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The confidence of financial statement users in the reliability of financial reports is 

essential to the effective and efficient functioning of capital markets. Furthermore, such 

confidence is vital for individual companies to attract capital and keep capital costs low. The fall 

of Enron and other recent frauds have highlighted weaknesses in the U.S. financial reporting 

system and created a marked decrease in user confidence (Paul 2002; Serwer 2002). We must 

understand how users’ perceptions have changed to understand the proper response to those 

changes. 

An important element of user confidence is the perceived strength of companies’ 

corporate governance. Internal auditors play an important role in corporate governance due to 

their role in monitoring organizational risk and controls in the best interest of external 

stakeholders. Risks and controls monitored often include those over financial reporting. Internal 

auditors also frequently take a leadership role in helping boards of directors set a proper “tone at 

the top” (Hermanson and Rittenberg 2003).  The importance of internal audit to the actual and 

perceived quality of financial reporting has been noted by accounting regulators. For example, 

John Morrissey, past Deputy Chief Accountant of the SEC, spoke of “the critical role that 

internal auditors play in improving corporate governance and, in turn, improving the quality of 

external financial reporting” (Morrisey 2000). Other SEC officials have clearly stated that a 
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strong internal audit is important to the accuracy of a firm’s financial statements and the 

confidence investors have in both individual firms and in securities markets (Herdman 2002; 

Richards 2002). 

In light of the importance of internal auditing to actual and perceived financial statement 

reliability, mandated changes to the internal auditing profession may best serve the public 

interest. While the SEC has requested comment on whether the internal auditor should be 

required by law to report to the audit committee instead of senior management, it chose not to 

regulate this relationship (SEC 2003a). Similarly, New York Stock Exchange rules require all 

listed companies to have an internal audit function but do not specify any structural requirements 

for that function (NYSE 2004).  

Additional regulation may take the form of mandating audit committee approval of hiring 

and firing decisions or mandating private meetings between the internal auditor and the audit 

committee. Prior research has shown that shortcomings in both areas have led to a lack of 

willingness on the part of senior internal auditors to report unethical management behavior to the 

audit committee. These auditors generally cited career concerns as the reason for their silence 

(Chadwick 1995; Kalbers 1992). Such disincentives may allow members of senior management 

to put their personal interests above interests of the public without fear of reprisal. 

Short of such regulation occurring, the Institute of Internal Auditors (IIA), who has been 

a proponent of SEC regulation of internal audit structure, may choose to take voluntary action. 

The internal audit profession might promote a shift from consulting projects for management to a 

greater focus on risk and internal controls. While consulting services and objective assurance 

services have been seen as compatible in the past, recent governance failures have called this 

compatibility into question (Anderson 2003). Clearer lines between management and internal 
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audit will strengthen perceived and actual corporate governance providing a better structure for 

protecting the public interest. 

Many frauds have occurred in recent years that likely affected public perceptions of the 

effectiveness of internal audit including Enron, WorldCom, Qwest Communications, Global 

Crossing, Adelphia, and Tyco. Understanding how users’ perceptions have changed during this 

time will help assess what actions, if any, are appropriate. The current article details the results 

of a study that explores perceptions of one constituency of American business: bank lenders. 

Data was collected in 1999 (hereafter, “time one”) before the period characterized by these 

frauds and in 2002 (hereafter, “time two”) after many frauds had occurred. Specifically, the 

study explores how perceptions of the internal audit function have changed and what related 

actions might be most effective in enhancing user confidence. Prior research suggests that bank 

lending officers have access to extensive private information and often conduct on-site visits 

during which they have opportunity to become aware elements of organizational structure such 

as internal audit arrangement (Danos et al. 1989). Thus, if lenders perceive internal audit as 

important to financial statement reliability, the structure of this function will likely affect lending 

decisions, as well as actual fraud protection.  

 

PRIOR RESEARCH 

One condition that appears to hinder public confidence in internal auditors’ ability to 

prevent fraudulent reporting is outsourcing internal audit to the financial statement auditor with 

the same audit personnel performing each engagement. In a study of bank lenders, Lowe et al. 

(1999) find evidence that perceived external auditor independence is impaired with outsourcing 

to a financial statement auditor who uses the same personnel on each engagement. However, this 
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perceived impairment does not exist when internal and external audit staff are separated. Instead, 

outsourcing to the external auditor with staff separation was perceived as more likely to prevent 

intentional financial statement misstatement than an insourced internal audit department. 

Consistent with Lowe et al., Swanger and Chewning (2001) studied the perceptions of financial 

analysts and found that outsourcing per se does not impair perceived independence. Again, such 

impairment exists only when staff separation is not utilized.  

Another condition that appears to hinder user confidence in internal audit’s ability to 

prevent fraudulent reporting is senior management authority over the internal auditor. James 

(2003) found that internal audit departments that report to senior management were perceived by 

users as less able to deter and less likely to report financial statement fraud than internal audit 

departments that report to the audit committee. This internal audit structure was also perceived as 

less likely to deter and report fraudulent reporting than outsourcing to the external auditor or to a 

different outsourcing firm. 

 

RESEARCH QUESTIONS 

As noted above, SEC regulators have recognized the actual and perceived importance of 

internal audit to the quality of financial reporting. Also, in a survey of bank lenders administered 

with the current study, 73 percent of respondents indicated that the internal audit function is of 

great or maximum importance to the reliability of published financial statements. Only 3 percent 

said internal audit was of slight importance with the remainder reporting moderate importance. 

No respondents felt internal audit was of no importance to financial statement reliability. 

However, little attention seems to have been focused on possible changes related to internal audit 
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in addressing financial reporting quality and investor perceptions after Enron and other frauds 

occurred.  

While external auditors received significant negative press following recent frauds, 

internal audit departments did not bear the brunt of much negative press. To the contrary, 

internal audit’s discovery of fraud at WorldCom resulted in positive press. Thus, it is possible 

that perceptions of the internal audit function as an instrument of fraud protection were not 

affected or were positively affected. In either case, no action would be needed. However, 

perceptions of the internal audit function may have been damaged by a general drop in 

confidence in the accounting profession as a whole. One goal of this research is to determine 

whether and how user perceptions of internal audit’s ability to prevent fraudulent reporting 

changed as a result of recent frauds. Thus, the following research question is posed. 

RQ1:  Did user perceptions of the likelihood that the internal audit function will deter, detect 
and/or report financial statement fraud change from time one to time two?  
 

When fraud discussions have involved internal auditing, two primary issues have 

emerged that may impact the way user perceptions of internal audit were affected: reporting 

structure and sourcing arrangement. While internal audit has been recognized as key to the 

confidence of financial statement users, the reporting structure of internal audit has been noted as 

particularly important. The Public Company Accounting Oversight Board in Auditing Standard 

No. 2 identifies the internal audit function as having a pervasive effect on the risk of fraud and 

specifically notes consideration of whether the internal auditor reports directly to the audit 

committee (PCAOB 2004). A direct, open and unobstructed relationship between the audit 

committee and the internal auditor has also been noted as important to the quality of internal 

controls and financial reporting by SEC officials (Herdman 2002; Turner 2001). Finally, 
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researchers have noted the importance of such a reporting structure to perceived and actual 

reporting quality (Chadwick 1995; Scarbrough et al. 1998). Given evidence that reporting 

structure affects perceived financial reporting quality, it is reasonable to believe that reporting 

structure might moderate any change in perceptions of internal audit during the period under 

study. Thus, our second research question is posed.  

RQ2:  Did user perceptions of the likelihood that the internal audit function will deter, detect 
and/or report financial statement fraud change differently based on whether the internal 
audit function reported to senior management or the audit committee?  
 

Sourcing arrangement has also been a highly discussed issue, especially with respect to 

outsourcing of internal audit services to the financial statement auditor, a condition the SEC 

banned due to a belief that the practice led to firms auditing their own work (SEC 2003b). This 

belief is consistent with the opinions held by many that outsourcing impairs the independence of 

the external audit firm (e.g., Aldhizer, et al. 2003). Prior to Enron’s collapse, the largest 

accounting firms had long enjoyed a prestigious reputation for being trusted, high quality 

auditors. This led many company managers to outsource their internal audit functions to these 

firms in efforts to enhance users’ perceptions of the quality of the internal audit function 

(Petravick 1997). After Enron and subsequent frauds, these firms have suffered a wave of 

negative press questioning whether they were catering to management (who often hired them) 

and whether they were overlooking questionable accounting in the financial statements in order 

to retain more lucrative non-audit engagements (e.g., Serwer 2002). The doubt cast on the quality 

of these large firms’ work may have affected user perception of their ability to perform high 

quality outsourced internal audit work. We seek to determine whether outsourcing internal audit 

to the financial statement auditor or a different auditor affects any change in perceptions of 

internal audit during the period under study. Thus, our final research question is: 
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RQ3:  Did user perceptions of the likelihood that the internal audit function will deter, detect 
and/or report financial statement fraud change differently based on whether the internal 
audit function was insourced or outsourced? 

 

 

 

RESEARCH DESIGN 

This study applies a between-subjects experimental design. Subjects were randomly 

assigned to four groups with each group receiving a different version of the case. The case 

presents financial data and a narrative description of the history and current condition of a 

fictitious company. This case is included in the Appendix. In the case, management has an 

incentive to commit fraud, and the respondent is asked to assess the likelihood that the fraud will 

be deterred or, if the fraud is attempted, that it will be detected and reported. Thus, the study 

analyzes respondents views on three dependent variables: the likelihood of fraud deterrence, the 

likelihood of fraud detection, and the likelihood of fraud reporting. Each variable is measured on 

a likelihood scale ranging from zero percent (no protection) to 100 percent (complete protection). 

Only the structure of the internal audit department differs between versions of the case. In 

the first version, the internal audit function is performed in-house and reports the results of their 

work to senior management (Insourced-Report to Senior Management, I-SM). Senior 

management also has hiring and firing authority, and the internal auditor has no private meetings 

with the audit committee. In the second version, an in-house internal audit department reports to 

the audit committee who has hiring and firing authority (Insourced-Report to Audit Committee, 

I-AC). The third version includes an internal audit function outsourced to the external financial 

statement auditor (Outsourced-Same Firm, O-SF) while the fourth includes an internal audit 

function that is outsourced to a firm other than the financial statement auditor (Outsourced-
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Different Firm, O-DF). Per discussion with Big 5 auditors who perform outsourced internal audit 

engagements, outsourced internal auditors do not generally report solely to senior management. 

While an outsourced internal auditor may report to a chief audit executive within the company, it 

is highly unlikely that this individual would have power to limit audit committee access or 

terminate the outsourced firm without audit committee consent. Thus, to mirror common 

practice, both outsourced conditions report to the audit committee. In all three conditions that 

include reporting to the audit committee, the internal auditor meets privately with this committee 

each quarter. Note that conditions with outsourcing to the external auditor and outsourcing to a 

different firm are included in the study to allow us to distinguish between the effects of these two 

conditions.   

 

Survey Procedures 

 Initial data was collected in the fall of 1999. Personal contacts were used to solicit 

participation from bankers in charge of groups that lend to companies with over $100 million in 

revenue. These lenders were deemed likely to be familiar with the critical factors in judgments 

required by the study. Lead bankers administered the study to lenders in their groups. These 

bankers requested 98 survey instruments, of which 63 were returned usable for a response rate of 

64.3 percent. Results from analysis of this data are reported in James (2003). 

A second sample was taken in summer 2002 to obtain a sample of lenders’ perceptions 

after Enron and other frauds occurred. Being unable to locate enough additional contacts to 

generate an adequate second sample, we collected this sample using a commercial nationwide 

list of bank lenders. Here, to maximize the likelihood of obtaining a qualified sample, the list 

was restricted to lenders from banks with over $500 million in assets. Research instruments were 
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mailed to 600 bank lenders, of which 64 usable responses were obtained resulting in a usable 

response rate of 10.7% for the second sample1. Table 1 summarizes the demographic information 

for all study participants.   

An analysis of the demographic variables in Table 1 shows no significant differences 

among the groups assigned to the internal audit structure cases (MANOVA; Wilks’ Lambda = 

.928, p=.895). There was a significant difference in these demographic variables from time one 

to time two (MANOVA; Wilks’ Lambda = .746, p=.000). Post hoc ANOVAs showed significant 

increases in the age (p=.001), banking experience (p=.002), self-perceived knowledge of internal 

auditing (p=.000), and self-perceived knowledge of external auditing (p=.001) of responders in 

time two.  Due to the potential contributing effect of significant variables, all subsequent 

analyses utilized these variables as covariates to account for any direct relationship between 

these variables and the results, and to remove their effect.   

 

ANALYSES AND RESULTS 

Descriptive statistics on perceived likelihoods that the internal audit structure will deter, 

detect, and/or report financial statement fraud are reported in Table 2. Pearson’s correlation 

coefficients for these perceived likelihoods suggest the appropriateness of multivariate statistical 

techniques designed for correlated dependent variables. Hence, multivariate analysis of 

covariance (MANCOVA) is used for this analysis.  

 

                                                 
1 After respondents answered primary survey questions, questions were asked to determine whether they attended to 
parts of the survey that were altered between versions. The reported response rates and results exclude eight 
respondents from the first sample and five respondents from the second sample who missed this check. Due to the 
relatively low response rate in the second sample, we compared responses and demographic data from respondents 
to the first survey request to data from respondents to second and third survey requests. No significant differences 
were found (p = .05). Hence, we find no evidence of non-response bias. 
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Research Questions 

To address RQ1, a MANCOVA was performed to assess whether the perceived 

likelihoods that the internal audit function will deter, detect, and/or report financial statement 

fraud had changed in time two (Table 3, Panel A).2 Times one and two were employed as 

independent variables with the internal audit structure (I-SM, I-AC, O-SF, and O-DF) used as a 

covariate (along with previously-mentioned demographic variables.) Wilks’ Lambda was 

significant (.876, p=.002), indicating a difference in the time one and time two mean likelihoods 

that the internal audit function will deter, detect, and/or report financial statement fraud. 

MANCOVA parameter estimates showed a decrease in the mean likelihood of deterrence of 

18.291 (F-statistic = 12.116; p=.001), a decrease in the mean likelihood of reporting of 16.537 

(F-statistic = 10.114; p=.002), and no significant change in the mean likelihood of detection 

(parameter estimate = 11.857; F-statistic = 3.894; p=.051) when the internal audit structure is 

controlled3.  Among the covariates, internal audit structure was the only significant factor 

(p=.000); demographic variables were not statistically significant. 

Using stepdown analysis, a common post hoc procedure for MANCOVA, it is possible to 

determine if there is a hierarchical structure to the change in perceived likelihoods of deterrence, 

detection, and reporting, holding internal audit structure constant. Stepdown analysis is a process 

by which successive dependent variables are tested for marginal effects through a series of 

analyses of covariance (ANCOVA) controlling for the effect of previous dependent variables. 

                                                 
2 We also measured each dependent variable on a five-point categorical scale ranging from “Not Likely” to 
“Extremely Likely.” All statistical results performed on these responses were consistent with reported results.  
3 To further address potential non-response bias, all analyses were repeated using only respondents to the first 
survey request. If late responders have little effect on the results, it is likely that non-respondents did not affect the 
results. The only change in findings was the significance of the mean likelihood of detection, which became 
significant at .037 (formerly .051). 
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We believe that the perceived likelihood of deterrence largely depends on the perceived 

likelihoods of detection and reporting. If users believe the internal audit structure is likely to 

detect fraud but unlikely to report it or vice versa, they will not likely perceive high fraud 

deterrence. The hierarchical structure within detection and reporting is not clear as either one is 

ineffective without the other. As such, stepdown analysis was used to evaluate the change in the 

perceived likelihood of deterrence using both the perceived likelihoods of detection and 

reporting as covariates. Results of this post hoc procedure indicate that for constant likelihood of 

detection and reporting, differences in deterrence are not significant (p = .091; Table 3, Panel A). 

This finding suggests that while time two has reduced multivariate mean perceived likelihoods of 

deterrence, detection and reporting, the primary effect may be on the initial stages of detection 

and reporting.  Additionally, given the lack of significance attributed to the perceived likelihood 

of detection from the MANCOVA, it is possible that the decrease in the perceived likelihood of 

reporting may be the fundamental driving force behind the decrease in the perceived likelihood 

of deterrence.  

Both RQ2 and RQ3 can be addressed through the evaluation of the interaction of the time 

and internal audit structure (levels: I-SM, I-AC, O-SF, and O-DF) factors. Of concern to RQ2, 

which tests the effect of reporting structure, is the comparison of I-SM to I-AC, conditions which 

are both in-house and vary only with respect to reporting structure. For RQ3, which concerns 

sourcing arrangement, relevant comparisons are I-AC to O-SF and I-AC to O-DF. Conditions in 

each of these comparisons are similar as to reporting structure but differ with respect to sourcing 

arrangement. If the drop in mean perception from time one to time two depends on the type of 

internal audit structure (i.e. there is interaction of the factors), post hoc analysis would directly 

address each of these comparisons.  
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All internal audit structure factor levels were retained to control for the nested effect of 

the audit structure. A MANCOVA was employed utilizing internal audit structure, time, and 

their interaction as independent variables with demographic variables as covariates (Table 3, 

Panel B). Wilks’ Lambda test statistics indicate significant effects of the internal audit structure 

(p=.000) and time (p=.002), but no significant interaction effect (p=.973). Thus, no post hoc 

procedure was pursued. There is no evidence that the change in mean perception of likelihood of 

deterrence, detection, and/or reporting from time one to time two is dependent on the reporting 

structure or sourcing arrangement.  

While not in response to a specific research question, it is interesting to note that 

insourced internal audit departments that report to senior management (I-SM) are perceived as 

less likely to deter and report financial statement fraud relative to other internal audit 

arrangements in time two. MANCOVA results comparing internal audit structure conditions in 

time two (Table 3, Panel C) show a significant main effect (Wilks’ Lambda = .727, p=.026). Post 

hoc analysis using analyses of variance (ANOVA) and Duncan multiple comparison tests 

indicate significant differences between I-SM and outsourced internal audit structures O-SF and 

O-DF on the mean perceived likelihood of deterrence, and I-SM and the other three audit 

structures (I-AC, O-SF, and O-DF) on the mean perceived likelihood of reporting. In all cases, 

the presence of an internal audit structure that reports directly to senior management had the 

lowest mean perceived likelihood. No differences were found in the mean perceived likelihood 

of detection.  

The last four questions in the case concern the perceived importance to financial 

statement reliability and the relative perceived competence and objectivity of insourced versus 

outsourced arrangements.  An analysis of the data was performed using MANOVA to determine 
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if differences existed between times one and two.  Although a significant difference was found 

(Wilks’ Lambda of .842, p=.001), post hoc analysis indicated that only the last of the four 

questions was significantly changed between the time periods (p values of .693, .759, .220, and 

.000 respectively.)  The mean response to question four comparing the perceived objectivity of 

an in-house internal audit department to that of an outsourced Big 5 public accounting firm 

showed a reduction from 4.09 to 3.58. This change suggests that respondents still perceived 

outsourced Big 5 firms to be more slightly more objective than insourced internal audit 

departments, but the extent to which this is true lessened significantly in time two. This result is 

consistent with the expected effect of cases of perceived objectivity impairment such as Enron. 

There were no differences in mean responses to these four questions due to internal audit 

structure (Wilks’ Lambda of .859, p=.166).    

 

SUMMARY OF FINDINGS 

 This study examines the change in lender perceptions of the internal audit function over a 

time period characterized by several high-profile frauds. Understanding these changes in user 

perceptions may help determine actions that can enhance public confidence. Results show an 

overall drop in lenders’ confidence that internal auditors will prevent fraudulent reporting from 

1999 to 2002 after multiple frauds occurred. The four internal audit arrangements included in the 

study were impacted similarly with no single structural arrangement suffering a significantly 

greater decrease than any other. Interestingly, this finding includes outsourcing to the financial 

statement auditor which respondents in this study did not perceive differently than other 

conditions when discounting internal audit effectiveness. 
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 Time two analyses show that the reporting structure of the internal audit function 

continues to impact lenders’ perceived protection from financial statement fraud. Consistent with 

James (2003), insourced internal audit departments that report to senior management continue to 

be perceived as less likely to prevent fraudulent reporting compared to other conditions in the 

study. Specifically, insourced departments reporting to senior management were seen as less 

likely to deter or report fraudulent reporting than outsourced internal audit functions. This result 

held true whether the outsourcing firm also performed the financial statement audit or was a 

different Big 5 firm. Also, departments reporting to senior management were seen as less likely 

to report detected fraud than an insourced department that reports to the audit committee.  

Sourcing arrangement (i.e., whether internal audit is insourced or outsourced) did not 

impact lender perceptions significantly before or after the period under study. These results are 

consistent with Lowe et al. (1999), Swanger and Chewning (2001) and James (2003) in that 

outsourcing does not cause impairment in user perceptions that fraudulent reporting will be 

prevented.  

 

IMPLICATIONS 

Internal audit departments that report to senior management continue to be perceived as 

less likely to prevent fraudulent reporting compared to other conditions in the study. As noted 

above, this condition has also been associated with failure of internal auditors to report misdeeds 

by management. These findings suggest that internal audit reporting to senior management is a 

threat to corporate governance and may lower actual and perceived fraud protection to the 

public. Of particular interest is the finding that these departments were seen as less likely to deter 

or to report financial statement fraud than outsourced internal audit teams that also perform the 
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financial statement audit, the condition banned by the Sarbanes-Oxley Act. This result implies 

that the SEC should consider more closely whether to further regulate the relationship between 

the audit committee and the internal auditor. As noted above, the SEC requested comment on 

whether the audit committee should be directly responsible for the appointment, retention, 

compensation and oversight of the internal auditor. These results suggest that the merits of such 

legislation should be more closely considered. Short of such legislation, the SEC might consider 

mandating that the internal audit director have private meetings with the audit committee, have a 

minimum number of meetings with the audit committee, or other stipulations that will guarantee 

a level of audit committee access that will protect the perceived and actual independence of the 

internal auditor. 

In the absence of additional regulation, the IIA may undertake voluntary action that 

would serve the interest of the public by strengthening corporate governance while also 

enhancing the public’s perception of the internal audit profession. The IIA may promote a shift 

from consulting projects for management to a greater focus on risk and internal controls. Just as 

many questioned whether external auditors could perform consulting for their audit clients and 

remain independent, many now question whether internal auditors can objectively monitor 

management controls if a substantial portion of their time is spent partnering with management 

on consulting projects. The current environment presents an opportunity to increase internal 

audit’s standing with users by increasing attention to risk and controls. Larger departments may 

consider separating the assurance and consulting functions. This would protect independence and 

thus strengthen corporate governance, while still allowing the provision of consulting services. 

Such actions should not only help restore confidence in the internal audit profession, but should 

also enhance users’ confidence that financial statements are free from fraud.  
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LIMITATIONS 

The realism of the case presented in the current study is, of course, limited.  In a real 

bank lending decision, loan officers have access to more information and would make decisions 

over a longer period of time.  However, the procedures followed in the current study are 

considered appropriate for measuring the general perceptions of loan officers toward various 

internal audit arrangements.  

Also, the current study examines one user group and one fraud scenario.  Results may 

differ with other user groups and/or scenarios. Future research may extend the results of this 

research stream by examining different user groups or user perceptions toward additional internal 

audit arrangements.   

Finally, the economic recession beginning in 2000 may have resulted in increased loan 

defaults which may have decreased lenders’ perceptions of internal audit quality or the overall 

quality of financial statements. We are unable to remove any effect this occurrence may have. 
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Table 1 
Demographic information on study participants 

   Time One      Time Two   
 Insourced- 

report to 
senior 

management 

Insourced- 
report to audit 

committee 

 
Outsourced- 
same firm 

 
Outsourced- 
different firm 

 
Total  

Insourced- 
report to 
senior 

management 

Insourced- 
report to 

audit 
committee 

 
Outsourced- 
same firm 

 
Outsourced- 
different firm 

 
Total 

Number of  Subjects 14.0 16.0 14.0 19.0 63.0  18.0 14.0 20.0 12.0 64.0 

Age (in years) 46.5 43.1 41.1 40.0 42.4  51.2 45.9 48.7 50.3 49.1 

Lending Experience 
(in years) 18.4 16.5 14.1 13.4 15.5  20.8 17.4 19.8 17.7 19.1 

 
Banking Experience 
         (in years) 

 
20.6 

 
19.8 

 
16.6 

 
15.0 

 
17.8 

  
25.4 

 
20.2 

 
24.0 

 
26.2 

 
24.0 

 
Self-Perceived 
Knowledge of 
Internal Auditing 

 
 

4.8 

 
 

5.1 

 
 

5.6 

 
 

5.0 

 
 

5.1 

  
 

6.3 

 
 

6.1 

 
 

6.1 
 

 
 

6.3 

 
 

6.2 
 

 
Self-Perceived 
Knowledge of 
External Auditing 

 
 

5.6 

 
 

5.7 

 
 

6.4 

 
 

5.9 

 
 

5.9 

  
 

6.5 

 
 

6.4 

 
 

6.5 6.4 

 
 

6.4 

            
Job Title:            
President/Managing 
Director 

- 13% 14% 11% 
 

10%  56% 36% 45% 33% 44% 

 
Vice President 
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Table 2 
Descriptive statistics on time one and time two responses to perceived likelihood of deterrence, detection and reporting  
         
  Time One  Time Two 

Case Statistic Deterrence Detection Reporting  Deterrence Detection Reporting

Mean 37.00 38.93 62.14  26.56 45.61 46.56 
Median 29.00 27.50 75.00  22.50 50.00 50.00 

1  
Insourced-report to senior 

management (I-SM) Standard Deviation 25.79 30.71 31.05  21.63 30.08 28.88 
         

Mean 59.69 50.94 82.81  42.86 40.36 66.79 
Median 62.50 50.00 90.00  40.00 32.50 77.50 

2 
Insourced-report to audit 

committee (I-AC) Standard Deviation 24.32 28.65 21.60  32.86 31.22 25.09 
         

Mean 67.14 50.71 83.21  56.50 40.50 75.00 
Median 75.00 45.00 85.00  50.00 27.50 85.00 

3 
Outsourced-same firm 

(O-SF) Standard Deviation 18.47 28.34 14.22  27.39 29.15 25.75 
         

Mean 61.84 52.11 84.89  48.75 46.25 73.33 
Median 70.00 50.00 90.00  50.00 40.00 82.50 

4  
Outsourced-different firm 

(O-DF) Standard Deviation 22.00 26.42 17.31  32.83 31.20 30.18 
         

Mean 56.95 48.57 78.94  43.64 42.98 64.89 
Median 60.00 50.00 85.00  45.00 40.00 75.00 Total 
Standard Deviation 24.84 28.19 22.96  30.07 29.65 29.27 
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Table 3 
Results for testing of research questions   

 Panel A: MANCOVA results for RQ1   
     Test Statistic p-value 
     

 Variable a    
 Time  0.876 0.002 
     

 Covariate a    
 Internal Audit Structure 0.743 0.000 
     

 Between-Subjects Time Effects b   
 Deterrence Likelihood 12.116 0.001 
 Detection Likelihood   3.894 0.051 
 Reporting Likelihood 10.114 0.002 
     

 Stepdown Analysis   
 Deterrence (ANCOVA) b 2.908 0.091 
     
 Panel B: MANCOVA results for RQ2 and RQ3  
     Test Statistic p-value 
     

 Variable a    
 Time  0.873 0.002 
 Internal Audit Structure 0.756 0.000 
 Time × Internal Audit Structure 0.975 0.973 
     

 
Panel C: MANCOVA results comparing 
conditions post-Fraud   

     Test Statistic p-value 
     

 Variable a    
 Internal Audit Structure (IAS) 0.676 0.013 
     

 Between-Subjects IAS Effects b   
 Deterrence Likelihood 4.538 0.007 
 Detection Likelihood 0.099 0.960 
 Reporting Likelihood 4.956 0.004 
     

 Significant Differences c   
 Deterrence Reporting   
 O-DF > I-SM O-DF > I-SM   
 O-SF > I-SM O-SF > I-SM   
  I-AC > I-SM   
         
 a  Test Statistic is Wilks’ Lambda.   
 b  Test Statistic is Univariate F.   
 c  Using Duncan's multiple comparison tests at .05 significance level.  
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Appendix 

ROGERS CORPORATION CASE 
 

COMPANY BACKGROUND 
 

Rogers Corporation wholesales household goods, principally small kitchen appliances, to retail-chain 
outlets. Rogers is publicly traded over the counter and was incorporated in your state in 1985. The company is also 
headquartered in your state. Currently, it manufactures 60 percent of the goods it sells and purchases the remainder 
from outside firms. The company is now negotiating to acquire a large supplier, a move that would increase its 
production capacity by 15 percent. 

In September 2000, Rogers borrowed $16 million from a syndicate of banks, one of them being yours, at an 
interest rate of prime plus one point.  The debt matures in five equal, annual installments beginning in September 
2002. You are performing a follow-up review of this outstanding loan on September 1, 2001. Your bank 
receives annual and quarterly financial statements from Rogers. The selected annual data from 1997-2000 shown 
below are taken from annual statements audited by a Big Five public accounting firm.  The most recent amounts  
(thru 9/30/01) are third quarter projections submitted by management to assist you in your review pending 
release of actual third quarter amounts. Third quarter data will not be subjected to an external financial statement 
audit. 

Rogers Corporation has retained an investment banker to develop plans to issue $40 million in subordinated 
debentures in early 2002 to finance further acquisitions as well as to repay the outstanding bank notes. Rogers’ 
management is pleased with the firm’s 2001 financial performance, projecting a continuing increase in sales and net 
income. The firm’s backlog of orders has risen 30 percent over the past twelve months and management expects the 
company to be able to sustain strong sales growth in the coming years.  

 

ROGERS CORPORATION 
SELECTED FINANCIAL DATA 

For Fiscal Year ended December 31 
(In thousands, except per-share data) 

 
Year Ended December 31, 

Thru 9/30/01*  2000 1999 1998 1997 
Net sales $ 137,576 $ 146,135 $ 86,382 $ 81,450 $ 66,976 
Gross profit 63,161 69,999 37,827 38,466 25,704 
Gross margin % 45.9% 47.9% 43.8% 47.2% 38.4% 
Operating income 4,044 4,296 4,010 5,027 4,156 
Net income 1,702 2,116 1,452 1,363 960 
Earnings per share .19 .24 .16 .15 .20 
Common shares (#) 9,058 9,004 8,932 8,810 4,804 
 

As of December 31, 
9/30/01*  2000 1999 1998 1997 

Working capital $ 58,680 $ 51,557 $ 32,940 $ 31,293 $ 20,196 
Total assets 131,503 122,629 96,107 90,396 55,169 
Long-term debt 36,254 36,837 18,714 20,267 11,776 
Stockholders’ equity 67,995 67,135 64,476 61,475 33,485 
Debt to equity ratio .93 .83 .49 .47 .65 
*Unaudited projections by management. 
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THE INTERNAL CONTROL ENVIRONMENT 
 

The Board of Directors  

Rogers Corporation maintains a ten-member board of directors with the Chief Executive Officer serving as 
chairman of the board. Rogers’ board of directors also includes its Chief Operating Officer and the company’s chief 
attorney. The remaining board members are men and women with extensive business experience (an average of 20 
years) who have no other relation to the company. 

Rogers Corporation maintains an audit committee that meets quarterly and is responsible for assuring that 
management fulfills its responsibilities in the preparation of financial statements. In discharging its duties, the audit 
committee reviews the activities of both the internal audit function and the external financial statement audit. All 
members of the audit committee are independent, outside directors who have no other relation to the company. The 
audit committee has four members including one certified public accountant.   
 
The Internal Audit Function  

Rogers Corporation maintains an internal audit department that performs all of its internal audit work. 
Responsibilities of the internal audit department include examining the adequacy of the company’s systems, 
processes and procedures and recommending improvements.  Management decides which recommendations will be 
implemented. The following features detail the internal audit department’s position in the organization: 
 
 The internal audit director reports the results of all internal audit work directly to Rogers’ senior management, 

which includes the CEO, the CFO and other company officers. 
 Rogers’ senior management has sole responsibility for the hiring and firing of the internal audit director and his 

staff. 
 The internal audit director meets with the audit committee quarterly. The CEO and CFO of Rogers Corporation 

are present at all of these meetings.  
 

The internal audit department has performed various reviews and audits on the company’s systems 
throughout the year.  The department is scheduled to continue its work by performing audit procedures on the 
purchasing and inventory systems beginning September 15. Over the past several years, the internal audit has 
revealed no major deficiencies in basic internal control procedures (i.e., segregation of duties, authorization and 
verification procedures, etc.). Only minor adjustments to account balances have been made as a result of past 
internal audits.  

 
ADDITIONAL INFORMATION 

In the second quarter, Rogers hastily changed the engineering specifications for three related products in 
response to an unexpected change in consumer preferences. Due to drastic declines in shipments of these products in 
the third quarter, management has determined that the inventory manufactured prior to these changes cannot be sold 
above cost. Management has determined that the value of this obsolete inventory has been permanently impaired, 
and that the inventory write-down required by generally accepted accounting principles would materially reduce the 
firm’s profit. (As of today, management estimates an after-tax effect of $441,000, which is 25.9 % of projected 3rd 
quarter net income and 18.4% of estimated annual net income.) The inventory adjustment concerns senior 
management because they want to continue to show a positive earnings trend. The required adjustment to inventory 
would threaten the company’s fifth consecutive year of earnings growth. (Management estimates fiscal year 2001 
net income will be $1,962,000 after the write-down, compared to net income of $2,116,000 in 2000.) Management 
especially wants to show growth in earnings to encourage greater demand for the upcoming sale of debentures.  
Although management has a responsibility to report the obsolete inventory in the third quarter 2001 financial 
statements, management would prefer delaying the adjustment until fiscal year 2002 when earnings growth is 
expected to be great enough to absorb its impact. 

The affected inventory components and related records are scattered randomly throughout the firm’s 
warehouses and computerized inventory records. The affected items involve approximately 5 percent of the recorded 
value of the inventory and 4 percent of the 400 inventory components used in the manufacturing processes of the 
company. 
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QUESTIONNAIRE 
 

Part I: About the Rogers Corporation Case. 
 

Given the above information, please answer the following three questions.  First, please respond using whole 
numbers (not fractions) that range from 0% to 100%.  Then, please respond using the word categories 
provided:  
 

1.  (a.) In your view, what is the probability that the presence of the existing internal audit function will deter senior 
management from attempting to delay reporting of the obsolete inventory by not reporting the required write-
down in the 3rd quarter, 2001 financial statements?  

 
___________% 
 

  (b.)  Please circle the category that best indicates the likelihood that the presence of the existing internal audit 
function will deter senior management from attempting to delay reporting of the obsolete inventory by not 
reporting the required write-down in the 3rd quarter, 2001 financial statements. 
 
Not 

Likely 
Slightly 
Likely 

Moderately 
Likely 

Very 
Likely 

Extremely 
Likely 

 
2. Assume senior management does not record the write-down for the obsolete inventory and does not report 

the existence of the obsolete inventory to the internal audit department. 
 

  (a.)  In your view, what is the probability that the internal audit department will detect the obsolete     

inventory when performing internal audit procedures?  

 
___________% 

    
  (b.) Please circle the category that best indicates the likelihood that the internal audit department will detect the 

obsolete inventory when performing internal audit procedures. 
 
Not 

Likely 
Slightly 
Likely 

Moderately 
Likely 

Very 
Likely 

Extremely 
Likely 

 
3.  Assume that senior management attempts to conceal the obsolete inventory, but that it is detected during 

the internal audit process. Also, assume that senior management refuses to record the write-down of the 
obsolete inventory in fiscal year 2001 (the current year) financial statements. 

 

(a.) In your view, what is the probability that the internal audit director will report to the audit committee that a 
material obsolete inventory write-down is required in the 2001 (current year) financial statements?  

 
___________% 

 

(b.) Please circle the category that best indicates the likelihood that the internal audit director will report to the 
audit committee that a material obsolete inventory write-down is required in the 2001 (current year) financial 
statements.  

Not 
Likely 

Slightly 
Likely 

Moderately 
Likely 

Very 
Likely 

Extremely 
Likely 

 


