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“Part of what we perceive comes through our senses from the object before us,
another part always comes out of our own head” ( Knowles, €, al., 1994, p.3).
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ABSTRACT. The objective of thisresearch isto explore the potential contribution that signal
detection theory (SDT) offers for analysis of the efficiency and effectiveness of external
auditing to detect management fraud. The research discusses the conceptual framework of
SDT, and presents the relationship between audit technology (hit rates and falsealarm
rates), base rates of management fraud, and costs of Type 1 and Type 2 errorsusing aSDT
framework. SDT concepts are used to model and analyze the audit process. The research
aso examines why SDT is a reasonable addition to the auditing literature. Propositions
concerning SDT’s role in effective auditing are posited, and SDT-related auditing i ssues
and implications are examined.





