general acceptance of the project results.
Because of the advocacy implicadions, FERF witthdrew firom tiie mansgement of
the project. As a result, no monograpih would be published by FERF.
Discussions followiing this decision focusedl on the means of developing the
COSO project in a formm more like that of & standard ssiting effort. Theereealdiigy
public exposure process can be charactetized as a standard setting effort;; how-
ever, a8 COSO has no standard setting authority, whether the results will consti-
tute a standard will depend solely upon the degree of acceptance this document
generates.

The COSO Framework Study

The COSO Framework is premised on the idea that internal control is essen-
tial to the efficienit and effectiivee operations of a business, reliable external
financiall reporting (note that COSO only went this far on the topic of external
reporting) and compliance with laws and regulations. It is also influencedi by a
belief that legislators and regulators have misconceptions about the value of
internal controls or, at least, about the value of external reporting on internal
controls. The concern with legislators and regulators explains some of e posi-
tions adopted by COSO.

Serious questions arise as to the importance of iintennal comtrols @ndl rgparting
on internal controls. First, is internal control necessary to meet the operations,
reporting and compliance objectives of a firm? If we can rely on even the sim-
plest biological analogies to the marketplace, survival of dhe ffittest, we can ppret-
ty well accept that internal control is important to the management of afiirm. As
a corollary, we can assume that some form of internal reporting will take place
on this topic. Virtually all successfiil firms commit some fractiom of their
resources to development, maintenance, and reporting on internal control sys-
tems. A virtually unqualified! “yes™ seems to be appropriate with respect to this
point. How much firms comwmit is, at this time, based on a fimm by fitrm
cost/bemefiit analysis, taking into consideration current mandated regulations.
Less obvious is the answer to the second question: Is external reporting on inter-
nal control useful? There is little empirical evidence to support the demand farr
external reports on internal controls other than from legislative and regulatory
bodies. Winters and Guy [1992, p. 183] contend that “Those who advocate

effect..[pneld an] informatiom content [benefit].”

The COSO Framework is composed of four separate volumes: Executive
Summary; Framewoilk Study; Management Reporting to External Parties; and
Tools. This structure seems quite obvious with the possible exception of the
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separatiom of the Management Reporting to External Parties from the
Framework Study. The separation is the result of COSO advisory members’
deliberations on the topic of external reporting and significamit contradictory
commentary on the same topic from those receiving the exposure draft. The
contradictory commentary, disagreements and concerns are, in my opinion,
reflected in the finall document in a number of ways: external reporting is not
required for good internal control; only external financiall reporting is addressed
in any substantive and explicit way by the report; and external auditing is not
given much explicit prominence in any of the volumes. This latter point may
reflect management’s concern for expanding audit fees and a general feeling
that the audit adds little value in the circumstances addressed by the report. The
public accounting participants in the process would undoubtedly not accept the
lack of value added position; however, concern for extended legal exposure, a
desire to make progress on a common set of definitions and criteria and the
inclusion of a volume specificallly addressing external reporting issues may
influence them to accept the report.

Summary of the COSO Decusments

The followiing; comments are based on the COSO report, Internal (Gonteal-
Integresedd Framewvaskk, Committee of Sponsoring Organizations of the
Treadway Commission, Revised Draft, February 1992, revised based on recom-
mendations of the Ayl 1B, [I2 COSO Adhvisory Commitiee mssing ([0S0,
1992]. Subsequent changes are reflecied where they are known to be part of dfie
planned revisions.

Throughout this paper 1 have drawn very heavily (in fact, as much as possi-
ble) on the actual words used in the COSO documents. I have not used quota-
tion marks or page references;, as they would be distracting. However, subject to
my errors in transcription or subsequent COSO changes, statements attributed to
COSO use COSO’s words. As you will have noted above, 1 have also drawn
from SAS 55 and the Winters and Guy paper [AICPA, 1988; COSO, 1992;
Winters and Guy, 1992], In these cases, 1 have endeavored to use page and
paragraph referemces; as well as quotation marks. These quotations and observa-
tions are inserted at the points where they seem to bear on the COSO volumes
discussed. 1 have endeavored to clearly distinguish my opinions, which are mine
alone.

a. Objectives of Famework Stufly: COSEC: asiiali bisbddtviwoobjgjedtive S doritsts
integrated framewortk study, (emphasis added) to:

« Establish a common definition sesetvinththagwebdefodifiifferenpanieties.

e Provide a standard aggainstwhiitbhbhuiiesssaaddodibereanitiides—Hapgeoor
small, in the public or private sector, fot profit or not—can assess their
control systems and determine to improve them.

b. Success in meeting these objectives requires:

* A common and generally accepted definition ofoinietanalogordtol.

* A generally accepted set of standands fdorusassessing hebhktharaomggani-
zation's internal conral System mests ffectiveness sstandiardls.

The COSO document does present a definitiom and standards, but it is too
early to know whether either will be accepted as the common definitiom and
standards for internal control. There was certainly a good deal of discussion
about the definition and standards among all parties to the process. Many of dhe
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exposure draft comments have been incorporated into the defimitimm and stan-
dards. These comments were incorporated, both to improve the defimitiam and
standards and also in an attempt to assure the general acceptance necessary to
meet the COSO study objectives. Without additional exposure effantss, one
could expect continuing dissatistactiom with specific aspects of the definiitimm.
Some of these diisagreements woulld diearly the @ matter of eelittonikd] i tess, eegy,,
where the wording is not that used by a particular organization in its current lit-
erature. These disagreements are unlikely to persist if the COSO framemarkk
gains any significanit degree of prominence. Qdfer maiters may prove miore sty-
stantive but will have to await attempts to apply the COSO framewaitk in the
field to existing and newly arising problems, e.g., external compliance reporting
in the banking industry. Disagreements about the breadth or narrowness of the
definition and standards (both exist) are unlikely to be resolved at this late date.
The broader definitiion adopted by COSO had the predominant level of support
from both COSO patticipants and those responding to the report draifits.

It is too early to know whether the COSO framewantk will become the stan-
dard of application. However, there are forces that encourage its adoption. The
Congress and its regulatory arms may find it a useful point of departure when
considering new legislation or regulation in the internal control reporting arena.
There are already indications that at least part of the COSO document will be
included in pending regulations. The private sector participants clearly hope far
such reliance and for an understanding on the part of the lawmakers that the
COSO framewartk also addresses the limits of lawimnaker requests. Some parivate
sector participants hope that it will act as a brake on regulators’ desires for addi-
tional mandated public reporting and auditing. At the same time, the public
accounting sector may find that the COSO framewaik provides them with a
ready marketing tool. However, while there are incentive compatible reasons to
expect acceptance by many of the principals involved, this acceptance is only
likely to be retained among the participants based on early successes of faillues
in application. Winters and Guy say [p. 180]:

Agreement about what internal control is...may be attainable. For exam-
ple, regulatory agencies...have indicated they will adopt the COSO report
as the standard against which both the required management and auditor
assessments of internal control effectivemess..sstoabdd be judged...imbuing
the COSO report with ‘general acceptance’....

More experience implementing the COSO report is needed...befiree its
success can be evaluated....

Realistically, 1 believe that the COSO framewank will become an integral
part of the internal control literature for the next five to ten years. During that
time events will determine its survival as a seminal work or as a usefull effort
needing elaboration, extension or revision. In any case, it will have set the agen-
da for consideration and action and moved the internal control discussion far-
ward.

Definition

COSO defimed internal control [COSO Advisory Committee meeting,
February 1992; revised based on April 13, 1992] as follows (emphasis added):

Internal control is a process, effecteedl by an entity’s board of directors,
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management and other pevsonnsl], designed to provide reasonalble as-
surance regarding the achievement of objectives in the followimg cate-
gories:

» Effectivenesss and efficienayy of qperaiions.

* Reliability of extornd| ffirandil repporiigg.

* Conpliance wiith pplicaiite llaws andl reggulatinns.
According to SAS 55, Para 6:

An entity’s internal control structure consists of dine prollicies and rocs-
dures established to provide reasonable assurance that specific entity
objectives will be achieved. (Note: The SAS focus of iimterest its on dhose

financiall statements.’)

The categories of iimiernal comntrol florm tie expanded tasis of the UV disfi-
nition. The explicit incorporation of operations and compliance categories sub-
stantially expands the usual ASB (Auditing Standard Board) definitiem. While
SAS 55 broadened the definitiiom of imternal control @nd eliminated dhe aoound-
ing and administrative controls distinctiom and as a result recognized the impor-
tance of operations, SAS 55 .only addresses the context of reliable external
financiall reporting and the planning of an audit for that purpose. The COSO
definitiiom envisions these categories as important in their own right, perhaps
even more important than the more limited outlook suggested by the ASB.
COSO recognizes that there is no sharp line delineating these categories and
that consideration of any caegory will likely imvolve consideration of aagentsdff
another category. COSO also recognizes that the methods of measurement
needed to address these categories are not equally well developed. They do fiot
consider the measurement problem to be sufficianit do suggest that dhe categories
should be ignored or de-emphasized. Those concerned with the regulators’ ap-
parently lesser concern for the limitation of measurement in these areas may
continue o be concerned about the inclusion of diese Qatageries.

According to Winters and Guy (p. 180-181]:

... Such a categorization...creaites a perception that internal control compo-
nents within these categories are clearly identifialble and distinguishable
and that experience and expertise in applying the COSO criteria [see
Components below] is equally well-developed fotr each of these cate-
gories.

This perception is not valid and, although the COSO report attempts to
dispel the inferemce,, our experience with numerous regulatory requests farr
auditor services on internal control demonstrates that the misperception is
common....

Regulatory initiatives calling for such implementation are fast outpacing
our ability to provide those services....

While the broader definitiem had the preponderamce of support, some of
those commenting on the definitiom felt that it was too broad to the point of
defimiimg not internal control, but management. Others felt that it should be nar-
rowed to encompass only financiall statement preparation. There was a good
deal of camnoern tinat dine froad disfinition would extend e liifigation exposure of
anyone associated with the design, functioniing or reporting on internal control,
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and that it would encourage regulators to extend their reach in this area.

Components

Integral to the definitiiom are five interrelated components. The draftets of die
COSO framewaiik indicate that these components are derived fromn the way
management runs its business. The definitions; below are drawn from the related
chapters in the Framework document. 1 have, as noted earlier, used the docu-
ment’s wording.

Control Enviromment -- Qontedl eerwinconmrant ffagtors imdlubte: thee imeegiity,
ethical values and competence of e andity's peoplle; moaregamant's giillosoplny
and operating style; the way management assigns authority and responsibility
and organizes and develops its people; and the attention and direction provided
by the board of diirectors.

Winters and Guy point out [p. 181]:

Another concern about the COSO criteria is that certain components may
be so subjective as to not be susceptible to reasonably consistent estima-
tion or measurement. Those components most oftem cited include integri-
ty, ethical values and management competence.
These are actually all a part of @ single component, Control Emvironment. They
also say, [p. 185]:

..{[Mite expanded definitiem [of internal control in SAS 55] brought the
control environment and the accounting system directly into the scope of
the auditor’s consideration. ...[t]hese components are much more closely
associated with the primary causes of financiall statement misstatements
than are control over individual transactions.

Given the above two statements by Winters and Guy, 1 am not sure why the fusit
comment is offenattl as the concepts are already in SAS 55. Do Winters and Guy
mean that SAS 55 already allows auditors to rely on overly subjective inputs to
too great a degree? This point has been argued elsewhere by Morton and Felix
[1991] and Kinney, et. al., [193G]]

Risk Assessment - Risk assessment involves identificatiiom and analysis of
relevant risks to achievement of the objectives as a basis for determining how
risk should be managed.

Winters and Guy comment that [p. 184]:

...Even more modernistic and intriguing are questions about the meaning
of control risk in an audit of internal control—that is, what does control
risk mean and how should it be considered when an auditor is engaged to
express an opinion on the effectivenesss of internal control over financicl
reporting, compliance, or operations?

1 am unclear as to the uniqueness of i jrolblkem zs it apyplies to fiimancial gpont-
ing as this concept seems quite well established, i.e., the probability of imaterial
error occurring and not being identifiedl and corrected by the control system.
With respect to operations and compliance, the problem relates to the material-
ity measurement concept discussed elsewhere and the definitiom of error. In
both of diese cases, Winders amndl Guyy have @ psiind.

Control Agiwiiss- Contisbhastitiienarpphticienndproeddrrey ivivknare
the actions of peoplle to implkement dhe policies) do hap anaure e rmanagamernt
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directives identified] as necessary to address risks are carried out. Control activi-
ties can be divided into three categories, based on the nature of the entity’s
objectives to which they relate: operations; financiall informatiom reporting; or
compliance.

Information ared\@ Gemmuinigidion PeRaréimentfinfarmatiomustuise bdeitfigtied,
captured and communicated to people in a form and timefiame that enables
them to carry out their responsibilities. Informatizm systems produce the reports
containing operational, financiall and compliance-related informatiiom that make
it possible to run and control the business. They deal not only with internally
generated data, but also with informatiom about external events, activities, and
conditions necessary to informed! business decision making and external report-
ing.

Monitoring - 1intenadlcoantodls gystemsnreedtdobbenmanitoeel-—agppooessstiiaat
assesses the quality of the system’s performence over time. This is accom-
plished through ongoing monitoring activities, separate evaluations, or a combi-
nation of difie two.

The tests of controls discussion in Chapter 6, Monitoring, implies that the
“actual functioning™ of a system can be established by discussion with person-
nel. This is recognized to be a weak statement of tie evidence required to edih-
lish “actual” functiomiing; and likely to be a satisfactemy approach in only rare
circumstances. In my opinion, it allows too much evidential weight on dis-
cussion with personnel.

SAS 55, Para 51 states: “Inquiry alone generally will not provide sufffftiésint
evidential matter to support a conclusion about the effectiixenesss of design or
operation of a specific control procedure.” The use of the word “generally” is,
in my opinion, a weak statement similar to that in the COSO report. Also, SAS
55, Para 8 says:

For purposes of an audit of flimancial stakements, @n endity's imdermal com-
trol structure consists of the three followiing elements: The control envi-
ronment; The accounting system; and Control procedures.

Note that, from above, it would appear that the SAS and COSO Control en-
vironments are pretty much the same. However, the SAS Accounting system
and Control procedures appear to be included primarily in the COSO Control
activities. Clearly, the SAS envisions Risk Assessment, Infotmatin and
Communication and Monitoring as part of iimiernal contrel. This iis ssen it SAS
55, Para 29: “Control risk should be assessed in terms of financiall statement
assertions.”

The original exposure draft of the framewantk included a larger number of
components. Based on exposure drafit responses, several new aspects of iknternal
control were added to the components and the components were reduced in
number. It would appear that COSO has incorporated virtually all of the expo-
sure drafit commentary in this area. Remaining debate seems to be focusedi more
on presentation and integration within the model. Those who feell that the com-
ponents should be incorporated directly into the definitiem in order to produce,
in their view, a more complete stand alone definitiom will be disappointed.

All components apply to all categories and are, in that sense, an integral part
of dhe diefinition of iintatndl coontrdis.

The Frameworik takes the position that all components must be present to
have an effectiiee internal control system in each of diie category areas. It iis mec-
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ognized that some trade-offff mnay exdiat s tto thite Stemgsih ff ooreecconpuorant veer-
sus another and still have an effectiie internal control system, but all compo-
nents must be present. It is hard to imagine an entity that is devoid of some @s-
pect of each of thesgecoonpoorents.

Effectivamsss

Internal control can be judged effective inireadeinOfhihehtleea ateyoeiss,
respectively, if the hoard of diireciors and maragement ave reasondble assur-
ance that (emphasis added):

» They understand the extent to which the entity’s operations objectives
are being achieved.

* Financial negpovisassebbaigopprepaced rélidily.

» Applicable laws and regulations are being complied wiith.

Commentary on this aspect of tie studly tended to concentrate om i msan-
ing of measomable assuramce @s it applied to the ndiizbility and compliance caie-
gories. Those with a legal background tended to be concerned because of the
meanings applied to these terms in the law. COSO decided to continue with
these commonly used terms and to rely on explanatory materials to make their
meanings, in this context, clear. Some expressed concemn about the focus on
boards and management assurance as opposed to third party assurances. As
third party assurances come only with external reporting, COSO decided to
address that issue only where third party reporting was discussed, i.e., external
financiall reporting.

As stated in SAS 55, Para 17:

Whether an internal control structure policy or procedure has been placed

in operation is diffenenit from its operating effectivemess..TFhss Statement

does not require the auditor to obtain knowledge about operating efféec-

tiveness as part of dhe widlarstanding «f theeiinterrd] coontl sstnectuee.

Further in Para 29, SAS 55 states that:

Assessing control risk is the process of evaluating the effectiveness off aan
entity’s internal control structure policies and procedures in preventing or
detecting material misstatements in the financiall statements.

EXTERNAL
OPERATION COMPLIANCE REPORTING

CONTROL
ENVIRONMENT

RISK
ASSESSMENT

CONTROL
ACTIVITIES

INFORMATION AND
COMMUNICATION

MONITORING




Internal Control Model - Categories And Components

While not presented in the currently revised document, an internal control
model is implicit in the above (the model was developed and presented to the
COSO Advisory Committee by the drafteiss and may appear in a futuie draft of
the report). 1 will present a slightly adapted model framewaik from that derived
directly fronn the above and discuss its relationship to the curreat COSO
Framework document.

Note that the internal control definitiom categories form the columns of the
matrix and the five components the rows. In the current document the column
labeled above as “External Reporting” is labeled “Reliability of financial weport-
ing.” 1 have used the more general, “External Reporting” because 1 believe that
it provides a more internally consistent model and allows for all forms of exder-
nal reporting. There may be a bit of confusieom about my appareat switch to
“external” reporting as a header in that the definition does not include the word
“external” in the financiall reporting category. Thus, the financiall reporting cate-
gory refers to all financiall reporting, internal and external. However, othef
forms of internal and external reporting considered by COSO are a part of the
information and communications component. Treating the financiall reperting
category as primatily a concern for external reports seems, to me, more appro-
priate and consistent for model purpeses. 1t also seems appropriate to do so
because of the external reporting emphasis given this category in the separate
volume on the matter. The followiig diseussion as it relates te financiall re-
porting has an external reporting orientation.

Winters and Guy believe that “[[Jatetnal control theory and applications have
progressed,...." [p. 177] It is not clear to me that we have made much progress
to a normative theory of internal control beyond general control theory as
appearing in the industral engineering literature. We do have some conceptual
models, such as the one above, that form the basis for developing criteria for
internal control. These are descriptive theories of itternal conirol diefived llarge-
ly fromm the observation of practice.

The rationale behind the three categories can be developed along several dift-
ferenit lines of thought. When approaching it fromm the COSO Framework writ-
ers’ point of view, the three categories are considered in terms of an entity’s
conditions fot continued economic exlistence and success. The operations cate-
gory represents the need to transfrrm inputs into outputs in an economic mMan-=
ner that will satisfly the customer's needs. The cormipliance categoky may be
viewed as meeting the essential restrictions placed on an entity by varlous sane-
tioned governmental and voluntary external entities. Where inability te supply
the customer market will result in failwie through competitive market foiess,
lack of compliance wih critical lews and regullations ¢an resullt i ety failure
even when some parts of the market are clamering foi the produet. External
feporting may be required under a variety of ciroumstances. The GRe MOt GhVii-
ously envisioned by the curfent COSO decurent and present practice is exter-
nal financiall reporting. In a financiall market environment like eur ewn, obtain-
ing the necessary capital to permit continuing operations reguires €6Mm-=
faunications with external capital providers. Others may alse use external finanr-
cial reports for purpeses sueh as eredit setting, eontract negetiations, ete., and
these are envisioned by COSO as well. The broader eategory 1 have used,
“External Reporting,” alse envisions external reporting not currently eonsidered
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commonplace, e.g., external reports to bank regulators, external reports of cam-
pliance with environmental laws and regulations, etc. The COSO Framework
document considers that external reports other than external financiall reports
reside in either the operating or compliance categories of the digfinition through
the component *Informatimm and Communication.” They also believe that the
inclusion of amily diie mare llimited extamal fiiancial reporting caiegory wiill tst-
ter retain and highlight the link to the separate volume on external finamciedl
reporting. Thus while the COSO formn of e modiel dliows flor affer dian finan-
cial external reports, it does so only indirectly.

The above comments address materials embodied in Chapter 1 of tire QOSSO
Framework document. The balance of the COSO statement iis an elaboration on
the above definitiom, components and effectiwenesss statement. Five additional
chapters are devoted (one each) to the five components, a sixth chapter to limi-
tations of iintanmal comtrols @nd a fiinal ciapter to the rokes and regponsibilities of
the various parties within an entity.

Management Reporting to External Parties

This section deals only with external financiall reporting. The issues of exter-
nal reporting on operations and compliance are not dealt with by the COSO
Framework.

There is a major discontinuity between the process orientatiom of the
Framework document and the state orientation adopted in this volume. The
Framework’s definitiem of iintennal comirol s @ jarooess ssams to e appopriate
and creates no problem until we encounter reporting issues. In that context, two
problems arise. First, there is the matter of the current level of technology and
cost of auditing a process. This problem exists for both internal and external
reports, but is probably most significanit for external reports where an audit
might be considered. Second, particularly in an external report, the degree of
exposure when expressing an opinion on the continuing operation of a process
is perceived to be more extensive than expressing an opinion on the point-in-
time state of a system. There can be little argument that as no actions actually
occur at a point-in-time, more exposure with respect to actions exists if one
expresses an opinion covering a perlod of astual sysiem operation. These iissues
becore evident in the external reporting volume where point-in-time reporting
is selected, i.e., a report on a state of tihe precess tut mot the process itself.

The volume indicates that users may be most interested in whether the sys-
tem was functionimg and will functiom in the future. However, the volume also
indicates that management and/or auditors cannot provide much evidence on
either. With respect to the future, there can be no question that evidence is not
obtainable; with respect to the past, the evidence is obtainable. However, in the
context of this volume, even if aifitsimed @mdl indiicative of 2 meeterial wedioness,
it would be reported only if management had not corrected and tested the
change.

Winters and Guy [pp. 186-188] argue that the behavioral and infonmatiom
content benefiits of reporting on internal controls do not flow to external fimam-
cial reporting because if a material error occurs, it can be corrected and the
external financiall reports will be reliable; this may miss the point or simply be a
matter of diefinition. Tiney are cantainly conrect diat die fiinal product of theesswe-
cessfull audit will be reliable financiadl statements even if the internal control
system did not produce them as desired. However, in the interim, the failure of
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an internal control system to produce such statements may be costly in terms of
decisions made with faulty informatiom or losses incurred through resource dis-
sipation. Perhaps the poor decision and resource loss issues are really an opera-
tions issue. This is the position of tive COSO Framework. Niewertheless, 1 dio mot
agree with the statement by Winters and Guy [p. 188] that “... for the financiall
reporting category, the argument boils down to which type of informatiiom is
least costly to provide.” Reports on internal control provide diffenanit infottmar-
tion about the fism than the output contained in the financiall statements. 1t
remains an empirical issue as to whether this differenit informaiiion is worth the
cost of production. 1 see the internal control reporting on financiall issues in
pretty much the same light as that on operations and compliance. In all three
areas internal reports are provided to management; in all three areas there is diff-
ferentt informatien than would be provided by an output report only. In all three
areas there are, internally, actions that can be taken to create a more effasitvee
and efficianit environment; in all three areas, externally, there is very litile
empirical evidence as to the demand for reports on these matters. In all three
areas, a conceptual argument can be made that the informaliion would provide
another means of evaluating manegement performance and diws i making dtesi-
sions on retention and rewards for management. 1 would agree with Winters and
Guy [p. 189] that “In our view, et much progress has been made in reselving
the questions concerning the relative meriis of teports O ikernal control warsus
reports on output,” although 1 de net see it as a versus issue.

Unfortunatelly, whether by intent or not, and as noted by Winters and Guy,
the COSO report reads like an attempt to avoid ever having to report a material
weakness:

Another peril arises because the report uses the concept of a material
weakness to separate effectiisee from ineffectiisee internal control. Using this
measure causes two problems. First, no conceptual or empirical construct
of @ meterial wedkiness exdists flor editfearimtarmal ccontis| onear coaniplianee oar
operations.... In the absence of sound defiimitions...such evaluadions will te
subject to extreme variations in consistency and usefuliiess.

Even though an accepted material weakness concept exists for internal
control over financiall reporting, it also poses complications. There are
strong disincentives to concluding that such weaknesses exist. [pp. 181]

...If the concept of material weaknesses, as prescribed in both the COSO
report and the proposed attestation standard, results in the virtual absence
of material weaknesses..., all reports will look alike. These boilerplate
reports are not likely to have much informatiiom content and, instead, serve
only as a basis for litigation.... [p. 190]

The position adopted on reporting material weaknesses is supported as a con-
structive focus designed to encourage monitoring and correction throughout the
period. Admittedly, it does encourage correction and “testing” on a “timely”
basis. However, it assumes very little value in the disclosures exercise, but pro-
vides no evidence to support that view. Winters and Guy assert that [p. 189]:

...We believe...that internal control reports are much more usefull forr
these [specified]] parties than for the general public, and less likely to cre-
ate perils for management and their auditors.
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Reports to the general public are much more hazardous than those to
specific users; hazardous to the public, the entity, and its auditors.... At
most members of the investing public might alter their investment
decisions....

The reasons given by them are the usual “it will confuse the public” statements.

The COSO document asserts that external reporting is not an element of
internal control, but provides no evidence that such reports do not contribute to
internal control. The document also asserts that point-in-time reporting is, in
general, most appropriate, but offerss mw eviibbnee. Futtiar, e disowment specif-
ically asserts that point-in-time reporting meets the needs of security holders
and other external parties, but provides no evidence.

The discussion concerning interimm reporting reduces, in my opinion, to
reporting on system design for interim reporting, a point of wiew rejected wien
discussing the need to report on effectivengsss. This is perhaps a bit too harsh a
judgment, but it definitelly reads as an attempt to avoid reporting any material
weaknesses.

Conclusions

What can we expect the debate over internal controls to be like during the
coming years? First, the debate over the definitiem of internal control is not
over. Despite COSO’s valiant attempt, the lack of a theory of internal control
beyond that found in engineering control theory assures that the debate will
continue. COSO has provided one model with its categories and components of
internal control. Like many other models, it does not derive fromn some fumdi-
mental postulates but rather fromm a studied consideration of what occurs in the
business environment. This does not make these models useless. In fact, the
very lack of atheory rakes diem paricularly important for dhe improvement of
practice as well as for their potential contribution to the eventual creation of @
more fundamentall theory.

Second, there are even more pragmatic reasons to expect the debate to con-
tinue. While the COSO report will gain acceptance as a point of digparture wihen
considering internal control issues, there will be debate over the details whenev-
er there is a disagreement among participants as to the desirability of some
action bearing on internal controls. For example, a regulatof under pressure to
accomplish some goal, such as the perceived protection of the general public,
may come to believe that a report by management, attested to be the auditor’s,
will serve to create that protection. Whether the regulator is correct or has more
than political support for the position may be of liess comsequence tian dhe meed
to take action.

This is already evident in the recent banking regulation requirements forr
reporting on compliance with laws and regulations. Adherents to the COSO
report may arrive at diffeninge positions on the desirability of this particular
action. Those who desire to have such reports could take the position that
COSO addressed the standards for such reports, even though they provided
some cautions and no example reports. Others might believe that COSO was
more than cautionary in its concern for the expansion of external reporting in
this area and that, in fact, COSO would not support the extension of external
reporting in this area. Whatever the "facts™ innthidsppatitaldarcease,ititwealdd
appear that the regulations will stand and that the debate will move in the direc-
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tion of limiting the laws and regulations to which the opinion will apply, speci-
fying the detailed attestation work necessary and attempting to specify and limit
the risk exposure to the auditor, i.e., in large part dealing with those details of
measurement and risk not addressed by COSO in the area of extiemnal wgparnting
on compliance with laws and regulations.

As there are already many other such reports being prepared for internal or
limited use (for example, on environmental control matters), we might expect to
see a series of proposals for additional public disclosures. We can all think of
public interest groups that may find it worthwhile to push foe such action.

The internal control debate is only one of imany @fess wihere die profiession’s
exposure has increased in recent years. There is little doubt that the professisn
has had a long standing role with respect to the evaluation of internal controls.
However, since the enactment of e FCPA ((Foreign Corrupt Practice Act), die
nature of tthat rolle hes teen expanding. FCPA @pened wp avenues fior iinareased
service to clients in satisfying the requirements of that act. At the sarme time,
meeting this client service clearly opened up the potential for auditor attestation
exposure. For some time the professiom resisted offesifige an external attestation
opinion on internal controls. 1t now appears that the professiom supports sorme
form of external attestation report. The argurment appears io be that the profes-
sionals are being held liable in any case, so let’s do the work and get paid for
the risk. Howevet, this is only one area of increased risk in the ever expanding
client serviee domain of dhe profession.

As the professiom has moved or been pushed, depending upon your perspec-
tive, from its traditional franchise as the auditors of extermal fiimancial reports 4o
client service organizations, its practitioners have found themselves caught in
the muddy waters of marketing essentially new services while attempting to
limit exposure. Unfortunaielly;, one gets the impression that each service is open-
ing up substantial, unanticipated exposures and that attempting to limit the
exposure is akin to holding back the tides. 1 have no solution. Perhaps limited
liability corporations and tort refoim will help, but 1 am fearffill that even with
such refoim the professiem is in danger of losing its franchise or being charged
so high a price for its franchise as to lose its business viability. Neither of dhese
results is in our interests or the interests of dhe troader sadiaty.
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