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ABSTRACT

The purpose of this study is to analyse the demand for reporting on internal control. For

the purpose of this study two financial statement user groups (auditors and directors)

were identified and surveyed to determine whether they agreed on the matters that:

(1) Management Reports on Internal Control (MRIC) are useful;

(2) Management Reports on Internal Control influence decision making and

(3) Management Reports on Internal Control improves overall financial reporting in

Malaysia.

In addition, this research also examine whether responses varied when based on user

group. The results indicate that auditors and directors agreed that internal controls are

important. Respondents agreed that voluntary MRICs improve controls and provide

additional information for decision-making. Respondents also agreed that mandatory

MRICs improved controls but did not agree about MRICs provided additional

information for decision-making. The results from the study also indicate that directors

were less likely to agree on the importance of MRICs than auditors. Based on the result

, of this study, it reveals that MRICs do not improved overall financial reporting in

Malaysia.
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CHAPTER ONE

INTRODUCTION

1.0 Introduction

The merits of Management Report on Internal Control (MRIC) have long

been debated but there is little empirical evidence exists on the demand for

internal control reports.

In Malaysia, the subject of internal control is important in the audit process to

merit a separate auditing standard. ISA 400, Risk Assessments and Internal

Control stat~s: "The auditor should obtain an understanding of the accounting

and internal control systems sufficient to plan the audit and develop on

effective audit approach."

In the U.S recently, internal controls and reporting on such controls have

been an issue of considerable interest to the accounting profession, legislators

and regulators. During congressional hearings about the public accounting

profession, legislators have questioned why the Security Exchange

Commission (SEC) had not required public companies to have MRIC in

audited financial statements (U.S. House of Representatives, 1985).

In 1978, the Cohen Commission recommended a report by management (with

separate auditor attestation) that acknowledges management's responsibility

for the financial statements and requires management's assessment of the

control system (Commission on Auditors' Responsibilities, 1978).

The Commission stated that such a report: "Should present management's

assessment of the company's accounting system and controls over it,

including a description of the inherent limitations of control systems and a

description of the company's response to material weaknesses identified by

the independent auditor."
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internal controls. The GAO's (1992) letter to COSO also clearly articulated

the benefits that could arise from internal control reporting. The letter noted

that: "As effective internal controls are clearly management's responsibility,

public reporting enhances management's stewardship and accountability to

shareholders and other interested parties. Public reporting encourages

management to be proactive and pay attention to the effectiveness of internal

controls rather than reacting when weaknesses lead to serious corporate

problems."

All three reports (Cohen, Treadway, and COSO) recognized that MRICs

could be part of a larger report that encompasses information about

management's responsibility for the financial statements and other related

issues. These publications suggest that an MRIC should address the

effectiveness of the control system, regardless of the format of the report.

Therefore, this study uses the term 'Management Reporting on Internal

Control' to refer to a report (of any format) that discusses the effectiveness of

controls and uses the more general term "management report" to refer to any

report with less substantial information about controls.

Based on the above statement and explanation, the current study focuses on

the directors and auditors perception towards whether the MRIC provide

additional information for the company decision-making and also examines

whether MRIC has improved the financial reporting in Malaysia.

1.1 Problem Statement

By means of an exploratory empirical investigation, this study aims at

seeking some information to provide answers to the following questions:

• Is the Management Reporting on Internal Control useful?

• Does the Management Reporting on Internal Control influence

the top management decision-making?

• Will Management Reporting on Internal Control improve the

financial reporting in Malaysia?
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1.2 Objectives of the Study

The objectives of the study are:

Main Objective:

The main objective of this paper is to analyse the demand for reporting on the

internal control.

Specific Objectives:

The specific objectives are to determine the perception of the directors and

auditors, whether they agree that:

1. Management reports on internal control are useful.

2. Management reports on the internal control influence decisions

making.

3. Financial reporting is improved by adding management reports on

internal control.

This study focuses more on the issue relating to the demand for reporting on

internal control. For example, in the U.S over the past 20 years, various

groups have lobbied for and against an SEC requirement for all public listed

companies to report on internal controls and for auditors to attest to these

reports.

The issue has been raised again, as the Financial Executives Institute (FEI),

Institute of Management Accountants (IMA), and Institute of Internal

Auditors (IIA) recently have called for internal control reports (FEI 1999;

Turner 1999; IIA 2000). Despite growing interest in the issue, little empirical

research has been carried out to examine the demand for internal control

reports, e.g., are such reports valued? by whom? why? would the reports be

useful?
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Based on the above objectives, this study concentrates on the directors and

auditors perception towards whether the MRIC will provide additional

information for the company decision-making and also to examine whether

MRIC will improve the financial reporting in Malaysia.

1.3 Significance of the Study

There is no known published "research on Management Reporting on Internal

Control (MRIC) in public as well as sectors in Malaysia. This research had

been done in the u.s in the late nineties. Therefore, it is felt that a similar

research should be conducted in Malaysia although it may be considered

rather late compared to what was done in the u.s. It is hoped that this

research will remedy the shortage of literature on MRIC practice amongst

firms in Malaysia.

It is also felt that the findings of the survey may be helpful in providing better

understanding regarding the importance ofMRIC and with effective reporting

on internal control will enhance management's stewardship and

accountability to shareholders and other interested parties.

1.4 Organisation of the Study

The remainder of the study is organized as follows:

Chapter 2 will focus on the literature review. This chapter provides a

background of previous researches done on Management Reporting on

Internal Control.

Chapter 3 discusses the research methodology used for this study. It describes

the questionnaire, sampling design and data collection procedures done to

administer it to the target group. The statistical tests to be employed in the

analysis are also discussed in this chapter. There are hypotheses to be tested

in this research which focusing more on identifying and surveying to

determine the perception of the directors and auditors, whether they agree

that:
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CHAPTER TWO

LITERATURE REVIEW

2.0 Literature Review

In Malaysia, accounting standards issued by the Malaysian Accounting

Standards Board (MASB) established under the Financial Reporting Act

1997, provide the framework for preparation and presentation of financial

statements. In addition, provisions of the Companies Act 1965 regulate the

auditor's duties and responsibilities in conducting the audit of financial

statements (Arens, A.A. et. aI, 1999). The subject of internal control is

sufficiently important in the audit process to merit a separate auditing

standard. ISA 400, Risk Assessments and Internal Control, the standard

states: "The auditor should obtain an understanding of the accounting and

internal control systems sufficient to plan the audit and develop on effective

audit approach."

Internal control is a broad concept and we can distinguish between internal

controls relating to financial reporting and other controls. As noted by the

Treadway Commission (NCFFR, 1987), the term "internal control" is

sometimes used also to describe controls over operational tasks such as

product quality assurance and plant maintenance. Such operational and

administrative controls do not relate to financial reporting. Such control can

be termed as 'other controls.'

In the context of internal controls relating to financial reporting, we can

distinguish between internal accounting controls and other internal controls.

In the U.S all public companies, in order to comply with the Foreign Corrupt

Practices Act (FCPA), must have adequate internal accounting controls. The

internal accounting controls required by the FCPA deal with (1) authorization

of transactions (2) recording of transactions (3) safeguarding of assets and (4)

periodic physical verification of recorded assets.
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2.1 View Points Why Internal Control Reports Required:

A) Provides Additional Information to External Decision-Makers

While historical financial statements represent the past activity and present

position of the company, information about the effectiveness of a company's

internal control structure speaks of management's ability to detect and react to

opportunities and risks on an on-going basis (Taylor, D.H, et all, 1997). As

such, it may be considered a better indicator of the company's long-term

viability. Knowledge of the effectiveness of the internal control structure

enables external stakeholders to evaluate the degree to which management

has its finger on the pulse of the company. External stakeholders are unable

to gauge, first-hand, whether or not a company is well controlled and how

thoroughly it is complying with appropriate laws and regulations. Instead,

they look to auditors for assurance on these matters.

The persistence of calls for reporting on internal controls suggests that a

demand exists for this additional information. A recent study by the AICPA

examined the information needs of professional investors and creditors and

their advisors. On the basis of extensive interviews and surveys of these

users, their report notes that, "Although users are not enthusiastic about

expanding the scope of audits, one exception relates to internal control. They

believe that business reporting would benefit from increased auditor

involvement in internal accounting controls." The management of a majority

of Fortune 500 companies must believe statement users will find the

information helpful since they voluntarily provide discussions of the

effectiveness of their internal control systems (Lightle, et.al, 1995).

The recent Savings and Loan crisis and the public's cry, "Where were the

auditors?" suggest that a significant gap still exists between the expectations

of the public and what auditing standards require.
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