CHAPTER 1

INTRODUCTION

1.1 Research Background

External auditors often required to consider retytloe work of internal auditors when
they perform the integrated audit and internal mdnassessment. Once the external
auditors has decided it would be efficient to cdasihow the internal auditors' work
might affect the nature, timing, and extent of aymocedures, the external auditor
should assess the internal auditors’ competencelajedtivity of internal audit function
as well as the quality and effectiveness of thermdl auditors’ worKSAS No. 65, par
8). Thus, auditor judgment has a larger role in théopmance of financial statement

and internal control audit®esai et al., 2010b and Wedemeyer, 2010).

There is no consensus among external auditors antb@erform their professional
judgment regarding reliance decisi@thneider (1985 his effort to reveal the level
of agreement of assessing internal auditors’ wiis found that a lack of consensus
among external auditors on internal audit judgmenight lead to diversity in the
nature, timing or extent of audit procedufes 297) Prior studies were attempted to
rank order the importance of the reliance factows laas found mixed and inconclusive
results Krishnamoorthy, 2002)For examplesuwaidan & Qasim (201@ndDesai et
al. (2010b)suggested that objectivity considered as the nmapbrtant factor in the
evaluation of the strength of the internal audidtion followed by competence and
work performance. Meanwhile, in contra&ilge & Farley (1991and Haron et al.
(2004)found that in assessing internal auditors’ workemxal auditors should focus on

internal auditors’ competency and work performanthey viewed the objectivity



factor as less important for external auditors aasider given the unique position of

internal audit function.

Consensus has been defined as “the group of ingilscaims at reaching some state of
a (sufficient) agreement as to their preferenc&sicprzyk et al., 2010, p. 452 this
study consensus is refer to the intention of exleauditors “to assess the degree of
agreement among them in evaluating the internait@sdwork” (Schneider, 1985, p.
297). A lack of consensus might lead to diversity, histcase the extent of reliance of
internal audit function. Opposite with SchneidestatementsiKrishnamoorthy (2002)
has concluded that “it is futile to attempt a ramklering of the factors since no single
factor is expected to dominate external auditoval@ation of the internal audit function

under all conditions{p.116)

Apart from the disagreement on the urgency of aosisg Desai et al. (2010a)
announced to practitioners that there has beenidmable progress of leading
academic research in the field of auditing towatus developments of decision aid
model for external auditors to evaluate internaditous’ work. Researchers who
introduced the decision aid models wéresai et al. (2010bWwith analytical model
using belief function framework which claimed cousssist external auditors in
evaluating the strength of internal audit functibonthe same year, Schneider introduced
the decision aid model for extent of internal awditance using numerical scale which
claimed less subjective and easy to use. Since, theth models would guide the
direction of future research concerning externalitaus’ reliance decision on internal

auditors’ work.



1.2 Problem Statement

In the past few years, researchers has discussgebsiselating to ways in which external
auditor rely on internal audit work by studying ttieee primary assessment factors
(competence, objectivity, work performance). Thastxg evidence, however, un-
uniform and not applicable when external auditdema to use to assist them assign
decision rule on decision aid model. Much previaigdy in this area has been
conducted by the US-based researchers and onlpenast few years the related
research adopted in Asia countries namélyTwaijry et al. (2004)in Saudi Arabia,
Haron et al. (2004in Malaysia andsuwaidan & Qasim (2010m Jordan. Following the
requirement needed to utilize the decision aid rhedtablished byschenider (2010)
no study to date, specifically in Indonesia, hadickedly assigned to weighting and
rank ordering the importance of assessment factmrsely objectivity, competency and

work performance.

1.3 Justification of Research

With regards to the practicality of the researctulle this study is expected to deliver
significant contribution for those who put value tie research as a tool for
development. First, this study will give a signafit contribution to the audit firms in
Indonesia as it endeavour to rank order the refiamesessment factors and also to
provide recommendations about the relative impodaweights of the factors that
enable external auditors to demonstrate a decrsienof reliance to some extent on the

work of the internal auditor.

Second, this study will be beneficial for companveish internal audit function in
Indonesia as they can use the result of this studyalyse the strength of their internal

audit function and perhaps may enable improvent&nte it attempt to assist external
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auditors with a helpful decision aid, it enableegrtil auditors maximising their reliance
on internal auditors’ work. Thus, this will avoichnecessarily duplication of audit

works and will lead to opportunity for companiedrgain for a lower audit fee.

Third, by revealing data from Indonesia, this stuttgnds to represent an example from
developing countries and also Southeast Asian desntnd will allow comparison be
made with data from similar research from otherntoes, both developed and less-
developing, for example, the data from US (devalopauntry) studied bijvlessier and
Schneider (1988and the data from Jordan (middle-east country)istudy Suwaidan

and Qasim (2010).

Lastly, the proposed study will allow the studeatsd instructors to have a deeper
understanding regarding reliance on internal auslitwork specifically from the view
of external auditors in Indonesia. It will also pide a reference or guide that can be

useful when involved in related course work.

1.4 Research Objectives

The goals of this research is to rank the ordemgiortance for three evaluation factors
assigned and to obtain weighted assessment fdiggores from the external auditors in
Indonesia that may assist audit firms to assignsaec rule of reliance particularly
when using part of Schneider’s decision aid modi@hternal audit reliance. This study
also intends to discover the role of professionmlgment for external auditors in
Indonesia since it has a larger role to play duét feeing a compulsory service as
required by the auditing standards. In additiomceithere is no consensus among
external auditors on how important is objectiviégtors in evaluating internal auditors’

work, this study also intend to reveal perceiveel®f importance on internal auditors’

4



objectivity for external auditors in Indonesia ineir reliance decision. In order to
achieve the research objectives, this study had esgploratory research method by
administering questionnaires to gain informatiamirselected samples in an attempt to

address the following research questions:

(1) What is the level of importance for the assessnetors of external auditors in
Indonesia in relying on internal audit function?

(2) What are the weighting figures of the internal &udi assessment factors for the
external auditors in Indonesia?

(3) How important is the role of professional judgmdat external auditors in
Indonesia?

(4) How important is the internal audit objectivity fac for external auditors in

Indonesia considering the unique position of iraéaudit function?

1.5 Organisation of Study

The reminder of the thesis is presented as followsthe next chapter this study
provides a review of prior empirical studies releveo the research that has examined
the area related to external auditors’ reliancenternal auditors. This study describes
the research methodology in the chapter 3 and gesvihe research results in chapter 4.
Finally, conclusions, limitations of the study atite recommendations for future

researches are presented in Chapter 5.



