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ABSTRACT 

A significant literature has developed which examines the 

relationship between auditors' expertise and their work 

experience. Much of the expertise paradigm literature centers 

on (1) whether a link between experience and task performance 

exists, and (2) describing the nature of the cognitive changes 

associated with the link. A significant, but largely 

unresearched component of this link is the impact of auditors' 

industry specialization on audit judgment. 

Industry specialization is currently receiving 

considerable attention from practitioners and academics alike. 

This paper examines the effects of industry specialization on 

auditors' inherent risk (IR) assessments, and on auditors' 

uncertainty in specifying such assessments. For several 

constructed audit cases, two groups of auditors (banking 

specialists and nonbanking specialists, 1 both with 

approximately the same amount of CPA firm auditing tenure) 

from a "big-six" accounting firm were requested to provide 

planning-stage IR assessments and related second-order 

uncertainty (SOU) assessments. 

The results support several conclusions. First, 

consistent wi th the notion that industry experience 

facilitates the development of an industry-distinct knowledge 

base pertinent to IR assessment and that auditors who lack 
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such experience lack such knowledge, nonspecialists 

experienced significantly more uncertainty about their IR 

assessments, relative to specialists. This result was 

observed for IR assessments pertinent not only to the loans 

account, but also to the premises and equipment (P&E) account, 

although the effect was not as pronounced for the P&E account 

which has a more similar analog in most other types of 

clients. 

Second, and also consistent with the notion that 

specialized experience leads to the development of specific 

knowledge pertinent to the risk assessment task, 

nonspecialists' IR assessments were generally significantly 

higher for a financial statement account unique to the 

industry--than industry specialists' IR assessments, 

indicating a conservative bias when industry knowledge is 

lacking. This result has potentially important implications 

regarding audit testing; given that IR assessments determine, 

at least in part, the extent of audit testing, it implies-

holding all else constant--that the nonbanking group would be 

significantly more inefficient relative to the banking group 

in terms of audit effort expended in audit sampling. An 

example illustrates that the nonbanking group's risk 

assessments resulted in hypothetical samples sizes for the 

completeness assertion for the loans account (using the 

participating firm's sample size algorithm) that were on 
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average J.2 percent larger than the banking group's, holding 

all else constant (t = 9.02, P < .01). Clearly this result 

has implications for audit policy; it indicates that 

specialization may provide some economy in the audit. This 

resul t helps to explain the trend toward industry 

specialization in general. 

Third, consistent with the notion that common experience 

standardizes knowledge bases pertinent to IR assessments, 

specialists exhibited significantly more consensus in their IR 

assessments for an account unique to banking clients. 

Nonspecialists and specialists exhibited similar levels of IR 

assessment consensus for an account common to most audits. 

Relatedly, the variance in uncertainty about IR assessments 

was significantly smaller for industry specialists. This 

result supports the assertion that common experience 

standardizes knowledge bases pertinent to IR assessments and 

reduces individual differences in perceptions about the 

adequacy of knowledge bases which support IR assessments. 

Given the results of the study, further investigation is 

warranted regarding questions about the effects of 

specialization on audit judgment. The findings presented have 

not been documented previously, and add to the literature on 

expertise in auditing. Several other avenues of research are 

advocated including additional questions about the effects of 

industry specialization on audit judgment. Addressing these 
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issues may lead to further refinements in models of auditor 

expertise and serve to advance the literature and practice 

policy regarding industry specialization. 
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THE EFFECTS OF INDUSTRY SPECIALIZATION ON AUDITORS' INHERENT 
RISK ASSESSMENTS AND SECOND-ORDER UNCERTAINTY 

CHAPTER I. INTRODUCTION AND OVERVIEW 

A principal objective that independent audit firms 

attempt to achieve in conducting audits of financial 

statements is to limit uncertainty about misstatements in 

client assertions. Audit firms rely primarily on human 

resources--the time, effort, and professional judgment of 

experienced auditors--to achieve this objective. The typical 

engagement generally begins with the development of a budget, 

the preparation of which is constrained by a number of 

important factors. Individual auditors are subject to 

constrained cogni ti ve faculties (i. e., they are boundedly 

rational) ; each individual auditor's knowledge, expertise, and 

judgment is limited. statement on Auditing Standard (SAS) 22 

requires the auditor to obtain a knowledge of the client's 

business and industry at a level which enables the auditor to 

plan and perform the audi t in accordance with generally 

accepted auditing standards (GAAS). Yet, increasingly diverse 

and complex operating, regulatory, and financial reporting 

environments associated with the industries in which clients 

operate make compliance with SAS 22 across varying audit 

settings more difficult and time consuming for the boundedly 

rational auditor. 
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Three developments in the "big-six" audit firms suggest 

that certain benefits may be gained with respect to SAS 22 

through staffing engagements with auditors who have extensive 

background in auditing clients in the same industry. First, 

the amount of in-house continuing professional education 

directed at providing auditors with knowledge about the unique 

business practices, environments, and audit-plan implications 

associated with the industries in which clients operate has 

increased significantly. Second, at least one "big-six" firm 

now requires its auditors to specialize in a single industry, 

and to design and follow a career path which fulfills this 

requirement. Third, another firm recently implemented a f irm

wide restructuring which reorganized its practice units around 

client industries. These developments suggest that benefits 

may be gained through an industry specialization approach to 

auditing. From an audit expertise perspective, they suggest 

that industry specialization may have potentially important 

implications for audit judgment. 

The purpose of this research is to investigate 

experimentally the effects of industry specialization on 

auditors' judgments. Specifically, this research examines the 

preliminary inherent risk (IR) assessments, and related 

second-order uncertainty (SOU) of two groups of auditors-

banking audit managers and nonbanking audit managers, both 

with approximately the same amount of auditing tenure. 
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The focus on industry specialization is worthwhile for a 

number of additional reasons. First, a significant literature 

has developed which examines the role of field experience in 

the development of auditors' expertise (e.g., Abdolmohammadi 

and Wright 1987; Ashton 1991; Bonner 1990; Bonner and Lewis 

1990; Davis and Solomon 1989; Frederick 1991; Frederick and 

Libby 1986; Gibbins 1984; Libby 1985; Libby and Frederick 

1990; Libby and Luft 1993; Waller 1994; Waller and Felix 

1984a, 1984b). Despite the significance of industry 

specialization in audit practice, previous research in this 

area has uniformly examined the effects of the quantity of 

audit experience (e.g., tenure, years of experience, etc.) on 

audit judgment. This study contributes to the literature by 

holding constant the quantity of audit experience and 

examining the effects of the nature of audit experience (e.g., 

industry background) on audit judgment. Such a focus has 

recently been advocated by practitioners and researchers alike 

(Solomon and Shields 1992; Libby 1993). Further, the usual 

context examined by contemporary auditing rese.arch has been 

for-profit manufacturing. Expanding the literature to include 

addi tional industry contexts, as done here, may serve to 

advance the literature by improving understanding of the 

multidimensional nature of auditing expertise. 

Second, the importance of industry knowledge for audit 

planning purposes has been highlighted in regulatory 
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Recent securities Exchange Commission (SEC) 

disciplinary actions against auditors have addressed the need 

for adequate industry knowledge as required by SAS 22. In 

describing a particular case involving fraudulent financial 

reporting, Accounting and Auditing Enforcement Release #200 

cited the auditor's lack of knowledge of the client's business 

and industry as a contributing factor in the incident (SEC 

1992) . 

Third, the resul ts of this investigation may be of 

practical relevance. Audit practice is moving towards a 

client-industry focus, and audit-firm management is expecting 

benefits from its investment in this focus. Addressing the 

judgment and decision making (JDM) implications of industry 

specialization may serve to inform practitioners' about the 

benefits (or drawbacks) of industry specialization. Finally, 

systematic analysis of industry specialists' JDM is 

interesting in its own right (Shanteau and stewart 1992); it 

may lead to theoretical refinements in models of expertise and 

JDM in general. In auditing, it may lead to refinements in 

auditing firms' policies regarding the development and 

deployment of industry-knowledgeable auditors. 

The focus on the inherent risk assessment task in this 

investigation is motivated by the task's critical role in the 

audit planning process, and by its judgmental nature (Janell 

and wright 1991). The task's outputs should be sensitive to 
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changes in environmental and contextual conditions across 

audit settings, and, controlling for audit tenure, industry 

specialization is expected to have a significant impact on 

risk analysis. Further, previous research has indicated the 

potential importance of industry-specific experience (and the 

knowledge gained therefrom) for IR assessment (Houghton and 

Fogarty 1991). 

The results of the investigation support several 

principal conclusions. First, consistent with the notion that 

industry experience facilitates the development of an 

industry-distinct knowledge base pertinent to IR assessment, 

nonspecialists experienced significantly more SOU about their 

IR assessments, relative to specialists, reflecting a 

perceived lack of knowledge about the context industry. 

Second, nonspecialists' IR assessments were generally 

significantly higher--primarily for a financial statement 

account unique to the industry--than industry specialists' IR 

assessments indicating a conservative bias when industry 

knowledge is lacking. This result has potentially important 

implications for audit testing decisions; average sample sizes 

pertinent to the completeness assertion in the loans account 

resulting from applying nonspecialists' IR assessments to the 

participating firm's sample size algorithm were 12 percent 

larger (t = 9.01, P < .01) than those resulting from the 

specialists' IR assessments, reflecting potentially large 
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inefficiencies, other things equal, in audit effort to be 

expended by the nonspecialists. 

Third, consistent with the notion that common experience 

standardizes knowledge bases pertinent to IR assessments, 

specialists exhibited significantly more consensus in their IR 

assessments for an account unique to their industry. 

Nonspecialists and specialists exhibited similar levels of 

consensus for the account common to most audits. 

Relatedly, the variance in uncertainty about IR 

assessments was significantly smaller for industry 

specialists. This result supports the assertion that common 

experience standardizes knowledge bases pertinent to IR 

assessments and reduces individual differences in perceptions 

about the adequacy of personal knowledge bases which support 

IR assessments. 

The remainder of this paper is organized as follows. 

Chapter two provides a framework for the investigation. 

Chapter three develops the hypotheses. Chapter four presents 

the method. Chapter five presents the results. The final 

chapter provides concluding remarks. 
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AND INDUSTRY SPECIALIZATION 

A. Chapter outline 
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This chapter proceeds as follows. First, the research 

guidelines of the auditing expertise paradigm are reviewed. 

Next, to further motivate the consideration of the effects of 

industry experience on audit judgment, the relationship 

between field experience and performance is discussed in light 

of current audi t practice. In addi tion, existing 

specialization research from other JDM domains is reviewed, as 

well as the limited research in the auditing literature which 

addresses this topic. 

B. The Expertise Paradigm 

A significant portion of behavioral auditing research 

examines the relationship between auditor expertise and work 

experience. The accepted approach is based on three 

guidelines: (1) develop hypotheses about the effects of 

specific knowledge elements on observable behavior in advance; 

(2) design an experimental task such that the observable 

implications of possessing and not possessing the requisite 

knowledge are different; (3) manipulate stimuli or contextual 

factors and compare individuals with different levels of 

experience. Collectively, these guidelines (and the studies 

which adhere to them) are referred to as the expertise 

paradigm. The paradigm provides a framework within which to 
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build analyses, and by enhancing appropriate control in 

experimental settings, increases the likelihood of 

demonstrating important effects. 

Studies in the audit expertise paradigm have revealed 

important insights regarding the relationship between audit 

field experience and audit expertise (for reviews of this 

literature, see Bonner and Pennington 1991, and Libby 1993). 

In addition, these studies have made useful contributions to 

practice (Ashton and willingham 1988). A literature 

refinement increasingly advocated by accounting academics and 

practitioners alike concerns the way in which researchers 

think about the nature of auditing experience. In the vast 

majority of previous expertise paradigm studies, researchers 

implicitly adopted the following view: useful audit knowledge 

is developed as auditors gain experience; therefore, expect 

performance differences between auditors on the basis of 

auditors' tenure with an auditing firm. In light of the 

recent changes in audit practice, however, in which auditing 

firms are recognizing the expertise of their auditors in terms 

of the industries in which they specialize, the previous view, 

while still applicable, is too narrow. While such a 

perspective may be true for a variety of audit tasks, it 

ignores the diversity of experiences specific groups of 

auditors possess. It is increasingly apparent that 

experienced auditors may have vastly different backgrounds 
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from working in notably different client-industries, despite 

their rank in the firm, and that these conditions likely carry 

significant implications for audit judgment. Industry 

specialization may greatly affect the nature of auditing 

experience and thus auditing expertise (Solomon and Shields 

1992). 

c. Existing specialization Researoh 

The expectation that professional specialization has 

implications for judgment is not unique to auditing. JDM 

research in domains other than auditing includes a number of 

studies examining the effects of specialization. Joseph and 

Patel (1986) recognized the domain-specific nature of 

expertise in medicine and 

performance within their 

the need to contrast experts' 

specializations against their 

performance outside of their specializations. They compared 

the diagnostic performance of a high-domain-knowledge group of 

physicians (specializing in endocrinology) with that of a low

domain-knowledge group of physicians (specializing in 

cardiology) in a real-world complex endocrinology case. They 

found that while both groups of subjects correctly identified 

the patient as sUffering from hypothyroidism, the 

endocrinologists selected a larger number of endocrinological 

diagnostic cues, generated more causal linkages between those 

cues and the final diagnosis, and more accurately diagnosed 

other sUbcomponents of the patient case than did the 
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cardiologists. They also found that endocrinologists used a 

more elaborate problem representation than the cardiologists. 

In the political science literature, Voss et ale (1983) 

compared the problem-solving performance of two groups of 

expert political scientists in a task dealing with the soviet 

Union's agricultural system. They found that soviet union 

specialists performed more extensive problem analysis to begin 

with, and provided more complete problem solutions than the 

non-soviet experts. The authors concluded that the non-soviet 

experts' lack of specialized experience with the soviet system 

resulted in these differences. 

D. specialization Research in Auditing 

A few recent studies in the auditing literature have 

recognized the significance of industry specialization. 

Johnson and Jamal (1988) used a concurrent partner r3view task 

to examine the implications of specialization on audit 

jUdgment. They found that an auditor with extensive 

experience with the task (a la-year partner) but little 

experience in the relevant industry was unable to transfer his 

knowledge to a new industry; however, another auditor with 

very little experience with the task (a 1-year partner) but 

with extensive experience in the relevant industry 

successfully solved the experimental problem. 2 

Bonner and Lewis (1990) identified specialized auditing 

knowledge as one of the determinants of auditor performance. 
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In their study, subjects' industry experience (a surrogate for 

industry knowledge) provided incremental explanatory power 

over a general measure of experience with respect to subjects' 

task performance. Bedard and Biggs (1991) reported results of 

a field survey in which auditors completed a case containing 

a seeded error (capitalization of a "material" portion of 

selling, general, and administrative expense to manufacturing 

overhead) . The authors expected to find a significant 

correlation between subjects' hypothesizing the seeded error 

as the cause of anomalous analytical procedures results and 

the amount of subjects' recent specialization experience in 

clients with inventories (manufacturing, wholesale, or 

retail) • The results did not confirm this expectation. 

However, they did find that recognizing the fit of an 

inherited hypothesis to a pattern of analytical review 

discrepancies was more associated with specialized industry 

experience than with general measures of experience. Finally, 

Bedard and Wright (1993) examined the performance of two 

groups of audi tors who possessed differential amounts of 

experience with clients who maintain large quantities of 

inventories. They found that auditors who possessed 

relatively high levels of such experience were more likely to 

propose audit tests that would confirm the presence of a 

seeded inventory error. These two groups of studies suggest 

that specialized experience may lead to behavioral effects in 
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auditors' performance, and highlight the growing interest in 

the effects of specialization on judgment. 



CHAPTER III. IMPLICATIONS OF INDUSTRY SPECIALIZATION 
FOR INHERENT RISK ASSESSMENT 

A. Chapter Outline 
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The obj ecti ve of this chapter is to develop several 

testable hypotheses regarding four main effects of industry 

specialization on IR assessments, as well as two interactive 

effects between specialization and risk-related information on 

IR assessments. First, limiting misstatement uncertainty via 

the audit risk model is discussed to place the IR assessment 

task in proper context. Next, a cognitive account of IR 

assessment is developed and used to derive the hypotheses. 

B. Audit Risk Model 

As stated in the introduction, auditors attempt to limit 

uncertainty about misstatements in client assertions in 

preparation for issuing an opinion on those a~sertions. 

Professional auditing standards require the auditor to plan 

the audit so that audit risk is limited to a level that is 

appropriate for issuing an opinion on financial statements. 

Further, the auditor is required to assess the risk of 

misstatement during audit planning. Documented planning-stage 

risk assessments formalize the auditor's preliminary beliefs 

about potential misstatements; the nature, timing, and extent 

of audit procedures are determined, in part, by the outcome of 

those risk assessments. 
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The audit risk model conceptualizes the elements of audit 

risk (AR), defined as "the risk that the auditor may 

unknowingly fail to appropriately modify his opinion on 

financial statements that are materially misstated (AICPA 

Professional Standards, 1993, AU § 312.03)." The auditor's 

ul timate goal is minimize, through planning and executing 

audit tests, AR at a sufficiently low level. The AR model 

assists auditors ill achieving this goal through a 

decomposition strategy, which stresses the primary components 

of AR. 3 At a basic conceptual level the model is: 

AR = assertion risk x detection risk. 

AR is decomposed into assertion risk--the risk that a material 

misstatement exists in financial statement assertions,4 and 

detection risk--the risk that the auditor fails to detect the 

material misstatement. Assertion risk represents risks the 

audi tor can assess but not affect (at least in the short 

term); detection risk represents risks the auditor can assess 

and affect. The professional standards decompose assertion 

risk further into IR (the risk that a material misstatement 

exists in financial statements without regard to accounting 

controls that may be in place) and control risk (the risk that 

accounting controls fail to prevent or detect and correct 

material misstatements--hereafter CR). The professional 

standards also further decompose detection risk based on two 

overall classes of sUbstantive testing tools available to the 
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auditor: analytical procedures testing and sUbstantive 

details testing. The risks associated with these tools are, 

respectively, the risk that analytical procedures fail to 

detect material misstatements (APR), and (2) the risk that 

tests of details fail to detect material misstatements (DTR). 

At this level of decomposition the model becomes AR = IR x CR 

x APR x DTR. 

Notwithstanding the criticisms the model has received 

regarding its normative problems vis-a-vis the subjective 

probability model (e.g., Waller 1993), it does provide a 

useful perspective to audit risk utilizing the decomposition 

strategy outlined above. 

During the planning stage of the audit, the auditor's 

task is to assess IR and CR. Audit testing is then planned in 

accordance with these assessments. Auditors' assessments of 

IR are the focus of this study.5 

C. cognitive Account of Risk Assessment 

In audit field settings, the risk assessment task 

resembles subjective probability assessment to a significant 

degree ( i. e., risk assessment is a more general case of 

estimating the likelihood of misstatements in auditees' 

assertions). Thus, subjective probability assessment provides 

a useful framework within which to examine the risk assessment 

task. Accordingly, a simple cognitive account of probability 

assessment is presented as a general model from which a 
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cogni ti ve account of IR assessment is developed, the key 

element of which is conditioning information (i. e. , 

knowledge). It is from this model that hypothetical 

predictions are derived. 

When requested to provide a probability assessment, an 

individual is expected to retrieve a specific knowledge 

structure from memory to support information processing 

germane to the assessment (Waller and Mitchell 1991). Such a 

knowledge structure may be referred to as a probability schema 

(Piaget and Inhelder 1975). In general, a probability schema 

must take into account at least three important elements: (1) 

the target event, (2) pertinent conditioning information, and 

(3) the relationship between the event and the conditioning 

information. The target event entails the partitioning of 

event space into possible outcomes. Conditioning information 

refers to the information that supports the judge's 

probability assessment; it originates from activated prior 

knowledge about the target event and its generating process 

and from the external environment. Conditioning information 

originating from activated prior knowledge may include 

frequency knowledge about the event, causal knowledge about 

the process(es) which may produce the event, and knowledge of 

external causal factors operating in the external environment 

that are predictive of the event's occurrence. Conditioning 

information from the external environment refers to pertinent 
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information which must come from external sources (e.g., the 

current "values" of causal factors), where pertinent is 

defined by activated prior knowledge. 

The relation between the target event and conditioning 

information refers to the mapping between the assessor's 

conditioning information and the target event. An important 

aspect of the relation concerns the psychological connection 

between the event and conditioning information. The 

psychological connection has alternative meanings, such as 

strength of belief (epistemic probability) and relative 

frequency (aleatory probability), among others (Hacking 1975) . 

The application of this model here relies on the "strength of 

belief" interpretation because auditors' IR assessments are 

based on subjective beliefs about the potential for material 

misstatements. 6 The process of developing a mental 

representation of these three elements (the target event, 

conditioning information, and the mapping between the event 

and conditioning information) is referred to as instantiation 

(Minsky 1975; Rumelhart 1980). 

It may be argued that since auditors rely on learned 

event frequencies regarding misstatements, their assessments 

are in fact aleatory probabilities (e.g., see Frederick and 

Libby (1986». However, learned frequencies may reflect only 

a small portion of the total information to which auditors 

attend in assessing IR. For example, auditors are encouraged 
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through firm training and policy manuals and professional 

standards to attend to a great deal of additional information 

in developing beliefs regarding misstatements for purposes of 

the IR task. Therefore, the "strength of belief" 

interpretation is utilized here. 

A typical probability assessment may proceed as follows. 

An individual is as]ced to specify the probability that event 

A will occur (i.e., P(AIB) = p, where A is the target event 

and B is conditioning information). Assuming the assessor has 

some minimum knowledge of the generating process (es) for event 

A, the assessor initiates the instantiation process through 

retrieval of an appropriate probability schema. The assessor 

then completes the instantiation process by retrieving 

internal information (such as prior knowledge of event' 

frequencies, prior knowledge regarding causal relationships 

between environmental variables which are perceived as 

indicators of misstatements, prior knowledge regarding the 

implications of background and contextual factors against 

which current external information will be evaluated, etc.) 

and external information (such as values of causal factors 

currently operating in the external environment) required by 

the schema. Given the necessary conditioning information (B), 

the assessor evaluates B in relation to A, mapping the 

conditioning information into a sUbjective assessment, p. 
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D. Probability Assessment and Second-Order Uncertainty 

In the cognitive account of probability assessment 

presented above, it is apparent without additional elaboration 

that from a knowledge perspective, conditioning information is 

the crucial element in the model. This section establishes 

that an assessor's perception of whether instantiation is 

complete or partial may affect the assessor's behavior, and 

thus elaborates upon the contive account above. 

The rational choice model (a model commonly referenced in 

the normative economics literatures, (e.g., subjective utility 

theory literature» requires that individuals behave as if 

they have precise degrees of belief and implies that all 

uncertainties can be reduced to probabilities and utilities, 

while ignoring the psychological realities of these constructs 

(Waller 1994). In contrast, a consistent finding in the 

psychological literature is that individuals' beliefs are 

cognitively imprecise (Ellsberg 1961; Gardenfors and Sahlin 

1982; Einhorn and Hogarth 1985). In other words, probability 

assessors typically experience uncertainty about their (first

order) probability assessments. Moreover, this psychological 

variable may lead to behavior inconsistent with the normative 

rules of expected utility maximization. such uncertainty is 

referred to as second-order uncertainty (SOU).7 

The SOU construct has received attention in the JDM 

literatures for many years. Ellsberg (1961) recognized the 
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examples which 

but also its 

influence on behavior. He asserted that when decision makers 

perceive a lack of information concerning the relative 

likelihood of events, they may behave inconsistently vis-a-vis 

normative axioms of behavior. To account for the observed 

inconsistencies, Ellsberg (1961) introduced the idea of 

"ambiguity," defined as a "quality depending on the amount, 

type, reliability and 'unanimity' of information, and giving 

rise to one's degree of 'confidence' in an estimate of 

relative likelihoods" (p. 657). Thus, in terms of probability 

assessment, ambiguity has reference to a perceived quality of 

an assessor's conditioning information. 

Ellsberg's research, along with the experimental evidence 

which subsequently accumulated, suggests that ambiguity is a 

third element, in addition to probability and utility, which 

may affect choice. Further, ambigui ty is dependent upon, 

among other things, perceived conditioning-information 

completeness (i.e., the amount of conditioning information 

available to the assessor). It follows that ambiguity depends 

on the assessors' knowledge (see Waller (1990) for a review). 

In the context of probability assessment, and referring 

to instantiation, these conclusions suggest that SOU is 

dependent, at least in part, upon whether instantiation of a 

probability schema is perceived to be relatively complete or 
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relatively partial (i.e., whether the assessor perceives that 

available conditioning information is sufficient). 

One way a probability assessor may perceive a partial 

instantiation of a probability schema concerns his or her task 

expertise. When a probability schema is activated to 

facilitate probability assessment information processing, an 

inexperienced individual may recognize that his or her task 

expertise (and thus conditioning information) is incomplete 

(Beach and Mitchell 1978). Relatedly, despite sUbstantive 

experience with probability assessment for similar events, an 

individual inexperienced at assessing probabilities for a 

similar event in a !lovel environment may also perceive that 

his or her knowledge of the target-event generating process 

(and thus conditioning information) is incomplete. 

Ellsberg (1961) and others showed that decision makers' 

preferences (actions) were affected by varying levels of 

conditioning information ambiguity. In situations where the 

action requires the specification of a sUbjective probability, 

it follows that the assessment may be tempered by perceived 

conditioning information completeness. 

E. Industry specialization and conditioning Inforhlation 

Relying on the foregoing account of probability 

assessment and SOU as a basis for further analysis, the 

auditor is expected, through task experience, to develop risk 

assessment schemata. When required to assess the IR of 

.:l 

I 
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misstatement (the target event) for a financial statement 

assertion, the auditor proceeds through the steps of 

instantiation referred to above. A risk-assessment schema is 

acti vated from memory. The schema then directs the search for 

and processing of task-relevant conditioning information. 

For the participating firm, auditors' conditioning 

information is partially structured by firm policy. Auditors 

are provided with lists of IR factors (both general and 

company-specific) to consider on all audits and guidance about 

how each factor affects risk. In reference to industry 

specialization, beyond the general risk-assessment guidance 

provided to all auditors, more complete conditioning 

information must come from at least two additional sources: 

(1) industry training and literature (e.g., industry practice 

manuals) which provide additional guidance regarding IR 

factors distinctive to the industry (and guidance about how 

each affects risk), and (2) sUbstantive industry experience. 

Industry training and literatures which elaborate upon 

the subtleties and unique features of a particular industry, 

and extensive task experience in the context of that industry 

further affect auditors' conditioning information. For 

example, the breadth and implications of conditioning 

information pertinent to IR assessment may be increased based 

on the unique features of the industry. For the industry 

specialist, this information may include activated prior 
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knowledge about the generating processes for financial 

statement errors, frequency knowledge about such errors, prior 

knowledge regarding causal relationships between environmental 

variables which are perceived as indicators of errors, 

information from the external environment regarding the 

current state of such indicators, and prior knowledge 

regarding the implications of background and contextual 

factors against which current external information is to be 

evaluated, and so on, all specific to the industry.8 

F. Industry specialization, SOU, and Conservatism 

Industry specialization experience may be linked to risk-

assessment SOU as follows. When auditors specialize in an 

industry, risk-assessment schemata develop to include 

conditioning information unique to the processes that produce 

or prevent material misstatements for auditees in that 

industry. When requested to provide IR assessments, other 

things equal, specialists (nonspecialists) who possass (lack) 

the requisite training and experience, and thus knowledge, 

about industry audi tees recognize that their industry-distinct 

causal knowledge about pertinent financial statement error 

generating processes is relatively complete (incomplete), such 

that SOu is minimized (increased). These expectations lead to 

Hi: 

Hl: Nonspecialists experience higher levels of SOU 
in specifying IR assessments than specialists 
do. 
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Prior to providing the final risk assessment, the auditor 

is expected to evaluate the completeness of the conditioning 

information and to temper IR risk assessments given that 

evaluation. In practice, auditors are urged to be 

conservative in many of their judgments including their risk 

assessments when they lack knowledge about clients. This 

advice is evident in firm audit manuals and professional 

standards (e.g., AICPA Professional standards, 1993, AU § 

312.22) • Thus, when nonspecialists perceive partially 

complete risk-assessment conditioning information, they are 

expected to react to this lack of knowledge by incorporating 

a conservative bias into their IR assessments. 

expectations lead to H2: 

H2: Nonspecialists' 
conservative 
assessments. 

IR assessments will be more 
than specialists' risk 

G. Risk Assessment and Consensus 

These 

In addition to the effects noted above, specialization 

may induce other JDM effects. One premise for specializing in 

any JDM domain is that the judge's knowledge base is fine

tuned to the unique causal relationships within the domain 

(Joseph and Patel 1986). For specialists in the same domain, 

one may expect that knowledge regarding these relationships 

would be ref ined, such that a degree of knowledge 

standardization occurs, due to the concentrated experience in 

a more narrow domain that specialization offers (Voss, et ale 
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1983) • In the context of IR assessment in auditing, 

specialists in a given industry, as a result of their common 

experiences, are exposed to a myriad of similar situations and 

receive feedback about their performance (both verbal and 

empirical). These conditions provide the opportunity for 

repetitive application of audit-firm guidance, and acquired 

field-based knowledge pertinent to the distinctive features of 

the industry. Holding task experience constant, a 

"standardizing" effect on IR assessment knowledge structures 

is expected across auditors, the result of which is increased 

judgment consensus among individual auditors regarding IR. In 

addition, an expected consequence of knowledge standardization 

is that it is expected to minimize individual differences in 

perceptions about the adequacy of the underlying knowledge 

base (as measured by SOU) which supports the judgment (in this 

case assertion-level IR assessments). These expectations are 

presented as H3 and H4: 

H3: The variance in IR assessments is smaller for 
specialists than nonspecialists. 

H4: The variance in SOU about IR assessments is 
smaller for specialists than nonspecialists. 

H. Information sensitivity 

As stated, industry specialists who develop causal 

knowledge and schemata distinctive to the industry activate 

and apply such knowledge structures when requested to make an 

IR assessment. In part, this application of knowledge 
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structures involves the identification (based on prior 

knowledge) of pertinent industry-specific risk factors, and a 

consequent search for relevant information about those 

factors. When the search reveals current levels (or values) 

for such factors, specialists will condition their risk 

assessments on such information. In contrast, nonspecialists 

who lack industry knowledge may be unaware of the usefulness 

of such information as indicators of risk such that their risk 

assessments are unaffected. This expectation is presented as 

H5: 

H5: The difference in IR assessments, due to 
variation in industry-specific IR factors, is 
greater for specialists than for 
nonspecialists. 

As stated above, a specialist's risk-assessment schema 

may require specific information from the external 

environment. If a search indicates that the information is 

unavailable, the specialists' sou increases. In contrast, 

nonspecialists who lack such knowledge may be unaware that 

information is missing such that SOU remains unaffected. 

These expectations are presented as H6: 

H6: The difference in sou about IR assessments due 
to the presence versus absence of industry
specific information pertinent to IR 
assessment is greater for specialists than 
nonspecialists. 
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CHAPTER IV. METHOD 

A. Chapter outline 

This chapter provides background about participating 

subjects, discusses the control for specialization and 

describes the experimental design. It concludes with a 

discussion of the procedures utilized for administering the 

experimental case materials to subjects and the task through 

which they were requested to work. 

B. Subjects 

There were two subj ect groups. The "banking group" 

consisted of 67 banking audit managers and senior managers; 

the "nonbanking group" included 120 nonbanking audit managers 

and senior managers. Subjects were included in the banking 

group if they reported themselves to be industry specialists 

in banking. 9 

Table 1 presents descriptive statistics on subject 

characteristics. The two groups do not differ significantly 

in terms of general audit experience (months of aUditing 

experience (t = 1.06 P > .29); number of audits (t = .74, P > 

.45)), nor in terms of general task experience (# of audits on 

which subjects had made IR assessments (t = .15, P > .97)). 

However, the two groups do differ significantly in terms of 

measures of specific audit experience (# of bank audits on 

which subjects had worked (t = 12.9, P < .01); time spent on 

banking audits during the pervious two years (t = 30.9, P < 
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.01», and specific task experience (# of banks on which 

subject had made IR assessments (t = 12.3, P < .01». The two 

groups also differ in terms of two self-rated ability measures 

(ability to assess IR for bank engagements (t = 12.0, P < 

.01); ability to assess IR for nonbanking (i.e., commercial 

clients other than banks) engagements (t = 3.12, P < .01». 

Banking subjects perceived their bank IR assessment ability to 

be much higher than the nonbanking subjects did, but they 

perceived their commercial client IR ability to be somewhat 

lower than did the nonbanking sUbjects. 

Tables 2 through 4 present correlation coefficients for 

pairs of subject characteristics. Table 2 contains 

coefficients for all subjects. As shown in Table 2, when all 

subjects are included in the analysis, there are moderate to 

high correlations between measures of general audit and 

general task experience, and low to moderate correlations 

between measures of general audit and task experience and 

specific audit and task experience. Tables 3 and 4 show that 

when the two groups are considered separately, moderate to 

high correlations remain intact between various measures of 

general audit experience and general task experience for both 

groups of auditors; however, the coefficients show that for 

only the banking group (Table 3) are correlations high between 

various measures of general audit and task experience, 

measures of specific audit and task experience, and self-rated 
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bank IR assessment ability, supporting the assertion that the 

experience control variable was effective. 

c. Experimental Design 

The core of the design consisted of two between-subject 

independent variables and two within-subject independent 

variables. The within-subject variables were (1) the 

pertinent financial statement account (loans account, premises 

and equipment account) and (2) the financial statement 

assertion (existence, completeness, accuracy, valuation) for 

which subjects provided IR assessments. The between-subject 

variables were account-specific IR (high, low), and presence 

versus absence of extended loan-portfolio-quality information. 

The account-specific risk manipulation concerned environmental 

information about the auditee's activities pertinent to the 

two accounts. For the loans account (an account unique to 

banking), selection of the IR variable to be manipulated was 

based on the following considerations. First, the variable 

must be one that is known to banking subjects, but likely 

unknown to nonbanking subjects (i.e., distinct to the banking 

industry). Second, the variable must be one considered by 

auditing firms to be important in assessing IR for the account 

(as indicated by firm audit manuals and discussions with 

banking specialists). The variable selected was "capital 

adequacy" based on the guidelines implemented under the 

Federal Deposit Insurance corporation Improvement Act of 1991. 
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This act adopted several complex capital ratios derived from 

a financial institution's portfolio of assets and its capital, 

and intended to proxy for the financial institution's ability 

to absorb losses (Bhala 1989). Three selected ratios were the 

focus of the capital adequacy manipulation: Tier 1 capital 

ratio, Total capital Ratio, and Regulatory Leverage Ratio, the 

minimums (levels below which regulatory intervention is 

activated) of which are eight percent, four percent, and four 

percent, respectively. A set of financial statements from a 

bank whose stock is traded on the New York stock Exchange was 

selected as the basis for the case. The client's financial 

condition was manipulated such that for the low-risk case, the 

ratios were well above the regulatory minimums and for the 

high-risk case the ratios were borderline, or be 1m., the 

mini~ums {See Exhibit 1 in Appendix C).10 

In addition to collecting IR assessments for a financial 

statement account specific to the banking industry, IR 

assessments were also collected for the premises and equipment 

account, which has an analog in property, plant and equipment 

in a large portion of nonbank financial statement audits. IR 

was also manipulated for this account. The manipulated risk 

factor for the P&E account was size of capital expenditures 

during the current audit period. For the high-risk case, 

subjects were instructed that in connection with a capital 

expenditure program conducted by management during the year 
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under audit, significant expenditures had been made for new 

offices, furniture, and computer equipment. Dollars expended 

under the program were nearly triple the expenditures for such 

items in the low-risk case. 11 

The loan-portfolio-quality information manipulation 

concerned the amount of information subjects received about 

loan portfolio quality. This manipulation involved the 

presence or absence of supplemental information about 

portfolio diversification, troubled loan classification 

policies, 

condition 

etc., and was "nested" only within the low-risk 

for the loans account (to conserve subject 

requirements) . 

These variable manipulations resulted in 6 experimental 

conditions to which subjects were randomly assigned, as 

detailed in Table 5. 12 Each condition consisted of a 

combination of manipulated IR for each account, amount of 

information about loan-portfolio quality, and response 

collection order. For analysis purposes below, subjects are 

grouped according to whether the information they received 

indicated high or low IR. Exhibit 1 in Appendix C contains 

excerpts of experimental materials showing the financial

statement portion of the risk manipulations for the two 

accounts. 13 
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D. Procedure and Task 

Three hundred research instruments were distributed to 

contact audit partners in 78 offices of one big-six accounting 

firm. Packets sent to partners included a cover memo from an 

executive of the firm encouraging the partner's participation 

in the experiment. The National Banking Director of the 

participating firm provided information as to which offices 

were more likely to have well-established banking practices. 

Contact partners at each of these offices were requested to 

recruit only managers with sUbstantial banking experience for 

participation. contact partners at the remaining offices were 

requested to recruit only managers without banking experience. 

All contact partners were requested have their assistants 

distribute case materials to participants and to follow up 

within 7 to 10 days. Of the 78 offices, 63 distributed 263 

cases; 194 auditors responded providing a response rate of 74 

percent. Seven of the responses were unusable due to 

omissions of exit survey information; usable responses 

consisted of 67 banking specialists, and 120 nonspecialists. 

Each subject received a manila envelope containing an 

experimental instrument which contained two sections: an 

information section and a response section. The instrument 

was prefaced by a letter from the researcher requesting 

participation and a one-page instruction memo; it concluded 

wi th a one-page exit survey. The instructions stated that the 
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study's purpose was to examine how auditors make preliminary 

IR assessments for financial statement assertions. The stated 

task was to assess the IR of significant misstatement in 

various assertions regarding the loans account and the P&E 

account on a hypothetical banking engagement. subjects were 

instructed that "significant" referred to errors greater than 

or equal to materiality. Subjects were requested to provide 

IR assessments without regard to possible choices of test 

procedures (including the choice of whether to rely on tests 

of controls) and to respond with their "best assessment of 

risk in the circumstances." Further, all groups were 

instructed that CR had previously been assessed as "moderate" 

so as to confine their considerations of risk to only IR and 

to control their priors about CR. The instructions indicated 

a focus on the completeness, existence, and accuracy 

assertions for gross loans receivable and gross P&E, and on 

the valuation assertion for the loan loss reserve and 

accumulated depreciation. 14 For each assertion, each subject 

was asked to provide the following: 

(1) An IR assessment, where IR was defined as the 
risk that a significant misstatement could occur in 
a financial-statement assertion, without regard to 
internal controls. 

(2) A confidence assessment as to the degree of 
confidence or uncertainty about whether the IR 
assessment was appropriate in the circumstances. 
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For reasons discussed below, subjects also provided the 

former for account-level assessments for both the loans 

account and the P&E account, and for the financial statements 

as a whole. Regarding background questions, each subject was 

requested to complete an exit survey which asked several 

questions about his or her current position, months of general 

and specific auditing experience, among others. 

The information section of the booklet had two 

sUbsections: client description, and financial statements and 

supporting schedules. The schedules included (1) loan

portfolio details, (2) loss reserve details, (3) P&E details, 

(4) selected financial ratios, and (5) materiality at the 

financial-statement, and account levels. The financial 

statements included comparative consolidated statements of 

financial condition and statements of income for the current 

year (unaudited) and for the previous two years (audited). 

The participating firm's procedures were utilized to calculate 

materiality levels for the overall financial statements and 

for the pertinent accounts. See Appendix D, which contains a 

complete experimental instrument. 
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CHAPTER V. RESULTS 

A. Chapter outline 

This chapter describes the hypotheses tests and the 

results of those tests. The tests are initially conducted 

only on the assertion-level IR assessments provided by 

subjects, and then on subjects' higher-level IR assessments 

(account- and financial-statement-level). Interspersed among 

the specific hypothesis tests, additional analysis is 

conducted on systematic judgment behavior for which no a 

priori expectations were developed. 

B. Hypothesis Test--Seoond-Order Unoertainty 

As mentioned above, confidence assessments (as opposed to 

SOU assessments) were collected to facilitate subjects' 

understanding and completing case materials. Since confidence 

is inversely related to SOU, and the hypotheses are framed in 

terms of SOU, subjects' confidence assessments were inverted 

for ease of remaining exposition. Table 6 presents 

descriptive statistics on the inverted assessments. 

Hi predicts that SOU about IR assessments will be higher 

for the nonbanking group than for the banking group. To test 

Hi, a repeated-measures analysis of variance (ANOVA) using the 

general linear model approach (due to unequal cell sizes) was 

conducted with SOU as the dependent variable, banking 

specialization and risk as between-subject independent 

variables, and account and assertion as within-subject 



independent variables. Table 7 presents the results. 

50 

The 

first noticeable result in Table 7 is the highly significant 

experience variable (F = 19.05, P < .01), indicating a main 

effect of experience on SOU. However, since the result was 

expected, a priori, primarily within the account unique to 

banking (loans), the account x experience variable is 

examined. Table 7 indicates that the account x experience 

interaction variable was not significant (F = .96, P = .33); 

differences in sou between the two groups is smaller for the 

P&E account (i.e., the nonbanking group was more uncertain 

about IR assessments pertinent to the loans account than the 

P&E account relative to the banking group), but the difference 

remains statistically significant. Following up on the 

experience variable, averaging over assertions, account, and 

risk, mean SOU for the banking group was 1.92. In contrast, 

mean SOU for nonbanking group was 2.74. That is, nonbanking 

auditors experienced significantly more uncertainty about 

their assertion-level IR assessments than banking auditors 

did. Apparently, the context against which ~he risk

assessment is provided (i.e., banking client) matters despite 

familiarity with the account itself. On balance, these 

results support H1. 15 

Account x Assertion Interaction--sou. Referring again to 

Table 7, an account x assertion interaction is evident, 

indicating that differences in SOU between the two accounts 
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depends on the assertion or that differences in sou between 

assertion-pairs depends on the account, or both. To follow up 

on this interaction, a posteriori between-account and between

assertion contrasts were conducted using the Bongferroni 

procedure. Table 8 presents the between-account contrasts; 

column one of Table 8 indicates the assertion for which the 

contrast is conducted, column two contains the row-assertion 

test-statistic for the difference in sou about IR assessments 

between the two accounts, and column three contains the test 

t-value. 

The t-values in column three of Table 8 indicate that SOU 

about assertion-level IR assessments for the loans account was 

reliably different (in this case higher) than SOU about 

assertion-level IR assessments for the P&E account for the 

completeness, existence, and accuracy assertions, but not for 

the valuation assertion. 

Panels a and b of Table 9 present between-assertion 

contrasts for the same interaction for the loans and P&E 

accounts, respectively. Column one of Table 9 contains the 

assertion-pair for which contrasts are conducted. As in Table 

8, the remaining two columns contain the contrast test 

statistic, and the test t-value, respectively. The t-values 

in panel a indicates that for the loans account SOU was 

reliably different between all of the assertion pairs, except 

the Existence-Accuracy pair. Quite the opposite is evident in 
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Panel b; none of the contrasts are reliably different from 

each other for the P&E account. The complet<mess-accuracy 

contrast and the completeness-valuation contrasts approach, 

but do not achieve, significance. 

Figure 1 provides a graphic depiction of the interaction; 

it is visually apparent that SOU changes little between 

assertions for the P&E account; further, it also shows that 

for the loans account, SOU depends on the assertion for which 

risk is being assessed, and that SOU is nearly equal for the 

valuation assertion particular to the two accounts. 

c. Hypothesis Test--Conservatism 

Table 10 presents descriptive statistics on subjects' 

assertion-level IR assessments. H2 predicts that nonbanking 

group will incorporate a conservative bias into IR assessments 

relative to the banking group. To test the hypothesis at the 

assertion level, subjects' IR assessments were converted from 

low, moderate, and high to 1, 2, and 3. Next, a repeated

measures ANOVA using the general linear model approach (again, 

due to unequal cell sizes) was conducted with the numerical 

assertion-level IR assessment as the dependent variable, 

experience (banking versus nonbanking) and risk as between

subject independent variables, and account and assertion as 

within-subject independent variables. 16 

Table 11 which contains the results of an ANOVA on 

subj ects' IR assessments. The first noticeable result in 
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Table 11 is the highly significant experience variable (F = 

9.73, P < .01), indicating a main effect due to 

specialization. However, a priori, the conservatism result 

was expected primarily for the account unique to banking 

(loans), thus an observation of the account x experience 

interaction is necessary. Table 11 indicates that account x 

experience interaction is not significant (F = 1.27, P = .26). 

However, the account x assertion x experience variable is 

highly significant (F = 6.35, P < .01). To further analyze 

the interaction, between-group contrasts (again, using the 

Bonferroni procedure) were conducted as shown in panels a and 

b of Table 12. Panel a of Table 12 contains between-group 

contrasts for each of the four assertions within the loans 

account; panel b contains between-groups contrasts for each of 

the four assertions within the P&E account. As in Table 8, 

column one of Table 12 indicates the assertion for which 

contrasts are conducted, column two contains the row-level 

contrast test statistic for the difference in sou between the 

two groups of auditors, and column three contains the contrast 

t-value. One-sided tests are used since the contrasts are a 

priori directional (i. e., H2 predicts that the nonbanking 

group will provide conservative IR assessments relative to the 

banking group). 

The t-values in panel a and b of Table 12 indicate that 

the nonbanking group assessed IR reliably higher than the 
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banking group (i.e., conservatively) for the completeness, 

existence, and accuracy assertions for the loans account, but 

not for the valuation assertion, and that both groups assess 

IR approximately equal for the four assertions in the P&E 

account. 

Figures 2 and 3 provide graphics of these results for the 

loans and P&E accounts, respectively. Referring to Figure 2, 

it is visually evident that differences exist between the two 

group's IR assessments for the first three assertions 

(completeness, existence, and accuracy) of the loans account, 

but not for the valuation assertion. It is also apparent that 

the direction of the differences reverses for the valuation 

assertion, though the difference between the two groups' IR 

assessments for the valuation assertion are not statistically 

significant. In Figure 3, the statistical results described 

above pertinent to P&E are also evident. Although the 

nonbanking group's IR assessment for the assertions relative 

to the P&E account are lower than those of the nonbanking 

group, they are not significantly different. Although the 

results are mixed (i.e., conservatism was dependent upon the 

assertion), the nonbanking group was conservative for in three 

of the four assertions for the loans account. Thus, on 

balance, these results support H2. 

Account x Risk Interaction--Risk Assessments. Referring again 

to Table 11, a significant Account x Risk interaction on IR 
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assessments is evident. Recall from the experimental design 

that there were two possible risk conditions (high, low) for 

each of the two financial statement accounts. Further, recall 

that these conditions were crossed such that subjects were 

randomly assigned to one of four risk combinations where a 

condition is a combination of low (L) or high (H) IR for each 

of the two accounts. Referring to risk levels in the loans 

and P&E accounts respectively, the four possible conditions 

are LL, LH, HL, HH (see endnote 11). 

A posteriori between-account contrasts and between-risk

condition contrasts were conducted to follow-up on the 

interaction. Table 13 presents the results of the former. 

Column one of Table 13 contains risk conditions one through 

four. The remaining two columns contain the contrast test 

statistics, and the contrast t-values, respectively. The t

values in column three indicate that IR assessments for the 

loans account are reliably different (in this case higher) 

than those of the P&E account for each of the four risk 

conditions except the fourth (HH) one. 

Panels a and b of Table 14 report between-risk-condition 

contrasts of the account x risk interaction. In contrast to 

the results shown in Table 13, none of the contrasts in panel 

a nor panel b is significant. These results indicate that the 

interaction is attributable solely to the results shown in 

Table 13; differences in IR assessments between account are 
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dependent on the risk condition to which subjects were 

assigned. Figure 4 sheds visual light on these results by 

presenting a graphic of IR assessments for each of the two 

accounts across risk conditions, visually confirming the 

results just discussed. 

D. Hypothesis Test--consensus 

H3 predicts that the variance in the banking ~roup's IR 

assessments is smaller than the variance in the nonbanking 

group's risk assessments. To test H3, a series of 

calculations was made as follows. For each of the assertion

level IR assessments, the variance of the nonbanking group's 

IR assessments was divided by the variance of the banking 

group's IR assessments. The quotient is distributed Fm,n 

(Neter, et al. 1990). The resulting F-values for assertion

level risk assessments are presented in Table 15. The F

values in Panel a of Table 15 indicate that for the account 

unique to banking (loans) the banking group's IR assessments 

for the completeness, existence, and accuracy assertions 

exhibit significantly higher consensus than those of the 

nonbanking group. Only for the valuation assertion is the 

banking group's consensus not significantly greater. Panel b, 

on the other hand, shows that only for the existence assertion 

in the P&E account is the banking group's consensus higher 

than the nonbanking group's. Although these results are mixed 

(e.g., not supportive of the hypothesis for every assertion), 
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on balance they support H3. 

Recall that H4, similar to H3, predicts that the variance 

in the banking group's SOU assessments is smaller than the 

variance in the nonbanking group's SOU assessments. To test 

H4, a series of calculations similar to that made for testing 

H3 was made. The resulting F-values are presented in Table 

16. Panel a of Table 16 shows that the banking group's 

variance in sou is smaller than the nonbanking group's for 

every assertion pertinent to the loans account. Panel b of 

Table 16 shows similar, though weaker, results for the P&E 

account--the banking group's variance in sou was significantly 

smaller than that of the nonbanking group. Apparently the 

effect exists for both accounts implying that the context of 

the risk assessment (i.e., P&E accounting within a banking 

client) matters. On balance, these results support H4. 

The results pertinent to the P&E account for both H1 and 

H4 are somewhat surprising; clearly, the P&E account is one 

with which both groups are marginally more familiar (i.e., 

possess similar amounts of knowledge about) in contrast to the 

loans account. However, given the unique nature of banking, 

and the function of P&E in banking environs (as compared to 

the function of P&E, for example, in manufacturing environs), 

it is conceivable that SOU remains relatively elevated for 

nonspecialists and that individual differences in 

nonspecialists' perceptions of the adequacy of knowledge bases 
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supporting IR assessment for the P&E account in the context of 

a bank have not been reduced. 

E. Hypothesis Test--Risk Factor sensitivity 

Recall that H5 predicts that the banking group will be 

more sensitive to manipulations in banking-specific IR factors 

(in this case, to the regulatory capital level manipulation) 

than the nonbanking group. Firm manuals and discussions with 

banking auditors indicated that the likely location for the 

capital manipulation effect to materialize was the valuation 

assertion for the loans account such that when capital levels 

were superior (inferior), IR would be assessed, on average, as 

lower (higher). Regarding the P&E account, firm audit manuals 

and discussions with experienced auditors indicated the likely 

location for the P&E risk factor manipulation sffect to 

materialize was the existence assertion in the P&E account. 

The resutls for the test of the hypothesis at the 

assertion level are found in the ANOVA on subjects' assertion

level IR assessments shown in Table 11. The pertinent 

interaction is the assertion x experience x risk interaction, 

which is insignificant (F = .97, one-sided p-value = .23). 

These results indicate that neither group of auditors 

responded to risk manipulations for either of the accounts at 

the assertion-level. Thus, these results do not support H5. 
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F. Hypothesis Test--Information sensitivity 

H6 predicts that the difference in sou due to the 

presence versus absence of 

information is greater for 

risk-related environmental 

industry specialists than 

nonspecialists. To test H6, a repeated measures ANOVA was 

conducted (again, using the GLM approach due to unequal cell 

sizes) with sou as the dependent variable, with experience and 

loan-information as independent variables, and with assertion 

as a within-subject independent variable. This analysis uses 

sou assessments only for the loans account, and only for the 

low-risk condition within the loans account, as dictated by 

the experimental design. Recall that the information 

manipulation concerned information pertinent only to the loans 

account, and that the condition was "nested" within the low

risk condition; therefore only the sou assessments within the 

loans account and within the low-risk condition are pertinent 

to H6. Resul ts are shown in Table 17. Al though the 

experience variable is highly significant (F = 13.20, P < 

.01), the expected interaction predicted by H6 (experience x 

information x assertion) is not significant (F = 1.13, one

siaea p-value = .17). Thus, these results do not support H6. 

G. Higher-Level Inherent Risk Assessments 

Further consideration of the "newness" of the manipulated 

risk factor for the loans account, and the possibility that 

auditors may consider the factor to be more of an account- or 
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financial-statement-level factor, lead to the decision to 

collect these two assessments along with the assertion-level 

assessments. This sections provides analysis on these IR 

assessments and SOU assessments. The analysis is conducted in 

order of the hypotheses. 

Main Effects. Prior to testing H1 using the higher-level 

assessments, subjects' confidence assessments were again 

inverted for ease exposition. Table 18 presents descriptive 

statistics of the inverted higher-level sou assessments. To 

test H1 using these assessments, a repeated-measures ANOVA 

using the general linear model approach (again, due to unequal 

cell sizes) was conducted with SOU as the dependent variable, 

banking specialization and risk as between-subject independent 

variables, and assessment as a within-subject independent 

variable. Table 19 presents the results, which indicate that 

the experience variable was highly significant (F = 19.38, P 

< .01). Averaging over assessments, mean SOU for the banking 

group was 2.00. In contrast, mean SOU for nonbanking group 

was 2.82. That is, the nonbanking group experienced 

significantly more uncertainty about their account- and 

financial-statement-level IR assessments than banking group 

did. Thus, similar results to those found for the assertion-

level assessments are observed, supporting H1. 

-_ ... ---- -~-. -_._- ---. 
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Figure 5 provides a graphical representation of SOU about 

the higher-level assessments and illustrates the main effects 

for both experience and for assessment. 

Regarding H2, Table 20 presents descriptive statistics on 

subjects' account- and financial-statement-Ievel IR 

assessments. H2 predicts that nonbanking group will 

incorporate a conservative bias into IR assessments relative 

to the banking group. As with the assertion-level 

assessments, subjects' IR assessments were converted from low, 

moderate, and high to 1, 2, and 3, and a repeated-measures 

ANOVA using the general linear model approach was conducted 

with the numerical assertion-level IR assessment as the 

dependent variable, experience (banking versus nonbanking) and 

risk as between-subject independent variables, and assessment 

as a within-subject independent variable. Table 21 presents 

the results, which indicate the presence of a significant 

experience main effect as well as an assessment main effect. 

Averaging over assessments, mean IR for the banking group was 

1.62. In contrast, mean SOU for nonbanking group was 1.78. 

That is, the nonbanking group assessed IR significantly higher 

for their account- and financial-statement-Ievel IR 

assessments than banking group did. These results above are 

visually evident upon examination of the Figure 6 in appendix 

B; significant main effects are evident for experience and for 

the particular IR assessment--all auditors assessed IR 
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reliably lower overall for the P&E account, and nonbanking 

auditors' assessments were reliably higher than banking 

auditors' assessments across assertions. 

Response Variancess. Above, H3 and H4 were tested only for 

assertion-level assessments. Table 22 and Table 23 contain F

values for the H3- and H4-related tests analogous to those 

found in Table 15 and Table 16 for assertion-level IR and sou 

assessments , respectively. For risk-assessment consensus, 

Table 22 indicates that for the account- and financial

statement-level assessments, consensus does not differ between 

the two groups. However, the variance in sou for these 

assessments, as shown in Table 23, is smaller for the banking 

group only for the two account-level assessments, and not the 

financial-statement-level assessment. These results offer 

mixed support at best for H3 and H4 at the account- and 

financial-statement-level IR and SOU assessments. 

Response Sensitivity. Recall that Table 21 presents the 

results of a repeated measures ANOVA on subjects' account- and 

financial-statement-level IR assessments containing similar 

results to those found for assertion-level assessments. H5 

implies for these higher-level assessments that the banking 

group will respond to the capital manipulation at the account

and/or financial-statement-level, but that the nonbanking 

group will not. Table 21 indicates that the expected 

assessment x risk x experience interaction is absent (F = .36, 
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one-sided p-value = .45). Thus, consistent with the results 

for H5 from the assertion-level assessments, these results do 

not support H5 at the account- nor financial-statement-level 

of detail. 

Finally, to test H6, a repeated measures ANOVA was 

conducted similar to that shown in Table 17, but only using 

sou for the overall loans account IR assessment, and SOU for 

the financial statement IR assessment as the dependent 

variables. As before, experience and loan-information were 

between-subject independent variables, and assessment (loans 

versus financial-statements) was the within-subject 

independent variable using only sou assessments only for the 

low-risk condition within the loans account, as before. 

Table 24 presents the results, which indicate that the 

expected information x experience interaction is absent (F = 

.79, one-sided p-value = .19). Again, consistent with the 

results found for the test of H6 using assertion-level 

assessments, these results do no support H6 at the account

nor financial-statement-level of detail. 
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This chapter provides concluding remarks. It first 

reviews the paper's contributions to the literature and then 

discusses future research which may be fruitful for gaining 

additional understanding of pertinent research questions. 

B. Contributions 

Recent auditing practice trends indicate that industry 

specialization is an important variable in the execution of 

audi.ts of financial statements. This study contributes field

based experimental evidence about the effects of industry 

specialization experience on auditors' IR assessments and SOU. 

The results support several conclusions. First, consistent 

with the notion that industry experience facilitates the 

development of an industry-distinct knowledge base pertinent 

to IR assessment and that auditors who lack such experience 

lack such knowledge, nonspecialists experienced significantly 

more uncertainty about their IR assessments , relative to 

specialists. This result was observed for both IR assessments 

pertinent to two accounts, al though the effect was not as 

pronounced for the P&E account which has a more similar analog 

in most types of clients than the loans account. 

Second, and also consistent with the notion that 

specialized experience leads to the development of specific 

knowledge pertinent to the risk assessment task, 
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nonspecialists' IR assessments were generally significantly 

higher for a financial statement account unique to the 

industry--than industry specialists' IR assessments, 

indicating a conservative bias when industry knowledge is 

lacking. This result has potentially important implications 

regarding audit testing; given that IR assessments determine, 

at least in part, the extent of audit testing, it implies-

holding all else constant--that the nonbanking group would be 

significantly more inefficient relative to the banking group 

in terms of audit effort expended in audit sampling. To 

illustrate, consider the following analysis using sample size 

outputs of the participating firm's sample size algorithm and 

the risk assessments provided by sUbjects. The example is 

confined to the completeness assertion in the loans account, 

and assumes that each subject's risk assessments represent 

assessments from an individual audit situation. Further, the 

example holds all algorithm inputs (e.g., engagement 

information provided to subjects in the experimental case 

materials such as account balance, engagement materiality, 

moderate control risk assessment, etc.), except subjects' IR 

assessments, constant. In applying the firm's algorithm, 

resulting sample sizes were 233, 382, and 546 when IR was 

assessed as low, moderate, and high , respectively. Using 

these sample sizes, and averaging over subjects in each group, 

the resulting average sample size for the nonbanking group was 
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306, over 12 percent larger than the average sample size of 

273 for the banking group. This difference is highly 

significant (t = 9.02, P < .01). Thus, for the completeness 

assertion in the loans account for the hypothetical client in 

the case materials, the nonbanking group would expend over 12 

percent more effort to complete sampling procedures than the 

banking group. Clearly this result has implications for audit 

policy; at a minimum, it indicates that specialization may 

provide economy in audit sampling efforts. This result helps 

explain the trend toward industry specialization in general. 

Third, consistent with the notion that common experience 

standardizes knowledge bases pertinent to IR assessments, 

specialists exhibited significantly more consensus in their IR 

assessments for an account unique to banking clients. 

Nonspecialists and specialists exhibited similar levels of IR 

assessment consensus for an account common to most audits. 

Relatedly, the variance in uncertainty about IR assessments 

was smaller for industry specialists. This result supports 

the assertion that common experience standardizes knowledge 

bases pertinent to IR assessments and reduces indi vidual 

differences in perceptions about the adequacy of knowledge 

bases which support IR assessments. 

The results do not support the assertion that industry 

specialists are more sensitive to variation in industry

specific IR factors than are nonspecialists. This lack of 
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results may be explained by one of at least three causes. 

First, although it is unlikely, it may be that auditors simply 

don't attend to risk-related information as encouraged by firm 

policy and manuals. In the current litigious environment in 

which firm policy is designed to minimize litigation costs, 

such an explanation seems unlikely. 

A more likely explanation is that subjects simply don't 

attend to the specific risk factor manipulation due to its 

novel nature; the federal deposit insurance corporation act of 

1991 was only two years old at the time data was collected. 

Auditors may need more time to learn the implications of new 

industry-specific regulations and incorporate such knowledge 

into risk-assessment knowledge structures, despite firm 

guidance about such matters. In addition, the effect may have 

been swamped by other risk factors. Evidence for this is 

found in protocols provided by some of the subjects, 

indicating that the primary risk factor attended to was the 

subjectivity of the valuation of the loss reserve despite 

capital ratio positions, financial condition, etc. Another 

plausible explanation is that the manipulation simply may not 

have worked as planned--and thus the lack of variability on 

responses. 

The results also do not support the assertion that 

specialists are more sensitive to missing ri~k-related 

information. This result may have been induced by a swamping 
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effect; the amount of information provided to subjects in the 

"present" condition was relatively small in relation to the 

total case materials. Thus, any effect due to presence versus 

absence of such information may have been swamped by the total 

information pertinent to risk assessment provided in the case 

materials. 

Finally, similar results were found for IR assessments at 

the account- and financial-statement-Ievel as those documents 

for the assertion-level IR assessment. 

C. Future Research 

This study contributes new evidence about the effects of 

experience on audit judgment, and contributes to a growing 

literature addressing the effects of industry experience on 

audit judgment. Gi ven the results of the study, further 

investigation is warranted regarding questions about the 

effects of specialization on audit judgment. Clearly, the two 

groups of auditors provided different judgments in the 

experimental task not only in their IR assessments, but also 

in their uncertainty about the IR assessments they provided. 

This finding has not been documented previously, and adds to 

the literature on expertise in auditing and suggests several 

other avenues of research including additional analysis with 

regard to all auditing industry specialists, and other 

auditing jUdgments. 
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On the other hand, the result of not responding to IR 

assessment factor changes raises questions about auditors' 

abilities to detect such variation, whether auditors really do 

consider IR factors advocated by firm audit manuals and AICPA 

industry audit guides, and whether the information provided in 

the experimental case materials swamped the effect. These 

questions can be addressed in future research which refines 

the approach utilized here. 

Finally, the study has raised additional questions about 

audit judgment. One such question is which audit judgments, 

other than IR assessments, may be systematically influenced by 

the knowledge gained from industry specialization? Addressing 

this and other important issues may lead to further 

refinements in models of auditor expertise and serve to 

advance the literature and practice policy regarding industry 

specialization. 
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ENDNOTES 

1. Although some firms formally recognize certain auditors as specialists, for 
the participating firm, most auditors do not receive such recognition despite 
concentrating their experience in certain industries. Therefore, throughout the 
remainder of this paper, "banking specialist" refers to an auditor who possesses 
a minimum amount of experience in auditing banks. "Nonspecialist" refers to an 
auditor who does not possess a minimum amount of banking experience. 

2. The previous three studies relied primarily on protocol analysis as a 
research methodology; sample sizes were, therefore, relatively small, the latter 
study utilizing only two subjects. Therefore, the reader is cautioned as to the 
generalizability of the results. Relying on results procured from such a limited 
sample may be dubious. Further, the primary purpose of reviewing these studies 
is to highlight academic interest in specialization in other domains (in the case 
of the first two studies) and in auditing (in the case of the latter study). 

3. The appendix to AU § 350 stresses that the model is not intended as a 
mathematical decomposition that includes all factors that may influence the 
determination of individual risk components. 

4. Assertion risk has also been referred to as Occurrence Risk (Kinney 1989). 

5. As stated in the introduction, industry specialization is expected to have 
a significant influence on IR assessment. CR assessment is also likely 
influenced by specialization because control environments and systems may be 
heavily influenced by operating procedures unique to each industry. !iowever, due 
to the dissimilar nature of the two assessments, questions regarding the 
implications for CR assessments are left to (and encouraged for) future research. 

6. Another aspect of the relation concerns the nature of the response mode of 
the probability assessment in terms of whether it is represented as a point or 
an interval, and whether it is numerical or verbal. So long as the application 
is consistent, the implications of a particular mode do not affect the results 
of the model described here. Waller ( 1994 ) showed that the response mode 
mattered in terms of auditors' confidence; auditors were more confident in risk 
assessments provided on a low, moderate, high scale than on a probability scale. 

7. Acknowledging the reality of this psychological variable accords with a body 
of literature referred to as behavioral economics (Simon 1982). Behavioral 
economics rejects subjective utility theory's normative assumption of decision
maker unbounded rationality in favor of the more realistic assumption of 
decision-maker bounded rationality. See Waller (1994) for a behavioral economics 
approach to auditors' risk assessments. 

8. Despite the provision of elaborate guidance by the participating firm, firm 
manuals stress the importance of the auditors' judgment in assessing IR-
regardless of the setting; this encouragement allows the auditor to rely on 
knowledge (Le., conditioning information) gained from experience described 
above. 

9. Subject's allocations of time spent in a cross-section of industries were 
cross-checked for correspondence to their reported specialization. In cases 
where a discrepancy existed (n < 5), subjects were classified based on time spent 
on banking clients during the previous two years (classified as banking 
specialists if banking audit time was greater than 50%). 
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10. The high-risk ratios were below the 5th percentiles of the distributions of 
the respective ratios for a sample of 227 sister institutions of similar size, 
operations, etc. The low-risk ratios were above the 95th percentiles of the 
distributions of the respective ratios for the same sample. 

11. Two accounts were presented to subjects; each account was subject to the 
high-low risk manipulation. The accounts were crossed with the high-low risk 
manipulation resulting in four possible risk conditions to which subjects could 
be assignedl high, high; high, low; low, high, and low, low. 

12. Prior to administering the experiment, the cases were independently 
validated by formally recognized banking specialists. They were asked to (1) 
work through the materials as if they were auditor subjects, (2) validate the 
details of the cases, including the manipulations of the selected inherent risk 
factors, and (3) provide verbal appraisals of cases' realism. 

13. Results indicate no effect upon risk assessment responses nor on second
order uncertainty assessment responses due to the order of the accounts in the 
response section of the instrument. 

14. Auditors of the participating firm usually document risk assessments for the 
ownership assertion in addition to these assertions. However, Waller (1993) 
showed that actual misstatements in this assertion are rare. This assertion was 
omitted in the case materials based on this result, in combination with the need 
to minimize case length. 

15. The reader should note that Table 9 contains a marginally significant 
assertion x experience interaction--indicating that results moderately depend on 
the assertion for which risk was being assessed. A priori contrasts were 
conducted to follow up on the interaction. They indicated that although the p
values for each of the contrasts remain statistically significant, the contrast 
for the completeness assertion was much less significant than the contrasts for 
the remaining assertions. 

16. Utilization of GLM on ordinal assessments is justified on the basis of the 
(1) the lack of developed nonparametric methods at the level of detail required 
and (2) the robustness of GLM to departures from the assumptions. Regarding the 
latter, Hsu and Feldt (1969) examined robustness of the F-test for scale lengths 
of 2, 3, 4, and 5 points reporting excellent control of significance values with 
sample sizes as small as 11; further they found that the results for a three 
point scale (as used here) were superior to results for a four-point scale. 
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Table 1 

Descriptive statistics--Subject Characteristics 

General Audit Experience: 

Months 

Audits 

General Task Experience: 

Total IR Assessments 

Specific Audit Experience: 

Bank Audits 

Specific Task Experience: 

Total Bank IR Assessments 

Self-rated Ability: 

Nonbank IR Assessment 

Bank IR Assessment 

Banking 
Group 

IN = 67) 
Mean SO 

93.4 

77.9 

51. 5 

33.6 

74.6 

26.8 

7.2 

8.6 

32.3 

52.4 

38.3 

25.6 

21.0 

22.1 

2.1 

1.2 

Nonbanking 
Group 

IN = 120) 
Mean SO 

87.2 

71.7 

50.1 

2.5 

4.2 

1.5 

8.0 

4.8 

41.0 

58.8 

48.2 

5.3 

10.2 

4.0 

1.4 

2.4 

a Percentage of time spent participating in audits of banks 
during the previous two years. 
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Table 2 

Spearman r Subject Characteristics 
(all subjects) 

A IR BA BIR CCIRA BIRA 

M .679** .674** .251 ** .257** .221** .206** 

A .927** .232** .220** .288** .149* 

IR .196** .218** .293** .155* 

BA .944** -.113 .782** 

BIR -.100 .801** 

CCIRA .042 

:*Significant at p < .05. 
Significant at p < .01. 

Legend: M = # months of general audit experience. 
A # of audits. 

IR = # audits on which inherent risk assessments made. 
SA # of bank audits. 

BIR = # bank audits on which inherent risk assessments 
made. 

CCIRA = self-rated commercial client IR assessment ability. 
BIRA = self-rated commercial bank IR assessment ability. 
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Table 3 

Spearman r -- Subject CbaracteristicR 
(banking subjects) 

A IR SA SIR eelRA SIRA 

M .654** .666** .431** .511 ** .302* .450** 

A .900** .662** .669** .389** .366** 

IR .652** .768** .379** .388** 

SA .915** .135 .387** 

SIR .201 .427** 

eelRA .596** 

:*Significant at p < .05. 
Significant at p < .01. 

Legend: M = 
A = 

IR 
SA = 

SIR = 

celRA = 
SIRA = 

# months of general audit experience. 
# of audits. 
# audits on which inherent risk assessments made. 
# of bank audits. 
# bank audits on which inherent risk assessments 
made. 
self-rated commercial client IR assessment ability. 
self-rated commercial bank IR assessment ability. 
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Table 4 

Spearman r -- Subject Characteristics 
(nonbanking subjects) 

A IR BA BIR CCIRA BIRA 

M .690** .671 ** .139 .104 .228* .013 

A .939** .109 .055 .258** .005 

IR .049 .039 .263** .024 

BA .787** -.004 .523** 

BIR .000 .555** 

CCIRA .056 

:*Significant at p < .05. 
Significant at p < .01. 

Legend: M = 
A 

IR = 
BA = 

BIR = 

CCIRA = 
BIRA = 

# months of general audit experience. 
# of audits. 
# audits on which inherent risk assessments made. 
# of bank aUdits. 
# bank audits on which inherent risk assessments 
made. 
self-rated commercial client IR assessment ability. 
self-rated commercial bank IR assessment ability. 
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Table 5 

Experimental Conditions 

This table enumerates the possible conditions to which subjects were 
assigned and indicates the status of the independent variables within each 
condition. 

Loan Portfolio 
Loan Premises and Quality Information 

Condition Risk Equipment Risk pl.·ovided? n· 
1. 
2. 
3. 
4. 
5. 
6. 

• 

LOW LOW 
LOW LOW 
LOW LOW 
LOW HIGH 

HIGH LOW 
HIGH HIGH 

YES 
NO 

YES 
NO 
NO 
NO 

12,11 
24,13 
15,8 

25,10 
21,13 
23,12 

The numbers in this column indicate the number of nonbanking 
subjects and banking subjects assigned to the respective 
row-level condition, respectively. 
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Table 6 

Descriptive statistics -- Subjects' Second-Order Uncertainty 
about Inherent Risk Assessments 

Banking Nonbanking 
GrouQ GrouQ 

Level of Detail Mean SD Mean .§Q 

Assertion-Level 

Loans Completeness 2.03 1.08 2.83 1.63 

Existence 2.30 1.23 3.11 1.61 

Accuracy 2.22 1.16 3.20 1.61 

Valuation 1.46 1.45 2.73 1.92 

Premises Completeness 1.81 1.12 2.34 1.55 

Existence 1.69 .81 2.46 1.60 

Accuracy 1. 76 .96 2.58 1.62 

Valuation 1.83 1.06 2.58 1.66 



83 

Table 7 

ANOVA -- Subjects' Second-Order Uncertainty about Assertion-Level 
Inherent Risk Assessments 

Source 

Between-subject Effects: 

Experience 

Risk 

Experience x Risk 

Error 

Within-subject Effects: 

Account 

Account lC Experience 

Account x Risk 

Account x Experience 
x Risk 

Error 

Assertion 

Assertion x Experience 

Assertion x Risk 

Assertion x Experience 
x Risk 

Error 

Account x Assertion 

Account x Assertion 
x Experience 

Account x Assertion 
x Risk 

Account x Assertion 
x Experience x Risk 

Error 

SS 

208.07 

42.22 

7.91 

1696.59 

48.00 

3.09 

2.97 

5.44 

509.81 

18.78 

5.80 

4.77 

6.16 

383.53 

29.35 

2.28 

3.24 

5.84 

326.89 

df 

1 

3 

3 

159 

1 

1 

3 

3 

159 

3 

3 

9 

9 

477 

3 

3 

9 

9 

477 

Mean 

208.07 

14.07 

2.64 

10.67 

48.00 

3.09 

.99 

1.81 

3.21 

6.26 

1.93 

.53 

.68 

.80 

9.78 

.76 

.36 

.65 

.69 

F 

19.05 

1.32 

.25 

14.97 

.96 

.31 

.57 

7.79 

2.40 

.66 

.85 

14.28 

loll 

.53 

.95 

p 

<.01 

.27 

.86 

<.01 

.33 

.81 

.64 

<.01 

<.07 

.75 

.57 

<.01 

.34 

.86 

.48 
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Table a 

Follow-up Contrasts on the Account x Assertion Interaction 
on Subjects' Second-Order Uncertainty 

(between account) 

Assertion Value" t-value 

Completeness .46 (2.58;2.12) 5.10'" 

Existence .72 (2.90;2.18) 7.92'" 

Accuracy .62 (2.91;2.29) 6.79'" 

Valuation -.03 (2.28;2.31) -.35 

84 

Entries in parentheses are cell means for the loans and P&E 
accounts, respectively for the row-level assertion contrast. 

Significant a p < .05. 
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Table 9 

Follow-up Contrasts on the Account x Assertion Interaction 
on Subjects' Second-Order Uncertainty 

(between assertion) 

a. Loans Account 

Contrast ValueCl t-value 

C vs. E -.31 (2.59;2.90) -3.45* 

C vs. A -.32 (2.59;2.91) -3.55* 

C vs. V .30 (2.59;2.28) 3.34* 

E vs. A -.01 (2.90;2.91) -.10 

E vs. V .62 (2.90;2.28) 6.80* 

A vs. V .62 (2.91;2.28) 6.89* 

b. Premises & Equipment Account. 

contrast ValueCl t-value 

C vs. E -.05 (2.12;2.18) -.64 

C vs. A -.17 (2.12;2.29) -1.87 

C vs. V .19 (2.12;2.31) -2.12 

E vs. A -.11 (2.18;2.29) -1.22 

E vs. V -.13 (2.18;2.31) -1.47 

A vs. V -.02 (2.29;2.31) -.25 

85 

Entries in parentheses are cell means for the respective 
assertions in the row-level between-assertion contrasts. 

Significant a p < .05. 
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Table 10 

Descriptive Statistics -- Subjects' Assertion-Level Risk Assessments 

Column entries are proportions of subjects' responses asse'lsed at the 
column level for the row assertion-account combination. 

Banking 

Non
banking 

Assertion 

Completeness 

Existence 

Accuracy 

Valuation 

Completeness 

Existence 

Accuracy 

Valuation 

Account 

Loans 

Premises 

Loans 

Premises 

Loans 

Premises 

Loans 

Premises 

Loans 

Premises 

Loans 

Premises 

Loans 

Premises 

Loans 

Premises 

.73 

.84 

.64 

.87 

.61 

.70 

.02 

.76 

.55 

.69 

.37 

.70 

.41 

.69 

.02 

.62 

.27 

.15 

.36 

.13 

.39 

.30 

.21 

.19 

.42 

.31 

.56 

.30 

.53 

.29 

.33 

.35 

High 

.00 

.01 

.00 

.00 

.00 

.00 

.77 

.05 

.03 

.00 

.07 

.00 

.06 

.02 

.65 

.03 



Table 11 

ANOVA -- Subjects' Assertion-Level Inherent Risk Assessments 

Source 

Between-subject Effects: 

Experience 

Risk 

Experience x Risk 

Error 

Within-subject Effects: 

Account 

Account x Experience 

Account x Risk 

Account x Experience 
x Risk 

Error 

Assertion 

Assertion x Experience 

Assertion x Risk 

Assertion x Experience 
x Risk 

Error 

Account x Assertion 

Account x Assertion 
x Experience 

Account x Assertion 
x Risk 

Account x Assertion 
x Experience x Risk 

Error 

SS 

7.07 

1.36 

1.62 

130.02 

77.11 

.43 

4.41 

.50 

60.46 

101. 76 

2.90 

1. 74 

1.56 

95.89 

78.39 

2.91 

.61 

.77 

82.00 

df 

1 

3 

3 

179 

1 

1 

3 

3 

179 

3 

3 

9 

9 

537 

3 

3 

9 

9 

537 

Mean 

7.07 

.45 

.54 

.73 

77.11 

.43 

1.47 

.17 

.34 

33.92 

.97 

.19 

.17 

.18 

26.13 

.97 

.07 

.09 

.15 

F 

9.73 

.62 

.74 

228.29 

1.27 

4.35 

.50 

189.96 

5.42 

1.08 

.97 

171.18 

6.35 

.45 

.56 

87 

p 

<.01 

.60 

.53 

<.01 

.26 

<.01 

.69 

<.01 

<.01 

.38 

.46 

<.01 

<.01 

.91 

.83 
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Table 12 

Follow-up Contrasts on the Account x Assertion x Experience Interaction 
on Subjects' Assertion-Level Inherent Risk Assessments 

a 

* 

a. Loans Account 

Assertion Valuea t-value 

Completeness .26 (1.51;1.25) 3.01'" 

Existence .35 (1.70;1.35) 4.00* 

Accuracy .23 (1. 62;1. 38) 2.66* 

Valuation -.14 (2.63; 2.77) -1.60 

b. Premises & Equipment Account 

Assertion valuea t-value 

Completeness .16 (1.33;1.17) 1.83 

Existence .19 (1.33;1.13) 2.21 

Accuracy .05 (1.35;1.30) .52 

Valuation .12 (1.40;1.28) 1.35 

Entries in parentheses are cell means for the nonbanking and 
banking groups, respectively, for each row-level assertion 
contrast. 

Significant a p < .05. 
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Table 13 

Follow-up Contrasts on the Account x Risk Interaction on Subjects' 
Assertion-Level Inherent Risk Assessments 

a 

* 

(between account) 

Risk Condition Value" t-value 

1 .59 (1.89;1.30) 5.11* 

2 .43 (1.76;1.33) 3.75* 

3 .56 (1.78;1.22) 3.82* 

4 .39 (1.75;1.36) 2.77 

Entries in parentheses are cell means for the loans and P&E 
accounts, respectively, for the row-level risk condition. 

Significant a p < .05. 
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Table 14 

Follow-up Contrasts on the Account x Risk Interaction on Subjects' 
Assertion-Level Inherent Risk Assessments 

a 

* 

(between risk conditions) 

a. Loans Account 

Contrast ValueCi t-value 

R1 x R2 .13 (1.89;1.76) .88 

R1 x R3 .11 (1.89;1.78) .63 

R1 x R4 .14 (1.89;1.75) .85 

R2 x R3 -.02 (1.76;1.78) -.14 

R2 x R4 .01 (1.76;1.75) .06 

R3 x R4 .03 (1.78;1.75) .18 

b. Premises & Equipment Account 

Contrast ValueCi t-value 

R1 x R2 -.03 (1. 30; 1.33) -.20 

R1 x R3 .08 (1.30;1.22) .49 

R1 x R4 -.06 (1.30;1.36) -.38 

R2 x R3 .11 (1.33;1.22) .67 

R2 x R4 -.03 (1.33;1.36) -.20 

R3 x R4 -.14 (1.22;1.36) -.79 

Entries in parentheses are cell means for respective risk
conditions in the row-level contrast averaged over the assertions 
for the loans (panel a) or P&E (panel b) account. 

Significant a p < .05. 
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Table 15 

Effects of Industry Experience on Inherent Risk Assessment Consensus 

Column entries are F-values for tests of the equality of the 
two groups' sample population variances of assessed inherent 
risk. 

a. Loans Account 

Assertion F-Value 

Completeness 1.60* 

Existence 1.49* 

Accuracy 1.44* 

Valuation 1.24 

b. Premisea & Equipment Account 

Assertion 

Completeness 

Existence 

Accuracy 

Valuation 

:*Significant at p < .05. 
significant at p < .01. 

F-Value 

1.21 

1.79** 

1.19 

1.02 
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Table 16 

Effects of Industry Experience on Variance in Second-Order Uncertainty 

Column entries are F-values for tests of the equality of the 
two groups' sample population variances of second-order 
uncertainty. 

a. Loans Account 

Assertion F-Value 

Completeness 2.28** 

Existence 1.72** 

Accuracy 1.92** 

Valuation 1.77** 

b. Premises & Equipment Account 

Assertion 

Completeness 

Existence 

Accuracy 

Valuation 

F-Value 

1.91* 

3.94** 

2.82** 

1.77* 

* **Significant at p < .05. 
Significant at p < .01. 
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Table 17 

ANOVA -- Subjects' Second-Order Uncertainty about Assertion-Level 
Loans Account Inherent Risk Assessments 

(low-risk condition only) 

Source SS df Mean F p 

Between-subject Effectsr 

Experience 91.17 1 91.17 13.20 <.01 

Loan Information 11.19 1 11.19 1.62 .21 

Experience x 
Loan Information .03 1 .03 .00 .95 

Error 738.83 107 6.90 

within-subject Effects: 

Assertion 30.23 3 10.08 10.04 <.01 

Assertion x Experience 1.54 3 .51 .51 .68 

Assertion x 
Loan Information 4.11 3 1.37 1.36 .25 

Assertion x Experience 
x Loan Information 3.40 3 1.13 1.13 .34 

Error 322.30 321 1.00 
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Table 18 

Descriptive Statistics -- Subjects' Second-Order Uncertainty 
about Account- and Financial-Statement-Level 

Inherent Risk Assessments 

Banking Nonbanking 
Group Group 

Level of Detail Mean SO Mean SO 
Account-Level 

Loans 2.10 1.04 2.99 1.72 

Premises 1.64 1.01 2.37 1.68 

Financial-statement-Level 2.35 1.34 3.07 1.42 
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~ab1e 19 

ANOVA -- Subjects' Second-order Uncertainty about Account- and 
Financia1-Statement··Leve1 Inherent Risk Assessments 

Source SS df Mean F p 

Between-subject Effects: 

Experience 84.52 1 84.52 19.38 <.01 

Risk 6.86 3 2.29 .52 .67 

Experience x Risk 1.34 3 .45 .10 .96 

Error 719.61 165 4.36 

Within-subject Effects: 

Assessment 47.97 2 23.99 22.44 <.01 

Assessment x Experience 1.26 2 .62 .59 .56 

Assessment x Risk 4.69 6 .78 .73 .63 

Assessment x Experience 
x Risk 7.26 6 1.21 1.13 .34 

Error 352.74 330 1.07 
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Table 20 

Descriptive statistics -- Subjects' Account- and Financial-
Statement-Level Inherent Risk Assessments 

Column entries are proportions of subjects' responses assessed at the 
column level for the row-account risk assessment. 

Group Account Low Mod. High 

Banking Loans .14 .70 .16 

Premises .83 .16 .01 

Financial-
statement .42 .52 .06 

Nonbanking Loans .07 .59 .34 

Premises .76 .22 .02 

Financial-
statement .24 .68 .08 
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Table 21 

ANOVA -- Subjects' Account- and Financial-Statement-Level 
Inherent Risk Assessments 

Source SS df Mean F p 

Between-subject Effects: 

Experience 2.39 1 2.39 5.98 .02 

Risk 1.42 3 .47 1.18 .32 

Experience x Risk 1.49 3 .50 1.24 .30 

Error 70.44 176 .40 

Within-subject Effects: 

Assessment 69.16 2 34.58 150.87 <.01 

Assessment x Experience .54 2 .27 1.17 .31 

Assessment x Risk 2.68 6 .45 1.95 .07 

Assessment x Experience 
x Risk .49 6 .08 .36 .91 

Error 80.68 352 .23 
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Table 22 

Effects of Industry Experience on Variance of Inherent Risk Assessments 
(account- and financia~-statement-level inherent risk assessments) 

Column entries are F-values for tests of the equality of the 
two groups' sample population variances of inherent risk 
assessments. 

Risk Assessment 

Loans 

Premises & Equipment 

Financial-Statement 

F-Value 

1.15 

1.26 

1.18 
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Table 23 

Effects of Industry Experience on Variance of Second-Order Uncertainty 
(account- and financial-statement-level inherent risk assessments) 

Column entries are F-values for tests of the equality of the 
two groups' sample population variances around mean second
order uncertainty. 

Risk Assessment 

Loans 

Premises & Equipment 

Financial-Statement 

** significant at the p < .01. 

F-Value 

2.73** 

2.79** 

1.13 
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~able 24 

ANOVA -- Subjects' Second-order Uncertainty about Account- and 
Financial-Statement-Level Inherent Risk Assessments 

(low-risk condition only) 

Source SS df Mean F p 

Between-subject Effects: 

Experience 30.73 1 30.73 9.33 <.01 

Information 1.22 1 1.22 .37 .54 

Experience x 
Information 2.60 1 2.60 .79 .38 

Error 356.14 108 3.30 

Within-subject Effects: 

Assessment 1.63 1 1.63 1.45 .23 

Assessment x Experience .97 1 .97 .86 .36 

Assessment x Information 3.05 1 3.05 2.71. .11 

Assessment x Experience 
x Information .27 1 .27 .24 .63 

Error 121.83 108 1.13 
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APPENDIX B: FIGURES 
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Exhibit 1 

Excepts of Financial statements and Supporting Schedules 
from Experimental Materials 

From comparative Statements 
of Financial Position: 

stockholders' Equity: 
Common Stock 

Paid-in-surplus 

Retained Earnings 

Less: Treasury Stock 

Total stockholders' equity 

Total liabilities and equity 

6-30-93 
(Unaudited) 

$184,8lSa 
$70,06SP 

63,046a 
24,796P 

184,236a 
69,486P 

(28,684)a 
(lS,934)P 

403,413a 
148,413P 

4,778,187a 
4,S28,187P 

From Schedule of Selected financial ratios: 

Tier One Capital Ratio 

Total Capital Ratio 

Leverage Ratio 8.02a 
2.80P 

From Schedule of Premises and equipment. 

Land 

Buildings and 
leasehold improvements 

Equipment 

$22,296a 
$24,2S0P 

103,489a 
119,923P 

94,994a 
102,822P 

Less: Accumulated depreciation (11S,671)a 
(119,621)P 

Net Premises and Equipment 105,108a 
127,374P 

Legend: a 
P 

Low-inherent risk group. 
High-inherent risk group. 

6-30-92 
(Audited) 

$184,815a 
$70,065P 

63,353a 
25,103P 

152,177a 
56,090P 

(27,662)~ 
(14,912) 

372,683a 
136,346P 

4,692,053a 
4,455,716P 

$21,000 

96,664 

88,729 

(109,856) 

96,537 

6-30-91 
(Audited) 

$184,815a 
$70,065P 

63,720a 
25,470P 

122,754a 
44,621P 

(28,168)a 
(15,418)P 

343,121a 
124,738P 

4,271,606a 
4,053,223P 

15.92a 
6.32P 

17.34a 
8.58P 

$19,355 

90,991 

81,872 

(102,580) 

89,638 
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Introduction and Instructions 

Thank you for your participation in this study. The purpose of this study is to 
examine how auditors make preliminary risk assessments for financial statement 
assertions. The word "preliminary" means that the assessments are made during the 
planning stage of the audit prior to any tests of controls or tests of details. Assume 
that you have been assigned to the audit of Woodruff National Bancorp, a bank holding 
company. In connection with this assignment, your task is to assess the inherent risk 
of significant misstatement in various assertions in the client's financial statements. 
The word "significant" refers to a misstatement(s) which is equal to or greater than 
tolerable error. When making the risk assessments, do ruu try to take into account 
possible choices of audit test procedures (for example, the choice of whether to rely 
on specific internal controls). Instead, respond with your best assessment of the risk 
in the circumstances, without regard to potential tests of controls or tests of details. 
Specifically, you are asked to assess inherent risk of material misstatement for the 
completeness, existence, accuracy, and valuation assertions for the loans account, and 
for the premises and equipment account. For each assertion, you are asked to provide 
the following responses: 

(1) An inherent risk assessment. Inherent risk is the risk that a financial 
statement assertion contains a significant misstatement, ignoring the effect of 
internal controls. 

(2) A confidence assessment about your degree of uncertainty regarding the 
appropriateness of your risk assessment given the circumstances. 

Please proceed as follows. Before recording your responses in the Response 
Section, examine thoroughly the information provided in the Information Section of the 
booklet, which includes client background, financial statements, selected financial 
ratios, gauge calculations, and tolerable error estimates. Then provide responses to 
the questions in the order provided in the Response Section. While providing the 
requested responses, refer to the Information Section as often as you like. For 
purposes of answering the risk assessment questions for the current year under aUdit, 
assume that Internal Control Risk has already been assessed as moderate. Be sure to 
provide responses for all questions. 

Please do not refer to any manuals, training literature, or other auditors for 
assistance; it is critical that you provide responses based on your knowledge and 
experience in conjunction with the information provided. Your responses are 
anonymous and will not be considered in isolation. This study's success depends 
upon each participant working independently without any kind of assistance beyond 
what is provided in this booklet. When you finish, please seal the booklet in the 
business reply envelope provided and drop it in the mail. The estimated time to 
complete the case is 30 to 40 minutes. Please respond within one week. 
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Information Section 

This section contains information to assist you in making the risk 
assessments requested in the Response Section. The information is presented 
in two segments. The first segment contains a description of the client along 
with information about certain aspects of its operations. The second segment 
contains the client's financial statements, supporting schedules, gauge 
calculation, and tolerable error estimates. 

I. Client Description. 

Woodruff National Bancorp. (the client) is a regional multi-bank holding 
company with fiscal 1993 year-end consolidated assets of $4.8 billion. 
Through its six subsidiary banks, the company operates 88 full-service banking 
offices in five central states. Woodruff has been in business for over 30 years; 
its strategy focuses on economic development and customer service. Woodruff 
attempts to achieve its goals by providing commercial, term and construction 
real estate, consumer, and direct-lease financing, as well as providing other fee
generating services through its subsidiaries. In addition to actively promoting 
its credit services, Woodruff also successfully provides non-credit services to 
customers including fiduciary services, mutual fund processing, and cash 
management. 

The client's headquarters is in a large metropolitan area in the Central 
States. The client's stock is publicly traded; as of year end, 14.5 million shares 
of stock were outstanding. The board of directors is composed of 25 
individuals, five of whom are officers of the corporation (Chief Executive 
Officer, Chief Operating Officer, Chief Financial Officer, Vice-chairman of the 
Board, and Executive Vice President). The majority of the remaining directors 
are prominent community individuals. In addition to hiring key management 
personnel, the board is required to approve acquisitions, investments in fixed 
assets, and other major decisions with long-term effects. 

The client's key management personnel include the chief executive 
officer, chief operating officer, chief financial officer, treasurer, chief internal 
auditor, chief economist, tax officer, controller, and secretary. The CEO has 
held his position with the client for seven years, and the remainder of the 
management team has been selected during the last six years, with the 
controller being the most recent addition to the team three years ago. T'Jrnover 
in senior management has been primarily a function of normal attrition. 
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The client is required to have its financial statements audited in order to 
comply with Federal Deposit Insurance Corporation and Securities Exchange 
Commission regulations. In addition, the client supplies the investment 
community with annual audited financial statements; its stock is traded on the 
New York stock exchange. Your firm has audited the client for the last two 
years. 

Lending. 

Woodruff's management believes that lending provides a core 
opportunity for earnings. Therefore, the company is attempting to maintain a 
conservative, but reasonable rate of growth in lending. These efforts to 
maintain reasonable growth have been successful during the current year, as 
in previous years. However, Woodruff's policy is tempered by stringent credit 
risk considerations. Although growth is an objective, it is subject to strict 
standards. Woodruff maintains a proactive strategy in attempting to achieve 
its lending goals. The company's loan officers actively seek to establish and 
maintain banking relationships with carefully selected customers, which are 
initially screened through a company-wide ranking which gives an initial 
indication of financial health. Such a system is utilized for both commercial and 
consumer relationships. 

Acquisition activities have played a small, but important, role in this 
strategy. Woodruff periodically engages in the purchase of other financial 
institutions. However, management is extremely cautious in this process. 
Potential buyout possibilities must meet two basic guidelines prior to further 
consideration. First and foremost, the buyout bank must meet stringent 
performance standards. Second, the buyout bank must be located in a 
geographic area Woodruff's management considers strategic to enhancing 
Woodruff's market presence. Acquisition efforts have been quite successful. 
Although only a small fraction of Woodruff's year-to-year growth is accounted 
for by acquisition activities, discussions with the company's management 
indicate that Woodruff plans to continue its conservative acquisition activities 
for the foreseeable future. 

Certain of Woodruff's executive officers and directors, including 
companies in which those persons are principal holders of equity securities or 
are general partners, borrow in the normal course of business from Woodruff. 
All such loans have been made on the same terms, including interest rates and 
collateral, as those prevailing at the same time for comparable transactions with 
other individuals. In addition, all such loans are current as to repayment terms. 
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For the fiscal years ended 1993, 1992, and 1991 there were (in thousands) 
$142,880, $123,487, and $100,867 in outstanding loans to officers and 
directors (or their affiliates). 

Premises and Equipment. 

In the past, a significant portion of new additions to real property 
(utilized for operations) was acquired through acquisition activities. 
Occasionally management filled expansion and growing space requirements via 
construction and/or direct purchase. On a regular basis, Woodruff's 
management engages contractors to remodel or renovate certain of its 
operating sites for modernization or redesign purposes. In all cases, the Board 
is required to approve such actions that are deemed material. 

Bank premises and equipment are stated at cost less accumulated 
depreciation, which is computed primarily on an accelerated method. Bank 
premises are depreciated over a 20- to 40- year life span, while equipment is 
depreciated over a life span of 3 to 20 years. 

Where considered prudent by management, Woodruff enters into rental 
and lease agreements. Consolidated rental and operating lease expenses were 
(in dollars) $2,422,000, $2,144,000, and $2,068,000 for fiscal years 1993, 
1992 and 1991, respectively. Minimum rental commitments as of June 30, 
1993, for all noncancelable operating leases are: 

fiscal 1994 
1995 
1996 
1997 
1998 

thereafter 

$2,003,000 
1,666,000 
1,692,000 
1,534,000 
1,540,000 
7,399,000 

$15,834,000. 

The remainder of this section includes consolidated comparative financial 
statements and supporting schedules. Included in the latter are details of the 
loan portfolio and premises and equipment account, selected financial ratios, 
gauge calculations, and tolerable error estimates. 



II. Financial Statements and Supporting Schedules 

Woodruff National Bancorp 
Comparative Consolidated Balance Sheets 

June 30,1993,1992, and 1991 
(in thousands) 

Assets: 
Cash & due from banks .................................................. 
Federal funds sold & securities 

purchased under resale agreements .......................... 
Trading Account. ............................................................. 
Investment Securities: 

U.S. Treasury Securities and Other U.S. 
Government agencies and corporations ................. 

Obligations of states & political subdivisions ............... 
Other Securities .......................................................... 

Total Securities ....................................................... 

Loans ............................................................................. . 
Less: Reserve for loan losses ................................... . 
Less: Unearned Interest. ........................................... . 

Total Loans, Net. ................................................... . 
Premises and equipment, net.. ...................................... .. 
Accrued Income ............................................................. . 
Excess cost over equity In affiliates, net.. ...................... .. 
Other assets ................................................................... . 

Total Assets ............................................................. . 

Liabilities And Stockholders' Equity: 
Deposits: 

Nonlnterest-bearlng ..........................................•......... 
Interest-bearing .......................................................... . 

Total deposits ........................................................ . 
Federal funds purchased and securities 

sold under repurchase agreements ........................... . 
Short-term borrowings .................................................... . 
Accured Interest and other liabilities ............................... . 
Long-term debt. .............................................................. . 

Total liabilities ............................................................. . 

Stockholders' Equity: 
Common stock .......................................................... . 
Paid-in surplus ........................................................... . 
Retained earnings ...................................................... . 
Treasury stock, at cost.. ............................................. . 

Total stockholders' equity ...................................... . 
Total Liabilities and stockholders' equity ......... . 

1993 
(Unaudited) 

$712,829 

567,115 
89,021 

1,442,859 
226,458 

7,364 
1,676,681 

1,540,388 
(36,766) 

(3,273) 
1,500,349 

105,108 
53,881 
24,654 
48,549 

4,778,187 

$993,204 
2,624,962 
3,618,166 

657,103 
1,583 

64,391 
33,531 

4,374,774 

184,815 
63,046 

184,236 
(28,684) 
403,413 

4,778,187 

1992 
(Audited) 

$762,114 

539,932 
94,411 

1,324,115 
266,140 

7,630 
1,597,885 

1,518,757 
(35,373) 

(4,803) 
1,478,581 

96,537 
56,517 
24,544 
41,532 

4,692,053 

$880,215 
2,529,978 
3,410,193 

747,958 
50,547 
68,446 
42,226 

4,319,370 

184,815 
63,353 

152,177 
(27,662) 
372,683 

4,692.053 
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1991 
(Audited) 

$439,694 

362,535 
75,245 

1,454,812 
288,844 

14,462 
1,758,118 

1,466,547 
(34,298) 
(9,367) 

1,422,882 
89,638 
61,947 
24,087 
37,460 

4.271,606 

$828,841 
2,425,265 
3,254,106 

508,178 
38,734 
80,118 
47,349 

3,928,485 

184,815 
63,720 

122,754 
(28,168) 
343,121 

i,271 ,606 



Interest Income: 

Woodruff National Bancorp 
Comparative Consolidated Statements of Income 

For the Years ended June 30, 1993, 1992, and 1991 
(in thousands, except for per share amounts) 

1993 
(Unaudited) 

1992 
(Audited) 
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1991 
(Audited) 

Interest and fees on loans........................................................... $128,481 $145,127 $148,804 
Interest and dividends on Investment securities: 

U.S. Treasury securities and other U.S. 
Government agencies and corporations ............................ .. 90,420 116,700 120,093 

Obligations of states and political subdivisions ...................... . 13,164 17,173 14,593 
Other ..................................................................................... . 407 402 486 

Federal funds sold and resale agreements ................................ .. 17,966 17,567 30,473 
Trading securities ...................................................................... . 6,056 5,119 2,791 

Total Interest Income ............................................................. . 256,494 302,118 317,240 

Interest Expense: 
Interest on deposits ................................................................... . 99,828 142,137 168,171 
Federal funds purchased and repurchase agreements .............. .. 16,180 23,300 21,427 
Interest on short-term borrowings .............................................. . 1,036 2,225 2,764 
Interest on long-term debL ........................................................ . 3,547 4,015 4.445 

Total Interest Expense .......................................................... .. 120,591 171,677 196,807 

Net Interest Income: 
Net Interest Income .................................................................... . 135,903 130,441 120,433 
Provision for loan losses ............................................................ . 6,365 6,244 6,604 
Net Interest Income after provision for loan losses .................... .. 129,538 124,197 113,829 

Nonlnterest Income: 
Service charges on deposit accounts ........................................ .. 23,320 21,294 16,345 
Commissions and fees from fiduciary activities .......................... . 27,334 24,785 22,748 
Other service charges, coliections, commissions, and fees ........ . 36,233 30,203 28,342 
Bankcard service fees ............................................................... .. 18,263 19,356 18,755 
Investment security gains ......................................................... .. 5,305 116 997 
Other ......................................................................................... . 2,260 2,9~7 2.457 

Total Nonlnterest Income ...................................................... .. 112,715 98,691 89,644 
Total Income ........................................................................ .. 242,253 222,888 203,473 

Noninterest Expenses: 
Salaries and employee benefits ................................................ .. 84,473 82,077 75,371 
Net occupancy expense ............................................................. . 12,180 10,916 10,032 
Furniture and equlpment. ........................................................... . 15,756 14,192 14,881 
Supplies and services ................................................................ . 30,483 29,350 26,895 
Insurance .................................................................................. . 8,568 7,236 4,332 
Other ......................................................................................... . 30,103 25,142 24,142 

Total Nonlnterest Expenses ................................................... . 181,563 168,913 155,653 

Income before income tax provision .......................................... .. 60,690 53,975 47,820 
Provision for Income taxes (Including tax 

effect of Investment securities transactions) .......................... .. 17,341 14,061 11,058 
Net income •••••••••...........••••..••••.•••.•......••••.....••••••••.•••.....••••••• ~ $39.914 ~ 

Earnings per common share .................................................. .. $3.00 $2.84 $2.67 



Supporting Schedules. 

1. Loan portfolio. 

Table 1. Detail by major classification. 
(in thousands) 

1993 1992 
(Unaudited) (Audited) 

Commercial $805,477 $787,199 
Agricultural 29,931 29,113 
Leases 2,000 2,911 
Real estate--commercial 145,381 147,71Q 

Total business-related 982,789 ~6§,933 
Bankcard 150,524 145,420 
Other consumer installment 293,011 296,522 
Real estate-residential 114,064 1Q9,882 

Total consumer-related 557,599 221,824 
Total Loans ~1 ,540,388 ~1 ,518,757 
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1991 
(Audited) 

$826,089 
26,407 

1,740 
89.456 

~43,692 
151,105 
256,759 
] 14,991 
222,622 

~1 ,4661547 

Table 2. Commercial portion by borrowers' industry 
(in percentages) 

Construction 
Financial services 
Health care 
Manufacturing 
Mining 
Professional 
Real estate 
Retail 
Transportation 
Wholesale 
Other Services 
All other 

Total 

1993 
(Unaudited) 

7.3 
8.9 
8.5 
7.3 
8.7 
9.2 
7.9 
8.1 
8.2 
8.3 
9.5 

J.J.. 
100.0 
oo=o=:=oa 

1992 
(Audited) 

7.4 
9.5 
8.6 
7.6 
9.6 
8.3 
8.2 
7.7 
8.4 
7.8 
8.9 
~ 
100.0 ==== 

1991 
(Audited) 

7.0 
8.8 
8.3 
7.0 
9.2 
8.5 
9.4 
8.5 
7.9 
8.7 
9.0 

-Ll. 
.1Q.Q.;Q 



2. Loan loss reserve. 

Table 1. Reconciliation of loan loss reserve. 
(in thousands) 

Balance--beginning of year 
Provision for loan losses 
Allowances of acquired banks 

Subtotal 
Charge-offs 
Recoveries 

Net charge-offs 
Balance--end of year 

3. Premises and equipment. 

1993 
(Unaudited) 

$35,373 
6,365 
---.2.1 

41,789 
(6,552) 

1,529 
(5,023) 

$36.766 

1992 
(Audited) 

$34,298 
6,244 

152 
40,694 
(6,638) 

1.317 
(5,321 ) 

$35.373 

Table 1. Premises and equipment details. 
(in thousands) 

1993 1992 
(Unaudited) (Audited) 

Land $22,296 $21,000 
Buildings and leasehold 

improvements 103,489 96,664 
Equipment 94.994 aa,72~ 

Subtotal $220,779 $206,393 
Accumulated depreciation (11/:;i.6711 (109,a561 
Net Premises and equipment ~1051108 ~96,537 
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1991 
(Audited) 

$33,268 
6,604 

110 
39,982 
(6,621) 

.J1ll 
(5.684) 
$34.29~ 

1991 
(Audited) 

$19,355 

90,991 
81,a72 

$192,218 
(102,5801 
~891638 



4. Selected financial ratios. 

1993 

Return on average assets 0.92% 
Return on average equity 11.17 
Yield on average earning assets 6.73 
Rate paid on borrowed funds 3.61 
Spread (unadjusted for tax effects) 3.12 
Long-term debt to assets 0.70 
Loans to deposits 40.45 
Cash and investments to assets 50.15 
Tier 1 capital 17.76 
Total capital 19.97 
Leverage ratio 8.02 
Reserve to loans 2.38 

Times interest earned 1.50 x 

5. Gauge and Tolerable Error (in dollars). 

a. Gauge. 

Total assets at the balance sheet date: 

Total interest income for the year: 

Gauge: 

b. Tolerable Error. 
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1992 1991 

0.89% 0.88% 
11.15 11.16 
8.17 9.17 
5.37 6.91 
2.78 2.25 
0.90 1.11 

42.32 42.67 
50.85 50.08 
16.30 15.92 
18.69 17.34 

7.52 7.28 
2.32 2.34 

1.31 x 1.25x 

$4,778,187,000. 

$256,494,000. 

$5,000,000. 

The engagement partner determined the following tolerable error amounts for 
the current year's audit of Woodruff National Bancorp: 

A. 1. Loans receivable (gross): 

2. Reserve for loan losses: 

B. 1. Premises and equipment (gross): 

2. Accumulated depreciation: 

$2,800,000. 

$440,000. 

$1,100,000. 

$780,000. 
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Response Section 

Account Balances--Assertion Level Inherent Risk Assessments 

I. Loans Receivable Account 

1. Completeness Assertion. Completeness means that all exchanges that 
occurred have been recorded. What is your preliminary inherent risk 
assessment for the completeness assertion regarding the ending balance of 
gross loans receivable? 

___ Low ___ Moderate ___ High 

What is your degree of confidence or uncertainty about this risk assessment? 

o 
Not at all 
Confident 

2 3 4 6 6 7 8 

What factors had a primary impact on this risk assessment? 

9 10 
Completely 
Confident 

2. Existence Assertion. Existence means that all recorded exchanges actually 
occurred and are valid. What is your preliminary inherent risk assessment for the 
existence assertion regarding the ending balance of gross loans receivable? 

___ Low Moderate --- ___ High 

What is your degree of confidence or uncertainty about this risk 
assessment? 

o 
Not at all 
Confident 

2 3 4 6 6 7 8 

What factors had a primary impact on this risk assessment? 

9 10 
Completely 
Confident 
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I. Loans Receivable Account. continued 

3. Accuracy Assertion. Accuracy means that all exchanges have been recorded 
accurately. What is your preliminary inherent risk assessment for the accuracy 
assertion regarding the ending balance of gross loans receivable? 

___ Low ___ Moderate ___ High 

What is your degree of confidence or uncertainty about this risk assessment? 

o 
Not at all 
Confident 

2 3 4 6 6 7 8 

What factors had a primary impact on this risk assessment? 

9 10 
Completely 
Confident 

4. Valuation Assertion. Valuation means that net loans receivable is properly valued. 
What is your preliminary inherent risk assessment for the valuation assertion 
regarding the ending balance of the loan loss reserve account? 

Low --- Moderate --- ___ High 

I ,~ 

What is your degree of confidence or uncertainty about this risk assessment? 

o 
Not at all 
Confident 

2 3 4 5 6 7 8 

What factors had a primary impact on this risk assessment? 

9 10 
Completely 
Confident 
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II. Premises and Equipment Account 

1. Completeness Assertion. Completeness means that all exchanges that occurred 
have been recorded. What is your preliminary inherent risk assessment for the 
completeness assertion regarding the ending balance of gross premises and 
equipment? 

Low --- Moderate --- ___ High 

What is your degree of confidence or uncertainty about this risk assessment? 

o 
Not at all 
Confident 

2 3 4 5 6 7 8 

What factors had a primary impact on this risk assessment? 

9 10 
Completely 
Confident 

2. Existence Assertion. Existence means that all recorded exchanges actually 
occurred and are valid. What is your preliminary inherent risk assessment for the 
existence assertion regarding the ending balance of gross premises and equipment? 

Low --- ___ ,Moderate ___ ,High 

What is your degree of confidence or uncertainty about this risk assessment? 

o 
Not at all 
Confident 

2 3 4 5 6 7 8 

What factors had a primary impact on this risk assessment? 

9 10 
Completely 
Confident 
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II. Premises and Equipment Account. continued 

3. Accuracy Assertion. Accuracy means that all exchanges have been recorded 
accurately. What is your preliminary inherent risk assessment for the accuracy 
assertion regarding the ending balance of gross premises and equipment? 

Low --- Moderate --- ___ High 

What is your degree of confidence or uncertainty about this risk 
assessment? 

o 
Not at all 
Confident 

2 3 4 5 6 7 8 

What factors had a primary impact on this risk assessment? 

9 10 
Completely 
Confident 

4. Valuation Assertion. Valuation means that net premises and equipment is properly 
valued. What is your preliminary inherent risk assessment for the valuation 
assertion regarding the ending balance of accumulated depreciation and 
amortization? 

___ Low ___ Moderate ___ High 

What is your degree of confidence or uncertainty about this risk 
assessment? 

o 
Not at all 
Confident 

2 3 4 5 6 7 8 

What factors had a primary impact on this risk assessment? 

9 10 
Completely 
Confident 
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III. Account-balance-level Risk Assessment 

In addition to assessing risk of material misstatement at the assertion level, auditors 
can also assess the inherent risk of material misstatement at the account-balance level. 
Assume that the engagement partner has asked you to document an inherent risk 
assessment at the account-balance level of detail. Respond with your best assessment 
of risk in the circumstances. 

1. Loans Receivable. What is your preliminary assessment of the inherent risk of 
material misstatement for net loans receivable? 

___ Low ___ Moderate ___ High 

What is your degree of confidence or uncertainty about this risk assessment? 

o 
Not at all 
Confident 

2 3 4 5 6 7 8 

What factors had a primary impact on this risk assessment? 

9 10 
Completely 
Confident 

2. Premises and Equipment. What is your preliminary assessment of the inherent risk 
of material misstatement for net premises and equipment? 

___ ,Low Moderate --- ___ High 

What is your degree of confidence or uncertainty about this risk assessment? 

o 
Not at all 
Confident 

2 3 4 5 6 7 8 

What factors had a primary impact on this risk assessment? 

9 10 
Completely 
Confident 
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IV. Financial-statement-Ievel Risk Assessment 

Risk of material misstatement can also be assessed at the financial statement level of 
detail. Assume again that the engagement partner has requested you to document an 
inherent risk assessment at the financial statement level of detail. Respond with your 
best assessment of the risk of material misstatement in the circumstances. 

1. Financial Stateme.nt§." What is your preliminary assessment of the inherent risk of 
material misstatement for the financial statements of Woodruff National 8ancorp? 

___ Low ___ ,Moderate ___ High 

What is your degree of confidence or uncertainty about this risk assessment? 

o 
Not at all 
Confident 

2 3 4 6 6 7 8 

What factors had a primary impact on this risk assessment? 

9 10 
Completely 
Confident 
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V. Background Questions 

1. What is your current position? a. Staff b. Senior c. Manager d. Sr. Manager e. Partner 

2. How many months of auditing experience do you have? (approx.) ___ months. 

3. How many months have you been in your current position? (approx.) months. 

4. On approximately how many audits have you worked? (for this and the next 
four questions, count each applicable annual audit to which you have been 
assioned during your career.) audits. 

5. On how many audits have you made inherent risk assessments? audits. 

6. On how many audits of banks (financial institutions) have you worked? audits. 

7. On how many audits of banks (financial Institutions) have you made 
inherent risk assessments? audits. 

8. On how many audits with clients of similar size .arui 
industry to Woodruff have you worked durlrlgthe two years? clients. ---

9. Are you considered an industry specialist? __ Yes __ No 

10. 

If yes, specify which industry(ies): ____________ _ 

Allocate 100 points across the following industry categories based on the percentage 
of time you have spent auditing clients In the each of these industries during the past 
two years. 

Agriculture Banking 
Manufactunng_ Retail 

Health Care 
-- Other 

11 . Rate your ability to make preliminary Inherent risk assessments on audits of 
commercial clients. 

o 2 3 4 5 6 7 8 9 10 
Very low ability Very high ability 

12. Rate your ability to make preliminary inherent risk assessments on audits of commercial 
financial institutions . 
. ---.--.--.--.--.--.--.---.---.--. 
o 2 3 4 5 6 7 8 9 10 

Very low ability Very high ability 

13. Rate the completeness of the information contained in case for purposes of making the 
requested risk assessments • . ---.--._-.--. __ ._-.--._._--. __ . 
o 2 3 4 5 6 7 8 9 10 

Very Inoomplete Very Complete 

14. Given that this case was intentionally kept brief, how representative of a "real-world" 
risk assessments do you consider your responses to be? 

o 
Not at all 

Representative 

2 3 4 5 6 7 8 9 10 
Very 

Representative 

15. Please estimate the number of minutes you spent completing the case: ____ _ 

Thank you again for your participation. 


