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Independent auditors attest to the accuracy of financial statements
prepared by various organizations. The auditors' examination of financial
statements is heavily influenced by reliance placed on the internal control
structure of the entity. internal control evaluation is an important component
of the audit process and involves complex judgments on behalf of
independent auditors. A recent auditing pronouncement, Statement of
Auditing Standards Number 55 [1988], specified guidelines designed to
assist auditors in improving their evaluation of internal control. This
standard requires auditors to explicitly consider the influence of control
environment of a client when evaluating the internal control structure.

The purpose of this dissertation is to investigate the influence of
control environment attributes specified in SAS 55 on the independent
auditors' evaluation of the internal control structure. The study utilized an
experimental methodology, in which practicing auditors from four Big Six

public accounting firms were assigned the task of evaluating the internal
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control structure of a hypothetical client. The case instrument contained
internal control checklists where control environment attributes were
manipulated as positive or negative. The subjects' responses were
statistically analyzed using the Brunswik's lens model to determine how
factors in a client's control environment affect the internal control reliability
judgment of practicing auditors. In addition, the study also examined
differences in judgment between auditors, differentiated by levels of
experience, rank in organization and affiliation with public accounting firm.
The results from the study indicate that control environment attributes
are considered important by practicing auditors, and that not all attributes
are assigned equal weights. The auditors' judgments with respect to control
environment evaluations across various levels of experience were
significantly different. However, no significant difference was detected when
the auditors were grouped according to their ranks. The results also did not
support the hypothesis that auditors from different public accounting firms
would evaluate internal control environments differently. The dissertation
includes a discussion of the implications of these findings, and potential for

future research.
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CHAPTER 1

OVERVIEW OF THE STUDY

1.0 INTRODUCTION

In the process of formulating an opinion on the fairness of financial
statements of an organization, an auditor needs to rely heavily on his/her
evaluation of the organization's internal control system. The quality of the
accounting information is directly related to the reliability of the internal
control system (ICS). The auditor obtains an understanding of the internal
control system in order to plan the audit; subsequently the nature, timing,
and extent of tests to be performed are determined. The methods and
audit procedures used in obtaining this understanding include inquiries of
key management personnel, inspection of company documentation of
relevant policies and procedures, observation of company activities and
operations, and consideration of past experience with the client.

The appropriate role for internal controls in the auditor's
opinion formulation process and the perceived effectiveness of
current internal controls is in a stage of transition [Felix and Niles,

1988]. The competitive nature of the auditing profession has
intensified considerably in the last few years causing increased
pressures on the firms to achieve audit efficiency. To the extent that
internal controls are the result of management actions and policies,

understanding the nature of auditor decision-making with respect to
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internal control evaluation has important implications for both the
designers of accounting systems and public accountants. Empirical
evidence from descriptive studies is necessary to build a cohesive
body of knowledge relevant to auditor judgment. The objective of the
present study is to help enhance the existing knowledge base

relevant to the complex domain of auditor decision making.

1.1 STATEMENT OF PROBLEM

In an attempt to bridge the so-called "expectation gap" between the
users of the financial statements and the auditors, the Auditing Standards
Board (ASB) of the American Institute of Certified Public Accountants
(AICPA) issued nine new Statements on Auditing Standards (SASs) in April
1988. These SASs were introduced to help increase the effectiveness of
the audit process. SAS 55, "Consideration of the internai Control Structure
in a Financial Statement Audit," provides guidance as to the independent
auditor's role in evaluating an entity's internal control structure [AICPA,
1988].

An organization's control structure consists of any policies or
procedures that are established to achieve the business objectives of the
organization. These could include segregation of incompatible duties,
bonding of employees in sensitive positions, physical safeguarding of assets
and so on. Generally, the external auditor is concerned with the policies
and procedures designed to ensure the client's ability to record, process,

summarize, and report financial data consistent with the assertions in the
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financial statements. Thus, the controls that are relevant to the external
auditor are those that are meant to ensure the reliability of financial
statements, maintain accountability, or safeguard the client's assets and
liabilities.

SAS 55 defines an entity's internal control structure as consisting of
three components: the control environment, the accounting system, and the
control procedures. The control environment reflects the overall attitude,
awareness, and actions of the board of directors, management, owners,
and others concerning the importance of control and its role in the
organization. The accounting system consists of the methods and records
established to identify, assemble, analyze, classify, record, and report an
entity's transactions. The accounting system must also maintain
accountability for the related assets and liabilities. Control procedures are
policies and procedures, in addition to the control environment and
accounting system, that management has established to achieve specific
entity objectives.

SAS 55 was introduced by the Auditing Standards Board to help
auditors accomplish a more complete evaluation of internal control and
result in a more effective audit planning process. An improvement in the
planning methods helps to ensure a more efficient audit, and avoids
extraneous effort on part of the auditors. SAS 55 makes an explicit
recognition of the three separate components of internal control structure,
namely the control environment, the accounting system, and the control
procedures as important sources of information about the types and risks of

potential misstatements in financial statements. This statement requires the
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4

auditor to obtain a sufficient understanding of the three elements necessary
to plan the audit. A major difference between AU section 320 (AICPA
Professional Standards on Auditing) [AICPA, 1986] and SAS 55, which
superseded the former, is that AU 320 did not mandate an understanding of
the control environment as a necessary step in identifying possible
misstatements. The importance placed on the control environment could
have significant implications for both management, internal auditors, and
others involved in the design of accounting systems.

The main objective of the present study was to analyze how factors
in a client's control environment affect the internal control reliability
judgment of practicing auditors. The auditors' judgment was analyzed in

terms of the control environment attributes identified in SAS 55.

1.2 JUSTIFICATION OF STUDY

The importance of the control environment factors in the evaluation
of internal control reliability is documented in the accounting literature [e.g.
Haskins, 1987]. The control environment represents management's effort
to control the inherent risks involved in financial audits, and affects the
design and implementation of internal accounting control systems.
Professional pronouncements (e.g. AICPA, 1986) have specified control
environment features, e.g. the client's organization structure, personnel and
budget policies, which the auditors need to consider before relying on the
internal control system. The final report issued by the National Commission

on Fraudulent Financial Reporting (also known as Treadway Commission)
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[1987] made specific recommendations for the assessment of a client's
overall control environment. The Commission's recommendations were
directed toward improving a company's overall financial reporting process
and increasing the likelihood of prevention and early detection of fraudulent
financial reporting. These recommendations dealt with (1) the tone set by
the top management, (2) the internal accounting and auditing functions, (3)
the audit committee, (4) management and audit committee reports, (5) the
practice of seeking second opinions from independent public accountants,
and (6) quarterly reporting.

In a recent study, Haskins [1987] identified the control environment
attributes that were perceived to be of importance by practicing auditors.
He used a questionnaire to elicit auditors' responses as to the importance of
48 control attributes for the assessment of a client's control environment.
The results identified certain critical attributes which were most consistently
ranked as having "great" importance. However, Haskins' list of 48 attributes
failed to distinguish between control environment and control procedures.
The critical attributes identified in his study are frequently noted in the
existing literature as key internal accounting control considerations. The
present study was designed to isolate the effect of selected client control
environment attiibutes on the auditors' evaluation of internal control. The
results of the study are expected to lead to a better understanding of the

audit judgment process.
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1.3 DESIGN OF RESEARCH

1.2.1 Theoretical Background

This study attempted to "capture” the judgmient or prediction policy of
individual decision makers, namely auditors, using Brunswik's Lens
Paradigm [Brunswik, 1952]. Judgment modeling is concerned with how
individuals utilize information when they make judgments about the current
state, or make predictions about the future state, of a variable of interest.
Research in this area typically is done in an experimental setting that
provides the individual with various combinations of values on each of
several variables that are to be used for judgment or prediction purposes.
The individual makes a judgment based on each combination of values
presented, and the individuals' judgment policy is inferred from the statistical
relationship among the variables. According to Ashton [1982, p.14], "the
major focus of judgmental modeling is to produce representations . . . . . as
an initial step toward improving the accuracy of human judgments as

opposed to understanding cognitive processes."

1.3.2 Operational Definitions

The present study examined the importance assigned to the control
environment factors specified in SAS 55 by practicing auditors. The control

environment is reflected by the attitude, awareness, and actions of all
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personnel in authority, including owners, directors and corporate officers.
Management's attitude toward control sets the stage for the attitudes and
actions for the entire company. If the staff perceives that control is not
important to top management, the general effectiveness of the accounting
system and control procedures is weakened considerably. SAS 55 has
listed the following attributes as defining the control environment:

- Management Philosophy and Operating Style

- Organizational Structure

- Audit Committee

- Methods of Assigning Authority and Responsibility

- Management Control Methods

- Internal Audit Function

- Personnel Policies and Practices

- External Influences

A brief discussion of each attribute follows.

Man hil h

This factor reflects the overall control consciousness of management.
Management attitudes and actions toward financial reporting, meeting
budgetary and other operating goals, and other controls are included in this
attribute. Whether management is dominated by one or a few individuals is

also an important consideration.
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rganizational Structur
A company's organizational structure is the overall framework for
planning, directing and controlling the entity. Included in this attribute are
the form and nature of the company's organizational units and related
management functions and reporting relationships. An effective control
environment requires clear definitions of responsibilities and lines of

authority for personnel at all levels of the entity.

Audi mmi

An audit committee, made up of outside directors with responsibility
for communication with independent as well as internal auditors, is required
for all companies listed on the New York Stock Exchange. An effective
audit committee takes an active role in supervising the company's
accounting and financial reporting policies. The committee should maintain
a direct line of communication between the board of directors and the
company's auditors, allowing open discussion of sensitive issues like
controversies involving accounting policies/procedures, disagreements with
management, deficiencies in design or failures in operation of the internal

control structure, and difficulties encountered in performing the audit.

f Assigning A rity an nsibili
These methods include (1) entity policy regarding acceptable
business practices, conflicts of interests, and codes of conduct, (2)
assignment of responsibility and delegation of authority to deal with such

matters as organizational goals and objectives, operating functions, and
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regulatory requirements, (3) employee job descriptions delineating specific
duties, reporting relationships, and constraints, (4) computer systems
documentation indicating the procedures for authorizing transactions and

approving system changes.

Management Control Methods

These methods include: (1) procedures established to develop plans,
budgets, forecasts, and responsibility accounting, (2) methods used to
measure actual performance and compare it to planned performance, (3)
procedures established to communicate the results to appropriate
management personnel, (4) management's attitude and response to
variances from expectations (i.e. whether management investigates and
takes effective corrective action), (5) policies and procedures adopted to
modify the accounting system and control procedures in an effort to update
them for a changing environment, to correct problems, or enhance

efficiency and/or effectiveness.

nter it Functi

An internal audit function is an individual, group, or department within
a company that acts as a separate higher level of control to ensure that the
internal control structure is functioning effectively. The independent auditor
should review the competence and objectivity of internal auditors and
evaluate their work. The external auditor is expected to review the

competence, as well as objectivity of internal audit personnel.
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rsonnel Polici nd Practi

The competence and integrity of a company's personnel and its
management are important factors in providing an environment conducive
to an effective internal control structure. The following personnel policies
and practices are generally considered desirable: (1) systematic personnel
selection, training, supervision, performance evaluation, promotion and
compensation methods, (2) required annual vacations for all employees,
(3) bonding of employees in positions of trust to provide background check
and ensure against losses, (4) written code of employee conduct or conflict
of interest policy to express the company's attitudes and expectations of

proper conduct.

External Influences

Parties outside the company, including legislative and regulatory
agencies such as the Securities and Exchange Commission or the Internal
Revenue Service can influence the effectiveness of the control environment

by raising awareness of control.

1.3.3 Development of Research Hypotheses

The proposition being examined in this study is that control
environment cues or factors will influence the evaluation of a client's internal

control system. The control attributes mentioned in the previcus section
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