











EXHIBIT 2 Case Study Assessment Questions

OBJECTIVITY

1. What is the level of objectivity that you feel ABC's internal audit function possesses? Please indicate
your response by circling the appropriate number on the following scale.

L R R R N N N A N R R R N R g T N YRR R R X X

very low moderate very high
OBJECTIVITY OBJECTIVITY OBJECTIVITY
level ievel level
COMPETENCE

2. What is the level of competence that you feel ABC's internal audit function possesses? Please indicate
your response by circling the appropriate number on the following scale.
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WORK PERFORMANCE

3. What is the quality of the work performed by ABC’s internal audit function? Please indicate your
response by circling the appropriate number on the following scale.
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OVERALL QUALITY

4. What is the overall quality of ABC's internal audit function? Please indicate your response by circling the
appropriate number on the following scale.
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result from involving the internal audit func-  quality of ABC’s internal audit function,and
tion to a greater degree than might be war- were told that there are no incorrect
ranted. Similarly, if the external auditor responses.In completing the case, partic-
evaluates the internal audit function as weak ipants focused on work performed by ABC’s
because it is in-house (relative to if it was internal audit function related to sales,
outsourced), an inefficient audit might result  billing, and collection activities; this was
due to involving the internal audit function described as an area where there was a spe-
to a lesser degree than could be supported. cific risk associated with potential errors
in the valuation of receivables, the valid-
ity of receivables, and the cutoff of sales.
Case study approach This risk resulted from ABC’s interest in
To assess the importance of the internal expanding to a global market. ABC was
audit function’s sourcing arrangement in described as having implemented a system
the internal audit function’s quality assess-  of internal controls in the sales and accounts
ment, we employ a case study approach, receivable area, where the accounting sys-
modifying a case that has been used in tem was completely computerized and con-
prior research.® The case study describes sidered to be moderately complex.
a hypothetical manufacturing company, Approximately half of the participants
ABC Sports. Internal and external auditor received a case where the internal audit
participants were asked to evaluate the function was staffed in-house, while the
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(EXHIBH 3 Categorization of Participants

Internal Audit Sourcing Arrangement

— ——— — — ——— — —

Type of Auditor Internal
Participant Based

on Current Position

&

Group 1

External Group 3

other half received a case where the inter-
nal audit function was described as being
outsourced to a CPA firm. The alternate
descriptions are provided in Exhibit 1. All
participants were provided with the same
information about the nature, timing, and
extent of work that the internal audit func-
tion performed in the sales and accounts
receivable areas. Subsequent to reading this
information, the participants were then
requested to provide assessments of the
objectivity, competence, quality of work, and
overall quality of the internal audit func-
tion. Exhibit 2 provides details on the assess-
ment questions and response scales included
in the case.

The case was completed by 21 internal
auditors and 23 external auditors who were
personally contacted by one of the authors
of this study. The internal and external
auditors took almost 40 minutes to com-
plete the case, and on a scale of 0 = not
realistic to 10 = very realistic, rated the
realism of the internal audit function in
the case at a mean rating of 6.9.

None of the external auditor partici-
pants had ever been employed in the inter-
nal audit department of a company; however,
five of the internal auditors had experi-
ence as an external auditor. The internal audi-
tor participants had an average of 103
months of internal audit experience. The

. participants with external audit experi-

. ence had an average of over 92 months of

. experience. Only nine of the participants

. had ever performed the outsourcing of
internal audit services, and the average
number of engagements was approximately
six. The level of education obtained by our
participants included 16 who had earned
a master’s degree, with 27 who had earned
a bachelor’s degree (one participant did
not respond to this question).
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Analysis of the study results. Our analy-
sis focuses on how the type of participant
(i.e., internal or external auditor) and the
sourcing arrangement of the internal audit
function (i.e., in-house or outsourced)
influence the assessments of internal audit
quality. We conducted an Analysis of Vari-
ance (ANOVA) to assess the significance of
these two variables in the internal audit
quality assessments. Exhibit 3 provides a
diagram of the four categories into which
responses were categorized.

First,based on the ANOVA (not shown),
we note that the assessments of compe-
tence, work quality, and overall quality
were not influenced by the internal audit
function sourcing arrangement, whether
the respondent was currently an internal or
external auditor, or the interaction of the
sourcing arrangement and the current posi-
tion of the respondent (p-values ranged
from 0.239t0 0.931). This means that inter-
nal and external auditors assessed these
three quality characteristics similarly, and
more interestingly, were not influenced by
whether the internal audit function was
staffed internally or outsourced. Second, as
shown in the ANOVA provided in Panel A
of Exhibit 4, the assessments of internal
audit function objectivity were signifi-
cantly influenced by the interaction of the
source of the internal audit function and
the current position of the respondent
(p-value = 0.045). As shown in Panel B of
Exhibit 4, the highest objectivity assess-
ment was provided by external auditor
respondents who were assessing an inter-
nal audit function that had been outsourced
to a CPA firm. For that group, the internal
audit function objectivity assessment was
7.86, 0on a scale ranging from 0 = very low
objectivity to 10 = very high objectivity. How-
ever, when the external auditors assessed
the objectivity of the in-house internal
audit function, their objectivity assess-
ment was 5.36. That is, they appear to be
influenced in a manner suggested by group
affiliation theory, which indicates that the
external auditor will view an outsourced inter-
nal audit function to be more objective
than one that is in-house.

Similarly, the internal auditor participants
(who were all practicing in-house internal
auditors) appear to be influenced in a man-
ner suggested by group affiliation theory.
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/EXHIBITII Research Results w

Panel A: ANOVA—Objectivity

Source SS df MS F-value Pr>F
Source 6.25 1 6.25 1.14 0.294
Auditor 25.35 1 25.35 4.6 0.039

Source*Auditor 23.89 1 23.89 4.34 0.045
Residual 198.34 36 5.51

Notes: Source = in-house or outsourced internal audit function
Auditor = current position held by person completing experiment

Panel B: Mean (Standard Deviation) Objectivity Assessments

Internal Audit Sourcing Arrangement

A

_In-House _ Outsourced _
Type of Auditor Internal 5.31 4.50
Participant Based (2.25) (1.64)
O CUETONEROBITION . 1 foiribsitssmasstnssvosascavsstntssanssnabodbssasnireosson
External 5.36 7.86
(2.53) (2.61)

Specifically, the internal auditor respon-
dents assessed the objectivity of the in-
house internal audit function at a higher
level (mean assessment = 5.31) than they
assessed the objectivity of the outsourced
internal audit function (mean assessment
= 4.50). Therefore, the internal audit par-
ticipants believed the in-house internal
audit function to be more objective than the
outsourced internal audit function.

Conclusion and implications

for internal auditors

In an experimental setting, we find that for
three of the four measured internal audit
function quality characteristics, there was
no difference in the assessment of the inter-
nal audit function between internal and
external auditors, regardless of whether or
not the internal audit function was pro-
vided in-house or was outsourced to a CPA
firm other than the external auditor’s firm,
While this finding might suggest that inter-
nal and external auditors have similar views
on what constitutes internal audit quality,
we find that the assessment of the level of
objectivity did differ between the internal
and external auditors based on the source
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of the internal audit function. The differ-
ence in assessments in internal audit objec-
tivity between the internal and external
auditors can have significant implications
for the conduct of the integrated audit,
including the assessment of the effective-
ness of internal controls over financial
reporting. Given that Auditing Standard
No. 2 identifies the level of objectivity as
an important factor to consider when the
external auditor is evaluating the work of
others (i.e., internal auditors), this differ-
ence in objectivity assessment between the
internal and external auditors can lead to
disagreements between the two audit groups.

The fact that the sourcing of the inter-
nal audit function can significantly influ-
ence an important component of the
quality assessment (i.e., objectivity) should
be of concern to the internal audit pro-
fession. The objectivity assessment as part
of the assessment of the quality of the
internal audit function will affect the
assessment of the reliability of the inter-
nal audit work for the external audit. Such
an effect could lead to less reliance on the
work of the internal audit function and less
use of the internal audit personnel as
assistants during the performance of the
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external audit. This issue should serve as
an important point of discussion between
internal and external auditors. Both inter-
nal and external auditors need to acknowl-
edge the possible differences in the
assessed objectivity of the internal audit
function and work toward educating the
other side on what the important criteria
are in the objectivity assessment.
Over-reliance can lead to an ineffective
audit, while under-reliance can lead to an
inefficient audit. If the external auditor is
assessing the quality of the internal audit
function as being higher than is warranted,
that will lead to over-reliance on the inter-
nal audit work, and thus potentially nega-
tively impact the quality of the audit. If the
external auditor is assessing the quality of
the internal audit function as being lower
than is warranted, that will lead to under-
reliance on the internal audit work, and
thus increase the amount of time that the
external auditors need to complete the
external audit. Neither result is desirable
for either the external or internal auditors.
Most importantly, in-house internal audi-
tors should be proactive in taking steps to
educate the external auditors on their func-
tion’s quality, with a focus on their level of
objectivity. To the extent that internal or
external assessments of the internal audit
function, as required by the I1A’s professional
standards, support an assessment of a qual-
ity level of objectivity, the internal audit func-
tion should ensure that this information
is shared with the external auditors. With
appropriate communication and under-
standing of the acceptable determinants of
internal audit objectivity, internal and
external auditors should be well poised to
work together efficiently and effectively.
The internal audit function can develop a
portfolio regarding the qualifications of
the internal audit staff, including their
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reporting responsibilities and relation-
ships, in order to help direct the external
auditors regarding the level of objectivity
of the internal audit function.® We encour-
age internal auditors to actively educate, and
communicate with, the external audit pro-
fession on the important topic of internal
auditor objectivity. m
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dards for the Professional Practice of Internal Audit-
ing, available online at www.theiia.org/?doc_id=1499
{accessed February 2006). See Attribute Standard
1300.
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nal Control over Financial Reporting Performed in
Conjunction with an Audit of Financial Statements.
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For a detailed discussion of these studies, see A.
A. Gramling et al., “The Role of the Internal Audit
Function in Corporate Governance: A Synthesis of
the Extant Internal Auditing Literature and Direc-
tions for Future Research,” Journal of Accounting
Literature 23 (2004): 194-244.

The following three sources provide useful dis-
cussions on the topic of group affiliation theory:
H. Tajfe!l and J. C. Turner, “The Social Identity The-
ory of Intergroup Behavior,” in Psychology of Inter-
group Relations, 2nd ed., edited by W. Worchel and
W. G. Austin (Chicago, IL: Nelson-Hall Publishers,
1986): 7-24; J. C. Turner, Rediscovering the Social
Group: A Self-Categorization Theory (Oxford, UK:
Basil Blackwell, Ltd., 1987); and R. King, “An Exper-
imental Investigation of Self-Serving Biases in an
Auditing Trust Game: The Effect of Group Affiliation,”
The Accounting Review (April 2002): 265-284.

For additional details on the development of the orig-
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