


LTI
LIBRARY
Michigan State
University

This is to certify that the
dissertation entitled
Modeling External Auditors' Evaluations

of Audit Risk and the Effect of the
Task Environment on Consensus

presented by

Frank Buckless

has been accepted towards fulfillment
of the requirements for

Ph.D. degreein ACCOunting

. / e

Major

Date February 24, 1989

MSU is an Affirmative Action/Equal Opportunity Institution o-12



PLACE IN RETURN BOX to remove this checkout from your record.
TO AVOID FINES return on or before dste due.

DATE DUE DATE DUE DATE DUE

|

MSU Is An Affirmative ActiorvEqual Opportunity Institution
ci\circ\datedus. pm3-p. 1




MODELING EXTERNAL AUDITORS’ EVALUATIONS
OF AUDIT RISK AND THE EFFECT OF THE

TASK ENVIRONMENT ON CONSENSUS

By

Frank Alan Orth Buckless

A DISSERTATION
Submitted to
Michigan State University
in partial fulfillment of the requirements
for the degree of

DOCTOR OF PHILOSOPHY

Department of Accounting

1989




5673584

ABSTRACT
MODELING EXTERNAL AUDITORS'’ EVALUATIONS

OF AUDIT RISK AND THE EFFECT OF THE
TASK ENVIRONMENT ON CONSENSUS

By

Frank Alan Orth Buckless

The objective of the study was to examine auditor judgments
related to audit risk. The auditing literature suggests that the
auditor’s ability to evaluate and manage audit risk is crucial to the
successful planning of an audit engagement. However, the auditing
literature does not provide specific guidance on how to assess audit
risk. The purpose of this study was to provide information on what
factors are involved in the assessment of audit risk and to provide
insight into the manner auditors assess audit risk.

Two interrelated experiments were conducted to achieve the above
objective. The first experiment was concerned with determining the
relative influence of various risk cues on auditors’ risk assessments.
In this experiment, audit managers were given a list of risk cues and
asked to indicate the relative influence of these cues on their risk
assessments. The audit managers were assigned to one of two groups.
One group evaluated the risk cues with respect to a specific account.
The other group evaluated the risk cues with respect to a specific
audit objective.

The second experiment was concerned with modeling auditors’
subjective assessments of audit risk and examining the effect of the
judgment task on auditor risk assessments. In this experiment, audit

managers were asked to evaluate the audit risk of several audit cases.



The case profiles presented varied manipulations to risk components.
The manipulations were selected based on the first experiment. Again,
audit managers evaluated the audit cases either with respect to a
specific account or with respect to a specific audit objective. The
experiment employed a 2 x 2° mixed factorial design.

The findings of the study are summarized by four major points.
First, auditor risk assessments are differentially affected by risk
cues. Second, auditors combine risk components in a additive fashion
and are achieving lower audit risk than suggested by the audit risk
model exhibited in the authoritative literature. Third, auditor risk
assessments are affected by the judgment task. Finally, consensus is
higher for risk assessments made with respect to audit objectives as

compared to risk assessment made with respect to accounts.
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CHAPTER I

INTRODUCTION

1. Introduction

The overall objective of an external audit is to express an
opinion as to the fairness, consistency and adherence to generally
accepted accounting principles of a client’s financial statements. SAS
No. 47 [1983] points out the need to assess the risk underlying the
auditor's opinion. At the financial statement level audit risk is
defined as the risk that the auditor may unknowingly fail to
appropriately modify his opinion on financial statements that are
materially misstated (AICPA, 1983, Par. 2). SAS No. 47 further notes
that this risk is a product of three separate risks (AICPA, 1983):

- The risk that a material error could occur.

- The risk that the system of internal accounting controls

will not prevent or detect a material error which could

occur.

- The risk that the auditor’s audit procedures would not
detect a material error which could exist.

The first two components of audit risk are essentially beyond the
control of the auditor while the third component is under the auditor’s
direct control. The third component is controlled by the auditor
through the selection and performance of audit procedures.

Although the auditor cannot control the level of risk for the
first two components, their assessment is essential to the successful
completion of an audit engagement. The selection and performance of
audit procedures is based on the auditor’s expectations of material
errors occurring. This is the combined risk of the first two

components. Once the desired level of audit risk has been determined
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the auditor’s assessment of the risk of material errors occurring can
be used to determine the appropriate level of substantive audit
procedures to be performed. If the auditor’s expectation of errors is
low, little audit work will be required. On the other hand, if the
auditor’s expectations of errors is high, substantial audit work will
be required. The above discussion suggests that as the auditor’s
expectations of errors increases, the risk associated with the
performance of audit procedures must decrease in order to maintain the
pre-set desired level of audit risk.

The first standard of field work requires that the auditor
adequately plan the audit. The assessment of the components of audit
risk play an important role in the planning of an audit. The auditors
assessment of the first two risk components has a direct influence on
the nature, timing and extent of substantive audit procedures per-
formed. The third component of audit risk is reduced by performing
substantive audit procedures.

The above discussion suggests that the auditor’s ability to
evaluate and manage audit risk is crucial to the successful planning of
an audit engagement. However, the authoritative literature does not
provide specific guidance on how to assess audit risk. Risk assessment
is left to the auditor’s professional judgment. The auditor’s assess-
ment of audit risk is intuitive in nature and often implicit. The
purpose of this study is to provide information on what factors are
involved in the assessment of audit risk and to provide insight into
the manner auditors assess audit risk. There has been very little

research conducted in this area of audit planning. Felix and Kinney
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[1982] note that descriptive research related to the auditor’s initial
planning process is virtually non-existent.

The major goals of judgment research in auditing are to
understand, evaluate, and improve audit decisions [Ashton, 1983, p. 7].
This study should improve auditor judgments by making auditors more
sensitive to both the planning phase judgment process and the

limitations of this process.

1.1 ement ble

This section discusses current authoritative literature
concerning audit risk as well as outlining the research questions which
will be addressed by this study.

Audit risk is discussed in three separate pronouncements issued
by the Auditing Standards Board (ASB) of the American Institute of
Certified Public Accountants (AICPA). SAS No. 1 [1973]) was the first
pronouncement to discuss audit risk. SAS No. 1 notes that the risk
underlying the auditor’s opinion is a product of two separate risks
(AICPA, 1973):

- The risk that material errors will occur in the accounting
process by which financial statements are developed.

- The risk that any material errors that occur will not be
detected in the auditor’s examination of the financial
statements.

SAS No. 1 [1973] further explains that an auditor relies on

internal controls to reduce the first risk and depends on substantive

auditing procedures to reduce the second risk. These concepts were

expressed by the following formula (AICPA, 1973, par. 320b.35):

S§=1-( -R) (1)
1 -0



Where: S = reliability level for substantive tests.

R = combined reliability level desired for substantive
and compliance testing.

C = reliance assigned to internal accounting control and
other relevant factors.

The statement does not specify how to determine these
reliabilities. It indicates that this determination is a matter for
professional judgement.

In June 1981, the AICPA issued SAS No. 39 [1981] superseding
section 320B of SAS No. 1 [1973]. This was an original attempt by the
AICPA to define and measure audit risk. The two major changes from SAS
No. 1 [1973] were that 1) explicit recognition was given to audit
procedures other than substantive testing and 2) the formula was
expressed in terms of risk whereas before it had been expressed in
terms of reliability (the complement of risk). SAS No. 39 presented

the following formulation (AICPA, 1981, Appendix par. 4):

TDR = UR (2)
(IC x ARR)
Where: UR = allowable ultimate risk that the financial statements

are materially misstated (i.e. audit risk).

IC = assessment of the risk that the internal control system
fails to detect errors greater than tolerable or
acceptable error if they occur.

ARR = assessment of the risk that analytical review and other
relevant substantive tests would fail to detect errors
greater than tolerable error if they occurred and were
not detected by internal control.

TDR = allowable risk of incorrect acceptance for the
substantive test of details given that an error greater
than the tolerable error has occurred and not been
detected by internal control, analytical review or
other substantive tests.
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In December 1983, the AICPA issued SAS No. 47 [1983] which sets
forth the current audit risk model. In this statement audit risk is
defined as the risk that auditors may unknowingly fail to appropriately
modify their opinion on financial statements that are materially
misstated (AICPA, 1983, par. 2). Audit risk (AR) is assumed to be a
multiplicative function of inherent risk (IR), control risk (CR), and
detection risk (DR) and is represented by the following formula (AICPA,
1983, par. 20):
AR = IR x CR x DR (3)
Where: AR = the risk that monetary errors greater than tolerable
error might remain undetected in the account balance
or class of transactions after the auditor has
completed all audit procedures deemed necessary.

IR = the susceptibility of an account balance or class of
transactions to error that could be material assuming
that there were no related internal accounting
controls.

CR = the risk that an error that could be material will
not be prevented or detected by the system of
internal accounting controls.

DR = the risk that an auditor’s procedures will lead
him/her to conclude that an error that could be
material does not exist when in fact such an error
does exist.

These conditional definitions enable the components to be
combined multiplicatively since they are independent by definition.
Two key statements of SAS No. 47 [1983] are that 1) the appropriate

level of audit risk is a matter for professional judgment and 2) audit

risk may be assessed using quantitative or qualitative terms.
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Two changes from SAS No. 39 [1981] were 1) SAS No. 47 [1983] ex-
plicitly recognized inherent risk' and 2) SAS No. 47 [1983] combined
analytical review risk and tests of details risk. Neither model was
intended to supersede or replace the other. Each model is a slight
modification of the other model.

A major source of criticism with the audit risk model relates to
the lack of independence between inherent risk and control risk.
Cushing and Loebbecke [1983] give some examples of these
interdependencies. For example, if control risk is high because the
system of processing controls is bad, employees will be tempted to
commit fraudulent acts at a greater frequency than if the controls were
good, simply because they have less risk of getting caught. This
implies that inherent risk would be greater. Kinney [1988] indicates
that it is difficult to assess inherent risk and control risk
separately because of these interdependencies. Inherent risk and
control risk could be conceived as components of a general
"environment” factor. Since this study is primarily concerned with the
integration of risk components not their assessment, inherent risk and
control risk will be combined to form a general environment factor
called expectations of errors. The risk components examined in this
study will be expectations of errors (EE), analytical review risk (ARR)
and tests of details risk (TDR).

The audit risk model can be used as a planning tool once the

desired level of audit risk has been determined. The auditor'’'s

' SAS No. 39 [1981) implicitly set inherent risk equal to one as it
was felt that an evaluation of such a risk would be difficult and
potentially costly to quantify.
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determination of the desired level of audit risk can be used in
conjunction with his/her assessment of expectations of errors and
analytical review risk to determine the appropriate level for test of
details risk. The formulation of the audit risk model in the audit
planning phase is as follows:

TDR = __AR (4)
(EE x ARR)

Where: EE = the risk that a material error 1) could occur in an
account balance (inherent risk) and 2) not be
prevented or detected on a timely basis by the
entity’s internal control structure (control risk).

The audit risk model suggests certain relationships that should
affect audit planning decisions. Some of the relationships suggested
by the audit risk model will be tested by the current research effort.

The multiplicative nature of the model implies that the impact of a

change in analytical review risk on the appropriate level of tests of

details risk varies depending on the assessed level of expectations of
errors. For example, Table 1.1 indicates that a change in analytical
review risk from 50% to 25% has a greater impact on the required level

of test of details risk when expectations of errors is equal to 25%

than when it is equal to 50%. Performing analytical review procedures

will reduce the required level of substantive tests of details by a

greater amount when expectations of errors is low as compared to when

it is high. The following research question will be addressed by the
current study:
1) How do auditors combine information on the components of

the audit risk model in forming their audit risk
assessments?
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TABLE 1.1

Required Levels of TDR for Various Assessments of
EE and ARR, with Desired AR = .05

_EE _ ARR
10% 25% 50% 100%
10% * * 100.0% 50.0%
25% * 80.0% 40.0% 20.0%
50% | 100.0% 40.0% 20.0% 10.0%
100% 50.0% 20.0% 10.0% 5.0%
* - The conventional interpretation of cases in which planned

TDR is greater than 1.0 is that available audit evidence
renders the substantive tests of details unnecessary.
However, considering the authoritative literature it may be
more appropriate to say that it is unnecessary to perform
substantive tests of details above the minimum level
required?.

The model also implies that a change in any one of the components

will have an equivalent effect on the appropriate level of tests of

details risk. For example, a decrease of 25% in ARR combined with an

increase of 25% in EE will yield the same TDR, assuming a constant AR.

Increasing expectations of errors and decreasing analytical risk by the

same amount will not affect the required level of substantive tests of

details. The following research question will be addressed by the

current study:

2) What are the weights auditors assign to each of the
components of the audit risk model?

? Some statements on auditing standards may require specific tests
of financial statement balances for specific financial assertions. For
example, see SAS No. 1, section 331 (AICPA, 1973), concerning
confirmation of receivables and observation of inventories.



9

Both SAS No. 39 [1981] and SAS No. 47 [1983] indicate that the
assessment of audit risk should be performed at a disaggregated level.
However, it is unclear what the appropriate level of disaggregation
should be.

Cushing and Loebbecke [1983] indicate that the audit risk model
should be applied on a disaggregated level to the lowest audit element
in the process which links each of the model’s components. They
indicate that this would be a particular type of error within a
particular type of transaction affecting a specific financial statement
account. Discussions of the auditing process in the auditing litera-
ture indicate that auditors divide the financial statements into
components for which detailed audit objectives are specified’.
Individual audit procedures are performed to gather support for one or
more of these individual audit objectives. When sufficient competent
evidence is gathered in support of each individual audit objective the
auditor then aggregates and extends his/her conclusions to formulate an
opinion on the statements taken as a whole. In terms of the audit risk
model this process suggests that audit risk should be assessed with
respect to specific audit objectives within accounts (e.g. accounts
receivable). Moreover, a recent statement on auditing standards issued
by the AICPA entitled "Consideration of the Internal Control Structure
in a Financial Statement Audit” (SAS No. 55, AICPA, 1988) indicates
that auditors should evaluate control risk with respect to specific
audit objectives. This study will investigate the assessment of audit

risk with respect to a specific account and a specific audit objective

} See Section 1.2 where a model of the audit process is discussed.
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within an account to see what effect, if any, the judgment task has on
auditor decisions. The following two research questions will be
addressed by the current study:

3) What effect does the judgment task have on the auditors’
risk assessments?

4) What effect does the judgment task have on the degree of
consensus among auditors?

In summary, the audit risk model will be used as a descriptive
model of auditor behavior to generate hypotheses. The current study
will test some of the implications of the audit risk model. Hypotheses
will be developed and tested for the following research questions:

1) How do auditors combine information on the components of
the audit risk model in forming audit risk assessments?

2) What are the weights auditors assign to each of the
components of the audit risk model?

3) What effect does the judgment task have on the auditors’
risk assessments?

4) What effect does the judgment task have on the degree of
consensus among auditors?

This research effort will also address the following secondary
question for which no hypothesis was developed:

5) What risk cues do auditors consider most important when
evaluating expectations of errors, analytical review risk
and tests of details risk?

The auditor’s assessment of audit risk is intuitive in nature and
often implicit. Whether the auditor’s intuitive judgment is consistent
with the audit risk model is an empirical question. The results of
this study should provide evidence on whether, and if so, how the audit

risk model is being implemented in practice. If significant

differences are found between current practices and existing
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literature, recommendations will be proposed to address these
differences. This study should also benefit auditors by providing
benchmarks regarding the relative weights assigned to the various
components of the audit risk model. By understanding their own risk
assessments better, auditors could achieve higher consistency and
consensus. Consensus is a necessary condition for the existence of
professional expertise (Einhorn, 1974). Lack of consensus of audit
opinions about financial statements could undermine the stature of the
auditing profession. This study also could aid external auditors in
lowering annual audit fees by clarifying the relationship between the
extent of auditing procedures and the relative risk exposure of the
specific audit situation. Clarifying this relationship could reduce
the likelihood of either overauditing or underauditing, thus allowing

audit resources to be utilized in a more efficient fashion.

1.2 A model of the audit process

In this section a model is discussed relating audit risk
assessments to the overall audit process. This should aid in the
discussion of research relevant to this study as well as the
development of the research instruments. It is not the purpose of this
section to build an all encompassing model of the audit process.
Rather, the purpose is to show how the audit risk model fits into a
model which is representative of a typical audit. Felix and Kinney's
[1982] model of the auditor’s opinion formulation process (as described

in Figure 1.1) will be used.
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Step 1) Step 6)
Substantive Test
Orientation of Transactions
and
Balances
Step 2) Step 7)
Preliminary Aggregation
Evaluation of
of Internal Results

Control Structure

Step 3) Step 8)

Tactical Forming

Planning Opinion
of Audit
Activities

Step 4) Step 9)

Perform
Tests of Report
Controls

Step 5)

Evaluation of
Internal
Control
Structure

|

FIGURE 1.1
An Overview of the Auditor’s Opinion Formulation Process
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Step 1 is described by Felix and Kinney [1982] as the auditor
gaining knowledge of the geographic, economic, and industrial setting
of the client organization; the nature of the client’'s operations; the
competence and ethics of managerial and financial personnel; and the
nature and characteristics of the accounting and financial reporting
systems of the client.

Step 2 involves a preliminary evaluation of the internal
accounting controls. This evaluation is essentially an assessment of
the error-generation propensities of the various components of the
client’'s accounting system. Error-generation propensities are related
to the auditor’s assessment of the quality of the design of the
internal accounting controls and the likely compliance of system
operations with the design.

Step 3 entails designing a set of audit procedures that can be
expected to collect sufficient, competent evidence to support an
opinion on the financial statements at a minimum expected cost. This
plan is preliminary since the actual engagement circumstances may
deviate from expectations. This step involves evaluating the different
types of tests of controls‘ and substantive procedures available and
then selecting the most effective and efficient mix of tests of
controls and substantive procedures that will result in an acceptable

audit opinion.

* Felix and Kinney's [1982] model of the auditor'’s opinion formula-
tion process was developed prior to SAS No. 55 [1988] and therefore
does not use the current terminology. Felix and Kinney's [1982]
discussion has been changed to reflect the current terminology.
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Step 4 involves carrying out any planned tests of controls. The
tests of controls are performed on those controls the auditor had
determined would be relied upon in planning the substantive procedures
(see step 3). Tests of controls are designed to test the application
of internal controls. The purpose of tests of controls is to provide
reasonable assurance that internal control procedures are in use and
operating as planned. Should the auditor believe the client’s internal
control structure is strong reliance can be placed upon the controls
thereby reducing the substantive procedures to be performed.

Step 5 entails identifying departures from and evaluating the
effectiveness of prescribed internal control procedures intended to be
relied upon. The preliminary audit plan is re-evaluated to consider
whether the results of the tests of controls support the planned
reliance and, if not, what evidence alternatives exist. After the com-
pletion of the re-evaluation activity, the auditor is ready to conduct
substantive procedures. When the controls are not considered effective
the substantive procedures would be expanded at this point or in the
next phase.

Step 6 involves the execution of substantive procedures.
Substantive procedures are tests designed to identify monetary errors
in transactions and balances or errors that may exist in financial
disclosures. If the substantive procedures indicate that material
errors exist the auditor will have to re-evaluate the audit plan and
expand audit procedures.

The above steps are conducted with respect to specific audit

objectives associated with sets of related transactions and balances
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known as transaction cycles. An example of a transaction cycle is the
revenue cycle. Some typical accounts included in the revenue cycle
are: sales, sales returns and allowances, bad debt expense, trade
accounts receivable, notes receivable, and allowance for doubtful
accounts. Each of steps 1 through 6 would be conducted for each
transaction cycle in the accounting system.

Step 7 involves aggregating the evidence from all cycles. This
aggregation process supports the formulation of the audit report
opinion and is done subjectively by the auditor.

Step 8 entails expressing an opinion on the financial statements
taken as a whole and is based on the subjective aggregation of the
evidence. The opinion is selected from the alternatives outlined in
the authoritative literature.

Step 9 involves issuing the appropriate report.

Felix and Kinney’s [1982] model of the auditor’s opinion
formulation process was developed before SAS No. 47 [1983] and SAS No.
55 [1988) were written. The first three steps of the auditor’s opinion
formulation process will be modified slightly to incorporate SAS No. 47

[1983] and SAS No. 55 [1988].

1.3 tio a ode

The audit risk model is incorporated into the first three steps
of the auditor’s opinion formulation process. The audit risk model
will not be incorporated into the evaluation of results phase of the
auditor’s opinion formulation process. The audit risk model is

intended to be used as an aid to audit planning. Using the audit risk
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model as an evaluation tool may result in more risk than indicated by
the model®. Thus, the current research effort will only be concerned
with the first three steps of the auditor’s opinion formulation
process.

It will be helpful to provide a brief discussion of the auditor’'s
assessment of control risk before revising the auditor’s opinion
formulation process. SAS No. 55 [1988] outlines two steps related to
the evaluation of the internal control structure. First, the auditor
obtains a sufficient understanding of the internal control structure to
plan the audit engagement. After obtaining this understanding, the
auditor may either assess control risk at the maximum level® or perform
additional tests of controls to support a lower level of control risk.
Consistent with the above discussion the auditor’s opinion formulation
process will be modified as follows.

In step 1 the auditor assesses inherent risk by evaluating such
factors as the client’s industry, client’s profitability, and client's
legal responsibilities and obligations.

In step 2 the auditor obtains a sufficient understanding of the
internal control structure to plan the audit engagement and make a
preliminary assessment of control risk.

In step 3 the auditor designs a set of audit procedures that will

result in the desired level of audit risk. This involves evaluating

* See Kinney [1983] and Cushing and Loebbecke [1983] for a detailed
discussion of this issue.

® SAS No. 55 [1988] defines control risk assessed at the maximum
level as the greatest probability that a material misstatement which
could occur will not be prevented or detected on a timely basis by the
entity’s internal control structure.
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the various types of audit procedures (tests of controls and
substantive procedures) with respect to control risk and detection risk
and selecting the combination of audit procedures that will minimize
expected costs at the desired (or acceptable) level of audit risk.
Basically the auditor makes an assessment of the audit risk for each
possible combination of audit procedures and selects that combination
which has the lowest expected cost at the desired (or acceptable) level
of audit risk. Audit risk is determined for each combination of audit
procedures by incorporating the assessments of inherent risk and
control risk with the auditor’s assessment of detection risk.

As indicated above, these steps are conducted with respect to
specific audit objectives associated with sets of related transactions
and balances (e.g. revenue cycle). Each step is conducted for each
transaction cycle in the accounting system.

The objective of sections 1.2 and 1.3 was to develop an
understanding of the role of audit risk in the planning process and to
illustrate the risk assessments made therein. The model of the audit
process presents a framework in which the auditor’s behavior as a
decision maker can be examined. This model of the audit process will
aid in the discussion of research relevant to the current study as well

as the development of the research instruments.

1.4 z cu tu
This chapter included a review of the general activities involved
in planning and the structure of the audit process. This discussion

suggests that risk assessments are an integral part of the audit
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process. Risk assessments made during the planning phase bear on the
amount and timing of audit procedures to be performed. This chapter
also included a discussion of the authoritative pronouncements about
audit risk, SAS No. 39 [1981] and SAS No. 47 [1983]. Finally, this
chapter developed the questions which were addressed by the current
research effort.

There are five chapters that follow. Chapter II examines
research relevant to the current study. Chapter III discusses the
hypotheses tested and the expected results based on prior research.
Chapter IV discusses the methodology used for the current study.
Included in this section is a detailed description of the development
and administration of the research instruments as well as the
experiments conducted. Chapter V describes the analysis performed and
results of the analysis for each research question. The final chapter
summarizes the findings and implications of the current study,
discusses the contributions and limitations of the current study and

gives suggestions for future research.



CHAPTER II

LITERATURE REVIEW

2. Qverview

The auditor’s assessment of the elements of audit risk, beyond
internal control, is a relatively unexplored area in the field of
auditing. The following literature review considers the audit risk
model and the components of the audit risk model. This review may be
classified into four major categories: 2.1) audit risk and the audit
risk model, 2.2) inherent risk and the evaluation of situational
factors, 2.3) internal control risk and the evaluation of internal
controls, and 2.4) detection risk. The following four sections of the
paper review research studies in these four areas for the purpose of
providing guidance for, and comparisons with, the current research

effort.

2.1 ud and t u isk

This section explores research dealing explicitly with the audit
risk model. The research discussed in this section can be charac-
terized as one of two types: 2.1.1) analytical studies which critically
evaluated characteristics of the audit risk model and 2.1.2) empirical
studies which examined the integration of the components of the audit

risk model.

2.1.1 Analytical Studies
Cushing & Loebbecke [1983] performed a normative study which

critically evaluated the audit risk model in SAS No. 39 [1981] (see

19
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equation 2, Chapter I, page 4). Some of the major criticisms noted by
the authors are summarized below:

- The audit opinion is on the financial statements as a
whole, but the risk factors of the model are computed at a
disaggregated level. A theoretical basis for an aggrega-
tion of the model is unknown.

- The audit risk model is a joint probability model which
assumes the risk factors are independent of each other. In
reality, this may not always be the case.

- The values of the risk factors are subjectively determined
by the auditor. To the extent that the auditor’s estimates
are wrong, the real value of overall audit risk will differ
from its computed value.

- The use of the audit risk model as an evaluation tool is
inappropriate. The audit risk model is intended to be a
planning tool.

Overall the authors noted that the model is a simplified abstraction of
reality, but it can be useful as a planning tool.

Cushing and Loebbecke [1983] normatively evaluated the audit risk
model, they did not empirically test implications of the audit risk
model. The current study empirically tested implications of the audit
risk model. The guidelines and criticisms specified by the authors
were incorporated into the current study as follows: First, the
authors suggest that the risk components should be assessed at the
lowest level in the accounting process which links each of the model's
components. SAS No. 39 [1981] and SAS No. 47 [1983] are unclear as to
what the appropriate level of aggregation is for the assessment of
audit risk. The current study will investigate the assessment of audit
risk with respect to a specific account and with respect to a specific

audit objective within an account to determine the effect of the

aggregation level on auditor’s judgments. Second, the authors indicate
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that it is difficult to measure inherent risk independently of control
risk. Because of the dependencies between these two components this
research effort will combine the assessment of inherent risk and
control risk. The current study did not require auditors to make
separate assessments of inherent and control risk. Third, the authors
indicate that the actual value of audit risk will be wrong to the
extent that the auditor’s subjective assessment of audit risk is wrong.
The current study examined the accuracy of the auditors risk
assessments using consensus as a measure of accuracy. Finally, the
authors suggest that there are problems with using the audit risk model
as an evaluation tool. The current study was concerned with using the
audit risk model as a planning tool only.

In another normative study evaluating the appropriateness of
using the audit risk model advanced by SAS No. 39 ([1981], Kinney [1983]
noted a weakness in using the model to conditionally revise the audit
Plan or evaluate audit results (see equation 2, Chapter I, page 4).

The author shows examples where the auditor may subject himself/herself
to a greater(lessor) degree of ultimate risk than indicated by the
audit risk model. Overall the author notes that while the audit risk
model can be useful as a simplified audit planning tool it is
inappropriate to use as an evaluation tool. Kinney [1983] normatively
evaluated the audit risk model he did not empirically test implications
of the audit risk model. The current study empirically tested
implications of the audit risk model. Consistent with the authors

criticism of using the audit risk model as a evaluation tool, the
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current study was concerned with using the audit risk model as a
planning tool only.

The primary focus of the two previous papers was to critically
evaluate the audit risk model, it was not concerned with the current
state of practice for assessing audit risk. The focus of the current
research effort was to obtain a better understanding of audit risk
assessments made by practitioners. The guidelines specified by the
above papers were used as a starting point to describe the current

state of practice for assessing audit risk.

2.1.2 Empirical Studies

Jiambalvo and Waller [1984], using the framework of the audit
risk model in SAS No. 39 [1981], conducted an empirical study which
investigated the effects of decomposition on auditors’ assessments of
the allowable detection risk (see equation 2, Chapter I, page 4).
Decomposition in this context, referred to the auditors explicitly
considering internal control risk (IC), analytical review risk (ARR)
and ultimate risk (UR) before making their assessment of tests of
details risk (TDR). Thirteen auditors from one "Big-8" public
accounting firm were randomly assigned to one of two experimental
groups. The subjects were asked to complete a questionnaire consisting
of four cases. The subjects assigned to the first group were asked to
respond to a single question that elicited a holistic assessment of
TDR. Subjects in this group were not required to make explicit
assessments of IC, ARR and UR before making their assessment of TDR.

The subjects assigned to the second group were first asked to make
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assessments of IC, ARR and UR and then asked to make an assessment of
TDR. The results indicated that there was not a significant difference
between the judgments made by the holistic and decomposition groups.
An additional finding of the study was that auditors’ intuitive
combination of the risk components did not correspond closely with the
combination dictated by the audit risk model. Auditors did not combine
IC, ARR and UR in a multiplicative fashion. The authors advocated more
behavioral research on how auditors assess audit risk.

The above study indicated that auditors do not follow the multi-
plicative composition rule suggested by the authoritative literature.
Auditors were required to make risk assessments with respect to a
specific account. The previous chapter developed the argument that
risk assessments should be made with respect to specific audit objec-
tives within accounts, not with respect to specific accounts. The
conflicting results could have occurred because of the judgment task
employed. The current study employed two different judgment tasks to
determine the effect of the judgment task on auditor risk assessments.
One task required auditors to make audit risk assessments with respect
to a specific account. The other task required auditors to make audit
risk assessments with respect to a specific audit objective within an
account.

Daniel [1988] performed an empirical study which examined the
composition rules followed by auditors with respect to the assessment
of audit risk. Questionnaires were distributed to thirty three audit
managers form nine of the ten largest accounting firms in Oklahoma

City. The questionnaire asked the auditors to provide risk assessments
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of inherent risk, control risk, analytical review risk, tests of
details risk and audit risk for accounts receivable using both a five
point Likert type scale and as a percentage probability. The assess-
ments were made with respect to a referent client selected by the
respondent. The auditors’ assessments of the four risk components were
mathematically combined using the three models outlined in SAS No. 39
[1981], SAS No. 47 [1983] and the Canadian Institute of Chartered
Accountants (CICA) 1980 audit guide, "Extent of Audit Testing”. The
three computed values of audit risk were compared with the subjective
audit risk assessments provided by the auditors. The results indicated
that auditors do not combine the risk components in the multiplicative
fashion suggested by any of the three models.

Similar to the previous study Daniel [1988] required auditors to
make risk assessments with respect to a specific account. Different
results could have occurred if a different judgment task had been
employed. The current study employed two different judgment tasks to
determine the effect of the judgment task on auditor risk assessments.

Libby, Artman and Willingham [1985] performed a study which
investigated whether auditors combine process susceptibility (inherent
risk), internal control design strength, and compliance test strength
in a multiplicative fashion. The latter two are components of control
risk. Sixteen cases were generated by systematically varying the
control risk characteristics. Blocks of eight cases were selected from
the sixteen cases and presented to fourteen auditors from one "Big-8”
public accounting firm, a 4? factorial design confounded in blocks of

eight units. The fourteen auditors were asked to determine the degree
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of reliance to be placed on the controls relating to accounts payable.
The results indicated that the auditors’ decisions were consistent with
the multiplicative nature of the audit risk model for control risk and
inherent risk. The results also indicated a high level of consensus
(.68) among auditors. Consensus was measured by computing the mean of
all pairwise correlations among auditors’ assessments.

Unlike the previous two studies, the above study found auditors
were following a multiplicative composition rule. The conflicting
results of these studies support the notion that the judgment task does
affect auditor risk assessments. Libby et al. [1985] required auditors
to make evaluations at a processing stream level (i.e. the processing
of specific accounting documents/transactions) while the other two
studies required auditors to make risk assessments at an account level.
Two different judgment tasks were employed by the current study to
determine the effect of the judgment task on auditor risk assessments.

The current study also examined the effect of the judgment task
on the level of agreement across auditors. Libby et al. [1985] found
agreement across auditors to be relatively high. The judgment task
employed by Libby et al. [1985] does not agree with the judgment task
developed in Chapter I. The discussion in the previous chapter argued
that risk assessments are made with respect to specific audit
objectives within accounts pot with respect to specific processing
streams. Requiring auditors to make assessments outside the normal
judgment task could reduce the overall level of agreement among
auditors. The level of agreement found by Libby et al. [1985] may have

been enhanced by the use of auditors from one "Big-8” accounting firm.
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The current study examined the effect of the judgment task on the level
of agreement across auditors.

Libby et al. [1985] found that auditors follow a multiplicative
composition rule for inherent risk and control risk. The current study
extended Libby et al.’s [1985] study by examining the composition rule
followed by auditors for expectations of errors, analytical review risk
and tests of details risk.

Kaplan [1985] conducted an empirical study which investigated the
effects of firm environmental characteristics, firm internal control
effectiveness, and elicitation of internal control effectiveness on
planned audit hours for an accounts receivable subsystem. Eighteen
cases were generated by varying environmental characteristics, internal
control characteristics and elicitation of internal control effective-
ness, a (3 x 3 x 2) mixed factorial design. The subjects consisted of
eighty four auditors from one large national accounting firm. The
auditors were asked to indicate planned audit hours for each of five
audit procedures. The planned extent of audit hours for each audit
procedure was totaled for each case and auditor. Consistent with the
audit risk model, the results indicated that the firm environmental
factor had an interaction effect with the internal control factor. The
environmental manipulation can be thought of as an inherent risk factor
while the internal control manipulation can be thought of as a control
risk factor. This interactive effect suggests that auditors are
combining inherent risk and control risk in a multiplicative fashion.
Another finding of the study was that the method of internal control

evaluation did affect the results. The method of internal control
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evaluation was manipulated by requiring participants to either evaluate
or not evaluate the internal control system before indicating planned
amount of audit hours.

The task required by the above study differed from the three
previous studies. Auditors were required to determine planned audit
hours for five substantive procedures in an accounts receivable subsys-
tem. The auditors were not required to make risk assessments. Al-
though the above study did not directly examine the assessment of audit
risk it does suggest that auditors combine components of the audit risk
model in a multiplicative fashion. Furthermore, the study reveals that
minor changes in the judgment task can significantly affect auditor
Judgments. Similar to the previous studies the task required of the
participants did not conform to the audit process developed in Chapter
I. Decisions about substantive procedures are not directly based upon
particular environmental characteristics or internal control
procedures, but upon the degree to which these factors affect audit
objectives. In addition to examining the effect of the judgment task
on auditor decisions, the current study also examined the composition
rule followed by auditors for expectations of errors, analytical review
risk and tests of details risk. Kaplan's [1985] study examined the
composition rule followed by auditors for inherent risk and control
risk only.

Strawser [1985] performed a study which investigated whether
auditors utilize the components of the audit risk model suggested by
SAS No. 39 [1981] and 47 [1983). Twenty four cases were generated by

varying the risk levels for each component of the audit risk model as
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well as some other situational factors, a (3 x 2 x 2 x 2) completely
crossed factorial design. Forty eight auditors from local and regional
CPA firms were asked to evaluate the series of cases based on 1) the
perceived level of audit risk and 2) the estimated number of man hours
required to complete the audit engagement. The results were analyzed
using ANOVA techniques. The results indicated that 1) auditors
consider the components of the audit risk model when assessing audit
risk and 2) auditors exhibited a moderate level of consensus (.45).

The author did not examine the composition rule followed by
auditors. Furthermore, the auditors were required to make their
assessments outside the normal judgment task. The auditors were asked
to make risk assessments with respect to the overall payroll account,
not with respect to specific audit objectives within the payroll
account. Requiring auditors to make their assessments outside the
normal judgment task could reduce the overall level of agreement among
auditors. The current study examined the composition rule followed by
auditors as well as the effect of the judgment task on the level of
agreement among auditors.

In summary, the previous studies examined such issues as the
composition rules followed by auditors and the level of agreement among
auditors. Contradictory results were obtained with respect to the
composition rules followed by auditors. Jiambalvo and Waller’'s [1984]
study and Daniel’s [1988] study suggest that auditors are not combining
the components of the audit risk model in a multiplicative fashion.

Libby, et al.’s [1985] study and Kaplan’s [1985] study suggest that
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auditors are combining control risk and inherent risk in a
multiplicative fashion.

One possible explanation for the conflicting results is the level
at which auditors were required to make their risk assessments.
Jiambalvo and Waller [1984] and Daniel [1988] required auditors to make
their risk assessments at an account level. Libby et al. [1985]
required auditors to make their evaluation at a processing stream
level. The Kaplan [1985] study is not directly comparable to the other
studies as auditors were not required to make risk assessments, rather
they were required to determine planned audit hours for an accounts
receivable subsystem. The discussion of the audit process in the
previous chapter developed the argument that risk assessments are made
with respect to specific audit objectives associated with sets of
related transactions and balances. To address these previous research
differences the current study examined the assessment of audit risk at
two levels of aggregation to determine what effect, if any, the
Judgment task has on the composition rules followed by auditors. The
current study also examined the effect of the judgment task on the
level of agreement across auditors. Neither Libby et al. [1985] nor
Strawser [1985]) used the judgment task developed in the previous
chapter. Using a judgment task which is more representative of an

actual audit engagement could increase agreement among auditors.

2.2 Inherent risk and the evaluation of situational factors

Inherent risk is the susceptibility of an account balance or

class of transactions to error that could be material assuming that
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there were no related internal accounting controls. Inherent risk
factors are potential sources of errors and misstatements which are: 1)
outside the client’s environment, 2) beyond the client’s control,
and/or 3) not addressed by the client’s existing system (Strawser,
1985). Inherent risk factors exist independent of the external audit.
The discussion in the previous chapter noted that it is difficult to
assess inherent risk independently of control risk. For this reason,
the current study combined the assessment of inherent risk and control
risk to form a general environment factor called "expectations of
errors.” This subsection of the paper reviews research which has been
conducted relevant to the assessment of inherent risk. The objective
of this review is to help in operationalizing expectations of errors.

The auditor’s assessment of inherent risk is a relatively unex-
plored area in the field of auditing as few professional or academic
researchers have addressed this subject until recently. Although the
research cited in this subsection may not explicitly consider inherent
risk, it does provide some valuable information as to the type of
factors which do affect inherent risk. Research relevant to inherent
risk can be characterized as one of two types: 2.2.1) empirical
studies concerned with determining what inherent risk factors auditors
consider most important when evaluating a client and 2.2.2) empirical
studies examining whether or not particular inherent risk factors

influence auditor decisions.
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2.2.1 Determination of Importance of Inherent Risk Factors

Brewer [1981] performed a research study to determine what
factors should be considered in assessing the inherent riskiness of an
audit environment, excluding internal controls. The study was con-
ducted in two stages. In the first phase, 191 auditors from nine
national accounting firms were used to identify factors other than
internal control which auditors associate with audit risk. Question-
naires were sent to the auditors asking them to indicate, using a five
point Likert scale, the audit risk associated with several audit risk
items. Factor analysis was used to group the factors into a smaller,
more manageable number.

In the second phase, an experiment was performed to determine
whether auditors increase audit intensity in response to the presence
of these audit risk factors. Audit intensity was defined as a combina-
tion of one or more of the following factors: 1) quantity of evidence
gathered, 2) timing of audit work, 3) quality of audit work performed,
and 4) quality of evidence gathered. Three cases were generated by
manipulating the presence/absence of two of the audit risk factors (a
threat to client survival and incapable client management). One
hundred sixteen auditors from eight national accounting firms were used
in the experiment. Each auditor received one of the three cases and
was asked to indicate, using a four point Likert type scale, the audit
intensity required. The results were analyzed using ANOVA techniques.
The major findings of the study were that 1) many other risk factors

exist besides those related to internal control and 2) as risk
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increases, there is a change in audit intensity for one or more major
audit areas.

Brewer’s [1981] study required auditors to evaluate the
importance of risk factors with respect to the overall financial
statements. The previous discussion of the auditing process developed
the argument that inherent risk is evaluated with respect to specific
audit objectives within an account not with respect to the overall
financial statements. The inherent risk factors considered important
by an auditor with respect to a specific audit objective may not agree
with the factors considered important with respect to the overall
financial statements. The current study investigated the evaluation of
audit risk factors with respect to a specific account and a specific
audit objective within an account. Assessments were made at two
different levels of aggregation to determine the effect of the judgment
task on the importance of inherent/control risk factors. The risk
factors examined by Brewer [1981)] were helpful in developing the
current research instrument.

Gibbons and Wolf [1982] surveyed eighty accountants employed by
six national public accounting firms in Canada to determine which
components of the audit environment influence audits the most. The
results from their questionnaire identified many factors that were
considered average to above average predictors of problems in an audit.
In addition, there were other factors identified that were considered
strongly related to predictors of audit problems, although each was not

considered a strong predictor of problems in itself.
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Similar to the previous study, Gibbons and Wolf [1982] required
auditors to make their assessments at a general aggregated level.
Auditors were required to indicate the influence of environmental
factors on the overall audit engagement. Auditors did not evaluate the
environmental factors with respect to specific audit objectives within
an account. Although Gibbons and Wolf’s [1982] study did not
explicitly consider inherent risk, it does provide some valuable
information as to the type of factors which do affect inherent risk.
The environmental factors identified by the authors were useful in
developing the research instrument used by the current study.

In summary, the two previous studies surveyed auditors to deter-
mine the importance of various risk factors. These studies required
auditors to evaluate the importance of risk factors at a general
aggregated level. Brewer [1981] required auditors to evaluate the
importance of risk factors with respect to the overall financial
statements while, Gibbons and Wolf [1982] required auditors to evaluate
environmental factors with respect to the overall audit engagement.
The evaluation level used by these studies does not conform to the
description of the audit process developed in Chapter I. The previous
discussion of the auditing process argued that inherent/control risk
factors should be evaluated with respect to specific audit objectives
associated with sets of related transactions. What factors an auditor
considers important at one level of aggregation may be different than
those factors considered important at another level of aggregation.
The risk factors indicated by these studies were used to develop the

current research instrument. The current research effort looked at the
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evaluation of audit risk factors at two levels of aggregation to
determine the effect, if any, the aggregation level has on the

evaluation of inherent/control risk factors.

2.2.2 Influence of Inherent Risk Factors on Auditor Decisions

Riley [1987) performed a study which developed and tested an
analytical audit technique to evaluate inherent/control risk. The
study was concerned with whether or not the analytical audit technique
could improve auditors’ assessments of inherent/control risk. Five
auditors, from one "Big-8" public accounting firm, were used to develop
the analytical audit technique used in this study. These auditors were
asked to make pairwise comparisons between risk factors indicating
which factor they considered more important in mitigating
inherent/control risk exposure. The inherent/control risk factors
considered were divided into eight categories:

- Inherent risk

-- General,

-- Industry and Market,
-- Financial, and

-- Other
- Control risk
-- Authorization controls,
-- Accuracy and Completeness controls,

-- Separation of Duties/Custodial Responsibility con-
trols, and
-- Substantiation and Evaluation controls
The analytical audit technique to evaluate inherent/control risk
facts was developed using the analytical hierarchical framework. The
main thrust of the study was to evaluate the analytical audit technique

developed. Thirty six auditors, from one "Big-8" public accounting

firm, and twenty nine students were used to test the analytical audit
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technique. Approximately half of the auditor and student participants
were given five cases and asked to evaluate inherent/control risk using
the analytical audit technique developed. The other half of the
auditor/student participants were asked to evaluate the
inherent/control risk of the five cases using a more traditional
approach. The five cases were developed by varying both quantitatively
and qualitatively the inherent/control risk factors. The results
indicated that auditors/students using the analytical audit technique
had higher agreement in their inherent/control risk assessments than
auditors/students using the traditional approach. Additionally, the
results indicated that the students assessments of inherent/control
risk were more consistent with the auditors assessments when using the
analytical audit technique.

The primary focus of Riley’s [1987] study was to develop and test
an analytical audit technique. The author was not concerned with the
composition rule followed by auditors. Moreover, the judgment task
employed by the author diverged from the one developed in Chapter I.
Riley [1987] required auditors to make their risk assessments with
respect to the revenue cycle. The discussion in the previous chapter
argued that risk assessments should be made with respect to specific
audit objectives within accounts. In addition to examining the
composition rule followed by auditors, the current study examined the
effect of the judgment task on the auditor’s decisions. The
inherent/control risk factors identified by the Riley [1987] were

helpful in developing the instrument employed for the current study.
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Kaplan and Reckers [1984] conducted a study which examined the
effects of management integrity, management control consciousness,
auditors’ prior beliefs, and auditor level on judgments of the
likelihood of a material error occurring in accounts receivable. 1In
this study, sixty auditors from eight national accounting firms were
asked to make a preliminary assessment of the likelihood of a material
error occurring in accounts receivable. The auditors were asked to
make this assessment based on evidence consisting of background infor-
mation and high and low levels of management integrity and control
consciousness. After making the preliminary assessment the auditors
were provided with additional information consisting of a completed
internal control questionnaire and supplementary materials. The
auditors were then requested to make an assessment similar to the
preliminary assessment. The results were analyzed using ANOCOVA
techniques with the auditors’ prior beliefs being treated as a
covariate. The results indicated that the auditors’ prior beliefs were
significant in both the preliminary and subsequent assessments. The
authors also found that management control consciousness was
significant for audit seniors’ preliminary assessment, while management
integrity did not exert a significant influence on either the prelimi-
nary or subsequent assessment.

The authors were concerned with the effect of management
integrity, management control consciousness, auditors’ prior beliefs,
and auditor level on auditor decisions. They did not examine the
composition rule followed by auditors. This study, like the previous

study, required auditors to make risk assessments outside the normal
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judgment task. Kaplan and Reckers [1984] required auditors to make
risk assessments with respect to accounts receivable. The discussion
in the previous chapter argued that risk assessments should be made
with respect to specific audit objectives within accounts. The current
study examined both the composition rule followed by auditors and the
effect of the judgment task on auditor decisions.

Kaplan and Reckers’s [1984] results indicated that auditors’ risk
assessments were affected by the level of auditor making the assess-
ment. This finding highlights the care that must be exercised towards
selecting the appropriate level of auditor to perform the risk assess-
ments. Discussions with practicing auditors and prior research sug-
gests that audit mangers are primarily responsible for making risk
assessments of the type required by the current study. For this
reason, audit managers were requested by the researcher to perform the
risk assessments.

In summary, the two previous studies examined the effect of
inherent/control risk factors on auditor decisions. The judgment task
employed by these studies does not conform to the judgment task
developed in Chapter I. Riley [1987] required auditors to make risk
assessments with respect to the revenue cycle while Kaplan and Reckers
[1984] require auditors to make risk assessments with respect to
accounts receivable. The discussion of the audit process in the
previous chapter argued that inherent risk assessments should be made
with respect to specific audit objectives associated with sets of
related transactions and balances. The factors used to manipulate

inherent risk may be important at one level of audit judgment but not
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at another level of audit judgment. The current study examined the
assessment of audit risk using two different judgment tasks to
determine the effect, if any, of the judgment task on risk assessments.
The studies analyzed in this subsection were useful in operationalizing

inherent/control risk for the current research effort.

2.3 Internal control risk and the evaluation of internal controls

Control risk is the risk that an error that could be material
will not be prevented or detected by the system of internal accounting
controls. A large amount of research has been conducted concerning
auditor assessments of internal control and audit planning decisions
based on these assessments. In this subsection we explore research
that has been conducted which is relevant to the assessment of control
risk. Although the research cited may not explicitly consider control
risk, it does provide valuable information as to the type of factors
which do affect control risk.

Two steps were outlined in Chapter I related to the assessment of
control risk. First, the auditor obtains a sufficient understanding of
the internal control structure to plan the audit engagement. After
obtaining this understanding, the auditor may either assess control
risk at the maximum level or perform additional tests of controls to
support a lower level of control risk. Consistent with the above
discussion the assessment of control risk can be written as a function
of two separate risks: 1) the risk that the internal control structure
fails to detect a material error and 2) the risk that the auditor'’s

tests of controls fail to detect material weaknesses in the control
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structure’. The exact functional form of this relationship has not been
specified in the literature. 1In general terms this relationship can be
modeled as follows:
CR = f(CSR,CTR) (3

Where: CR = control risk.

CSR = control structure risk.

CTR = control test risk.
This section of the literature review will be organized around these

two components of control risk.

2.3.1 Control Structure Risk

Research relevant to this section can be characterized as one of
two types: 2.3.1.1) empirical studies determining factors auditors
consider important when evaluating control structure and 2.3.1.2)
empirical studies examining auditor judgment with respect to control

structure.

2.3.1.1 Factors auditors considered important when evaluating
control structure

Haskins [1987] conducted a study which investigated 1) auditors’
perceptions of the importance of various control risk factors, 2) con-
textual factors which condition the importance of control risk factors,

and 3) which audit team member is responsible for evaluating various

7 Libby et al. [1985] defined control risk as a function of three
separate components: 1) control design strength, 2) control test
strength and 3) control test results. This study is concerned with the
assessment of audit risk in the planning phase. Thus, control test
results is excluded from the definition of control risk.



40
control risk factors. Some examples of contextual factors were firm
affiliation, firm specialization and auditor rank. Questionnaires were
distributed to auditors from "Big-8" public accounting firms. The
questionnaire identified a referent client for each respondent and
asked the respondent to indicate, using a five point Likert type scale,
how much influence each of forty eight control risk factors should have
on the client’s control environment. Additional information was
collected on the audit team member who should have responsibility for
assessing the particular control risk factor and respondent
demographics. The forty eight control risk factors were identified
through discussions with "Big-8”" personnel and pertinent "Big-8" in-
house literature.

Some findings of the study were that 1) client contextual vari-
ables such as client size and complexity were associated with control
risk factors, 2) auditor’s firm affiliation and office specialization
were associated control risk factors, 3) auditor’s experience level was
associated with control risk factors, 4) either the manager or senior
should have primary responsibility for evaluating the control risk
factors and 5) auditors attached a low level of importance to personnel
related factors such as client training.

Studies conducted by Hylas and Ashton [1982] and Kreutzfeldt and
Wallace [1986] found personnel problems to be one of the primary causes
of errors. Yet, Haskins [1987] found personnel factors to have low
importance ratings. One possible explanation of the low importance
ratings given to personnel factors is the judgment task employed by the

author. The author required auditors to evaluate risk factors with
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respect to a referent client. The discussion of the auditing process
in the previous chapter argued that risk factors should be evaluated
with respect to specific audit objectives within accounts. The low
importance ratings attached to personnel factors may be an indication
that while these factors are potentially important for some level of
audit judgement, they are not important at the level in which the
auditors were required to make their assessments. The current research
project will look at the assessment of audit risk factors at two levels
of aggregation to determine the effect, if any, the aggregation level
has on audit judgments. One task required auditors to make their audit
risk assessments with respect to a specific account. The other task
required auditors to make their audit risk assessments with respect to
a specific audit objective within an a<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>