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The purpose of this study was to identify company 

characteristics associated with the presence of disclosures 

regarding internal control in the annual report. Gibbins, 

Richardson and Waterhouse [1990] have developed a framework 

from which to examine financial disclosure,. These authors 

define two dimensions of a company's disclosure position; 

opportunism and ritualism. I examined the association 

between variables representing the dimensions identified by 

these authors and a company's decision regarding disclosure 

of a management report on internal control. 

I compared specific characteristics of companies 

disclosing this information to those of companies not 

disclosing. The dependent variable represented the presence 

or absence of disclosure. I used logit analysis to test the 

significance of the chosen characteristics relative to the 

decision to include or exclude a management report on 

internal control in the annual report. 

My results were consistent with the existence of 

ritualism with respect to this issue. Reporting on internal 



controls was associated with membership in the Financial 

Executives Institute, auditor choice, certain industry 

designations and prior inclusion of such a report. FEI 

membership was closely related to initial reporting 

decisions as well'. 

I found evidence of opportunism as well. The 

likelihood of reporting on internal controls was related to 

company size (and presumably control strength), and growth 

rates. I also found an association between reporting and 

the issuance of publicly traded securities in the succeeding 

year and more moderate levels of debt relative to an 

industry average. In addition, I found that initial 

reporting decisions were associated with external events 

relating to potential legislation of the reporting issue. 

This research provides insight into the corporate response 

to reporting on internal controls. 
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CHAPTER 1 

INTRODUCTION 

During the last decade, some companies have voluntarily 

disclosed a management report on internal controls in their 

annual reports. It seems likely that managers of these 

companies wish to inform others of their commitment to 

strong controls for some reason. The purpose of this 

research is to examine differences which exist between 

companies which do and do not furnish management reports in 

an effort to gain some insight into the possible incentives 

corporate managers have for disclosing this information. 

There has been a great deal of interest in reporting on 

internal controls. In 1988 the Securities and Exchange 

Commission (SEC) issued a proposed rule which would require 

managers to disclose their responsibilities for and adequacy 

of their internal control systems [US SEC, 1988]. The 

proposed rule, which is still under consideration, requires 

a description of managements' responsibilities for financial 

reporting and for the establishment and maintenance of their 

system of internal controls. In addition, management would 

be required to assess the effectiveness of their overall 

control system. This proposal was issued in response to the 

strong suggestions made by the National Commission on 



Fraudulent Financial Reporting (commonly called the Treadway 

Commission). The Treadway Commission [1987] stressed the 

importance of a strong system of internal control in 

deterring fraud at all levels within a company. The 

Treadway Commission posited that mandatory reporting by 

management would improve communication of financial 

information because "the internal control system provides 

the basis for the preparation of financial statements and, 

more broadly, the overall system of accountability'.' [p. 45]. 

Certainly, the allegations of management abuses surrounding 

the failures in the Savings and Loan industry highlight the 

need for increased attention to corporate accountability. 

That is, the alleged frauds may have been due in part to 

weaknesses in and abuses of the internal control systems 

which were in place. 

In addition, in the professional community there has 

been a great deal of concern over the "expectations gap." 

The expectation gap refers to the different perceptions of 

investors and auditors regarding the auditors' role in the 

financial reporting process. The SEC hopes to address both 

the accountability issue and the expectations gap to some 

degree with their reporting proposal. 

The proposal is designed to increase the investing 
public's awareness of managements' current 
responsibilities for the registrant's financial 
statements and other financial information. The 
proposed requirements do not increase management's 
existing responsibilities for the preparation of 
financial data; they merely require thcit management 



acknowledge them. These communications should improve 
public understanding of the respective roles of 
management and the independent accountant. In 
addition, they may also heighten the awareness of 
senior management of its responsibilities. [US SEC, 
1988, p. 28011] 

Up to this point in time, some companies have elected 

to include a report on internal controls in their annual 

report on a strictly voluntary basis. That is, during the 

last decade no level of reporting on internal controls has 

been required by the Securities regulations. These 

management reports on internal controls take a variety of 

forms. Generally they are presented along with the 

independent auditor's report on the financial statements in 

the annual report. A sample management report is included 

in Appendix A for reference. The reports briefly outline 

managements' responsibilities for both financial reporting 

and the establishment and maintenance of internal controls. 

These internal controls are designed to provide reasonable 

assurance that certain control objectives are met. The 

specific objectives may be listed and may vary somewhat from 

one company to the next. Companies may discuss specific 

elements of a broad control system such as, the work of the 

internal audit staff or the audit committee. In addition, 

the management report may include a discussion of the 

existence of any written corporate ethics policies. 

However, in general, the current reports fall short of 

explicitly assessing the effectiveness of the existing 



controls. Should the SEC proposal, as it stands, become 

mandatory, then companies will be required to make a 

statement regarding the effectiveness as well as the mere 

existence of controls. Given the potential importance of 

this information, I was interested to gain some insight into 

the differences between companies that elect to include or 

exclude a management report of this type in their annual 

reports. 

Solomon and Cooper [1990] indicated that one in four 

firms include a management report on internal controls in 

their annual report. The fact that some companies have 

furnished the report indicates that those managers believe 

the disclosure has some value. Gibbins, Richardson and 

Waterhouse [1990] have developed a framework from which to 

examine potentially all financial disclosure (they do not 

specifically mention disclosures related to internal 

controls). These authors identify two dimensions of a 

company's disclosure position: ritualism and opportunism. I 

have examined the association between company specific 

factors representing these dimensions and a company's 

decision regarding the disclosure of a management report on 

internal controls. 

Background 

This idea of management reporting on internal control 

is not a new one. The suggestions for reporting on internal 

control can be linked to passage of the Foreign Corrupt 



Practices Act, and the activities of the Commission on 

Auditors' Responsibilities and the National Commission on 

Fraudulent Financial Reporting. 

The Foreign Corrupt Practices Act of 1977 (FCPA) 

In 1977 Congress passed the FCPA which makes it illegal 

to bribe foreign officials in an effort to influence any 

decision which would assist a business in "obtaining or 

retaining business for or with, or directing business to, 

any person." [US FCPA, 1977, sec. 103(a)]] The FCPA amends 

the Securities Exchange Act of 1934 and provides for 

substantial penalties in the event of violation. The 

corrupt practices provisions of the FCPA were seen as a 

response to the apparent decline of ethical conduct by 

businesses. Following the Watergate scandal, the SEC 

investigated several companies which had made payments to 

foreign officials [White, Maher and Reilly, 1980]. The SEC 

found that, in most cases, these payments had been concealed 

from the independent auditors by falsification of records 

and circumvention of internal accounting controls. 

Because of these abuses, the FCPA also provides that 

all companies which report to the SEC must keep accounting 

records which "fairly reflect the transactions and 

dispositions of the assets of the issuer." [US FCPA, 1977, 

Sec. 102] In addition, public companies required to report 

to the SEC are required to design and maintain internal 

accounting controls which provide reasonable assurances that 



certain control objectives are met. The control objectives 

listed in the Act were taken directly from the official 

auditing pronouncement regarding internal controls in effect 

at that time. The auditing literature indicates that 

accounting controls 

are designed to provide reasonable assurance that: 

a. transactions are executed in accordance with 
managements' general or specific authorization; 

b. transactions are recorded as necessary (I) to 
permit preparation of financial statements in 
conformity with generally accepted accounting 
principles or any other criteria applicable to 
such statements, and (II) to maintain 
accountability for assets; 

c. access to assets is permitted only in accordance 
with managements' general or specific 
authorization; and -

d. the recorded accountability for assets is compared 
with the existing assets at reasonable intervals 
and appropriate action is taken with respect to 
any differences. [AICPA, 1988, AU 320.27, p 2153] 

Corporate officials were very concerned with how the 

FCPA was to be enforced [Mautz, 1980]. According to Mautz 

[1980] the lack of consensus on the definition of key terms 
* 

such as reasonable assurance and internal accounting 

control, caused corporate managers to adopt a wide range of 

attitudes and defensive techniques. For example, Mautz et 

al. [1980] report that the majority of the companies 

surveyed made explicit steps to strengthen and/or document 

their existing accounting controls. However, other 

companies gave no attention to the FCPA. Of these companies 



giving the requirements of the FCPA no additional attention, 

36% rated their internal control systems as needing major 

improvements. 

The Commission on Auditors' Responsibilities 

In 1978, the Commission on Auditors' Responsibilities 

(commonly called the Cohen Commission) issued its final 

report which also touched on the issue of corporate 

accountability. The Cohen Commission was established by the 

American Institute of Certified Public Accountants (AICPA) 

to examine and make recommendations regarding the 

responsibilities of independent auditors. The Commission 

[1978] posited that 

It is incongruous that the party responsible for the 
representations [contained in financial statements] 
does not have to acknowledge its responsibility and 
that the only report on the statements may be the 
auditor's. That situation has led to the 
understandable but erroneous assumption by many users 
that the financial statements are the representations 
of the auditor rather than of management, [p. 76] 

The Cohen Commission recommended therefore, that management 

be required to provide information to investors regarding 

their responsibilities for financial reporting as well as 

for the establishment and maintenance of adequate internal 

accounting controls. In addition, they recommended that 

management include a discussion in their report of the 

disposition of any material weaknesses in the accounting 

controls. Several of the suggestions made by the Cohen 

Commission were reflected in a reporting proposal issued by 
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the SEC in 1979 (to be discussed below). In addition, the 

AICPA endorsed several of the Cohen Commission 

recommendations in a report issued by the Special Advisory 

Committee on Reports by Management [AICPA, 1979]. The AICPA 

report [1979] defined the objective of management reporting 

as informing statement users of the responsibilities of 

management and the means with which those responsibilities 

are satisfied. 

The SEC Proposals For Reporting On Internal Controls 

The SEC issued their first proposed reporting 

requirement in April 1979. The 1979 proposal was issued 

following enactment of the Foreign Corrupt Practices Act and 

issuance of the report by the Commission on Auditors' 

Responsibilities. This 1979 proposal required management to 

acknowledge their responsibilities for financial reporting 

and for the establishment and maintenance of internal 

accounting controls [US SEC, 1979]. The management report 

was to be included in the annual reports to stockholders and 

in the 10-K's filed with the SEC. The 1979 proposal would 

have required managers to assess the effectiveness of 

internal accounting controls for the entire period covered 

by the financial statements. The 1979 SEC proposal did, 

however, recognize the inherent limitations involved with 

any internal control system. The proposal further 

recognized that the costs of the control procedures should 

not exceed the benefits to be received from them. In 



addition, management would have been required to report any 

material weaknesses that had not been corrected and the 

justification for not correcting them. Furthermore, these 

management reports on internal controls would have been 

subject to direct auditor involvement. That is, independent 

auditors would have been required to attest to managements' 

assertions regarding the effectiveness of the internal 

controls. A stated purpose of the reporting provision was 

to enable investors to better evaluate managements' 

stewardship performance and the reliability of unaudited 

financial information such as the interim reports [US SEC, 

1979] . 

Both the AICPA and the Financial Executives Institute 

(FEI) supported the idea of management reporting on internal 

accounting controls and responsibilities for financial 

reporting. However, both groups supported a voluntary 

reporting effort rather than the mandatory reporting 

proposed by the SEC. Neither group favored the idea of 

auditor involvement with the reports, because they believed 

that the costs of auditor involvement would greatly exceed 

the benefits of increased credibility of reporting rJournal 

of Accountancy. May 1981] . The FEI and the AICPA showed 

their support for management reporting by issuing reporting 

guidelines which emphasized the importance of internal 
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accounting controls to the quality of financial reporting.1 

On several occasions the FEI encouraged its members to take 

a leadership position by voluntarily including or retaining 

a management report with their annual statements [FEI, 1978; 

FEI, 1979], 

Following a year long comment period, the SEC withdrew 

the 1979 proposal in response to several strong criticisms. 

Mautz and Kell [1980] identified two main criticisms of the 

original proposal. First, individuals responding to the SEC 

proposal were concerned that no criteria existed against 

which to judge the effectiveness of the internal accounting 

controls. Secondly, corporate officers were concerned that 

the proposed disclosure was designed to provide evidence on 

a company's efforts to comply with the Foreign Corrupt 

Practices Act. The SEC received over 950 comment letters 

addressing various points of the proposal rJournal of 

Accountancy. May 1981]. In 1980 the SEC indicated that 

their proposal met with "substantial opposition." 

In addition to the criticisms already mentioned, the 

SEC release announcing the withdrawal indicated that many 

respondents questioned the marginal benefits of auditor 

involvement [US SEC, 1980]. Many respondents commented on 

the voluntary reporting efforts and indicated that reporting 

on internal controls should not be mandatory. Rather, 

1 A summary of the reporting guidelines are contained 
in Appendix B. 
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voluntary reporting should be permitted to continue in light 

of the many criticisms of the proposal. The SEC reported 

that they were pleased with the voluntary reporting efforts 

and therefore decided just to monitor the private sector 

efforts to determine if further Commission action was 

required [US SEC, 1980]. In 1982, after reviewing annual 

reports for a period of roughly three years, the SEC issued 

Accounting Series Release No. 305 [Prentice-Hall, 1989] 

which indicated that no further official action would be 

taken. The SEC noted that voluntary reporting had increased 

and they encouraged the private sector to continue its 

efforts [Prentice-Hall, 1989]. 

In 1988, the SEC published their second proposal to 

require management reporting on internal controls in annual 

reports and 10-K's. The 1988 proposal differs from the 1979 

proposal in several ways [US SEC, 1988]. First, the 1988 

proposal does not require direct auditor involvement in 

management reporting, thereby avoiding one of the major 

criticisms of the 1979 proposal. Second, the 1988 proposal 

adopts a much broader definition of internal controls in an 

effort to divorce the proposal from the requirements of the 

FCPA. The 1988 SEC proposal defines internal controls in a 

manner more consistent with the Statement on Auditing 

Standards (SAS) No. 55, as those controls which 

affect financial reporting directly and include 
internal accounting controls and other elements, such 
as audit committees and internal audit functions which, 
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when taken together, comprise internal controls that 
can provide reasonable assurance as to the integrity of 
financial reporting. [US SEC, 1988, p. 28011] 

Third, management reporting on internal control 

effectiveness, under the 1988 proposal, would only be as of 

a point in time;2 whereas, the 1979 proposal would have 

required an assessment of effectiveness for the entire 

period covered by the financial statements. Under the 1988 

proposal, management would be required to discuss, in 

general terms only, the disposition of any material control 

weaknesses identified by either the internal or external 

auditors. 

In general, there appears to be greater support for the 

1988 proposal than existed for the 1979 proposed rule. To 

date, the SEC has received roughly 200 comment letters on 

the 1988 proposal. In a telephone interview, Jack Albert 

(the individual in the Chief Accountants office currently in 

charge of the project), commented that most of the responses 

have been in favor of mandatory reporting. In addition, he 

indicated that about 40% of the comments support the 

requirement for management assessments of the effectiveness 

of internal controls. However, Albert commented that, in 

2 Point in time reporting on the effectiveness of 
internal controls might contain the following type of 
statement: As of December 31, 19XX our system of internal 
control provides reasonable assurance that. . . Existing 
reports, such as the one contained in Appendix A, are worded 
in more general terms and do not contain an explicit 
assessment of effectiveness. 
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his opinion, most management reports fall short of providing 

an explicit assessment of effectiveness. 

Other Developments 

In September 1982 Congress passed the Federal Managers' 

Financial Integrity Act [US GAO, 1989]. This Act requires 

that managers of federal agencies evaluate and report on 

their internal control systems. The Office of Management 

and Budget (OMB) issued "Internal Control Guidelines" to 

facilitate the review process. However, the Federal 

guidelines encompass more than just traditional internal 

accounting controls. The Act and the relateid guidelines 

also contain information regarding general management 

responsibilities. The federal regulation is designed to 

deter fraud, waste and mismanagement. In their 1989 report 

to Congress, the General Accounting Office (GAO) estimated 

that internal control problems within the federal government 

continue to cost the taxpayers billions of dollars [US GAO, 

1989]. 

As previously mentioned, in 1987 the Treadway 

Commission issued its report which readdressed the need for 

mandatory reporting on internal control by management. The 

Treadway Commission posited that the tone set by top 

management greatly affects the likelihood of material 

misstatements and/or fraudulent financial reporting. 

Therefore, the Treadway Commission supported mandatory 

management reporting on internal controls in order to make 
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management more aware of their responsibilities and to 

improve the communication of these responsibilities to 

others [NCFFR, 1987]. 

The Audit Standards Board (ASB) and the Committee of 

Sponsoring Organizations of the Treadway Commission (COSO) 

ar;e working currently on internal control projects of their 

own. These organizations have approached the subject from a 

viewpoint which is different than that of the SEC, however. 

These groups are concerned with how companies and/or 

auditors can actually assess the effectiveness of internal 

control systems. For the ASB and COSO projects, the 

reporting aspect is a side issue, but this research 

necessarily comes at the same time that mandatory reporting 

is being considered. That is, if corporate managers are to 

be required to assess the effectiveness of their internal 

control systems, then standards or criteria must exist 

against which to judge existing systems. In March 1991 the 

COSO issued their preliminary report in the form of an 

exposure draft. The report provides a comprehensive 

discussion of internal control systems and proposes broad 

criterion against which managers could measure effectiveness 

[COSO, 1991]. The SEC is hopeful that the current COSO 

project will provide the needed guidance for making these 

assessments. 

In September 1990, a discussion draft was introduced to 

the United States House of Representatives Committee on 
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Energy and Commerce which would have amended the Securities 

Exchange Act of 1934 [AICPA, CPA Letter. 1990], This draft 

called for, among other things, mandatory reporting on 

internal controls by management and independent auditors. 

As such, the requirements of this document go beyond the 

1988 SEC proposal. Both the AICPA and the six largest 

accounting firms supported these proposed requirements 

[AICPA, 1990; Arthur Andersen et al., 1990]. The provisions 

were approved by the House in October 1990. However, the 

November CPA Letter announced that "House and Senate 

negotiators dropped [the] provisions from the final version 

of the Omnibus Crime bill . . . " [p. 8]. 

Senators Wyden and Markey have again introduced 

legislation which would amend the existing securities laws 

[AICPA, CPA Letter. 1991]. However, their proposal does 

not include the requirement of management reporting on 

internal controls. Rather these legislators call for the 

SEC to undertake a six month study on how such a reporting 

requirement might improve reliability of financial 

reporting. 

In addition, the Federal Deposit Insurance Corporation 

(FDIC) Improvement Act of 1991 was enacted which revises 

reporting requirements of banks [Journal of Accountancy, 

1992]. The Act requires, among other things, management and 

auditor reports on internal control structure and 

compliance. The idea of required management reporting of 
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this type has become a reality for at least the banking 

industry. 

In conclusion, the idea of management reporting has 

been discussed for a long time. Given the current interest 

in the report and internal control, examination of the 

factors associated with the voluntary reporting of this 

information over the past ten years was warranted as a first 

step in understanding the possible incentives managers have 

for providing information on internal controls. 

In the following chapter I have included a discussion 

of the theoretical framework I used in the research and the 

specific hypotheses related to the theory cited. In the 

third chapter I discuss the methodology of the research and 

the variable definitions. The results of the individual 

hypothesis tests are presented in the fourth chapter with 

the overall discussion of the research project given in the 

final chapter. 



CHAPTER 2 

THEORY DEVELOPMENT AND HYPOTHESES 

Managers possess a wide range of information which is 

not available to or observable by investors. Voluntary 

disclosure of this information is one means of disseminating 

it to outsiders. That is, managers may choose to publish 

information which is not required by statute as one means of 

making it available to outside parties. I would classify 

the accounting research regarding voluntary disclosure into 

one of three categories3. There is some analytical research 

regarding optimal disclosure rules [Verrecchia, 1983; Dye, 

1990]. In addition, there is a body of research which seeks 

to determine the incremental information content of various 

disclosures using the event study methodologies [French, 

Swidler and Teeuwen, 1992; Hoskin, Hughes and Ricks, 1986; 

Ingram, 1978]. The final category of studies, which is most 

relevant to my research, explains particular disclosure (or 

related accounting) choices as a function of firm specific 

variables [Evans and Patton, 1987; Ruland, Tung and George, 

1990; Leftwich, Watts and Zimmerman, 1981; Waymire, 1985]. 

3 ( 

Citations listed are meant only to be representative 
of a larger class. 

17 
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For purposes of this research I am assuming that 

managers believe these disclosures regarding internal 

controls have some value and, as such, they choose to make 

this information available. For this dissertation, I am 

interested to know which companies have been disclosing this 

information and to examine the possible motivating factors 

for disclosure as suggested by theories used in accounting 

research. Therefore, examination of company specific 

variables is an appropriate methodology. 

Prior Research Regarding the Association of Disclosures and 

Company Specific Variables 

Leftwich et al. [1981] investigate possible motives of 

managers to voluntarily provide quarterly or interim 

financial information in 1948, prior to the existence of any 

reporting requirement. They posit that the frequency of 

reporting is explained by efforts to reduce agency costs. 

The greater the agency costs, the greater the need to 

monitor company activity. Hence, these authors examine the 

relationship between reporting frequency and various proxy 

measures for the level of agency costs. Their results are 

somewhat mixed in that companies which appeared to have 

greater agency costs (as measured by various proxy 

variables) reported semi-annually rather than quarterly. 

The authors attribute the weak results to some combination 

of correlated omitted variables, such as, risk or the 

existence of alternate monitoring devices. 
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Waymire [1985] relates the frequency of disclosure of 

management earnings forecasts and the time horizons of the 

forecasts to the variability of earnings. He confirms that 

companies which have less variability of earnings are more 

likely to disclose management forecasts on a recurring 

basis. 

Ruland et al. [1990] examine other possible incentives 

for releasing earnings forecasts. They posit that managers' 

decisions to release these forecasts are associated with 

presentation of good news, correction and/or confirmation of 

analysts' forecasts, issuance of new securities and the 

level of inside ownership. These authors find that the 

ownership variable is the most important factor. That is, 

as the percentage of management ownership declined, the 

likelihood of inclusion of a forecast increased. The 

subsequent issuance of new securities also is associated 

with the release of management forecasts. The authors point 

out that, in these circumstances, management forecasts may 

facilitate the ability to raise new capital,. 

These studies each examine possible motives for the 

voluntary release of information suggested by various 

theories used in accounting research. These researchers 

each selected financial and other firm specific 

characteristics to represent possible incentives for 

disclosure. To the extent the researchers were able to 

capture the appropriate incentives, the results give some 
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insight into why companies make certain disclosure choices. 

Gibbins et al. [1990] discuss the management of both 

quantitative and qualitative corporate financial 

disclosures. They develop a framework from which to examine 

a wide range of disclosures. These authors identify two 

dimensions of reporting practices: ritualism and 

opportunism. According to Gibbins et al. [1990], companies 

develop disclosure positions in response to both internal 

and external conditions. These authors point out that some 

managers may provide information through disclosure as a 

matter of compliance with some perceived set of reporting 

norms. On the other hand, managers may pursue an active 

disclosure policy designed to maximize specific benefits. 

That is, managers may wish to signal some underlying 

characteristic of their company in an effort to gain some 

advantage. I have looked at the existence of internal 

control disclosures versus characteristics of companies to 

determine if the two dimensions (ritualism and opportunism) 

identified by these authors help to explain the existence or 

absence of disclosure of management reports. 

Ritualism 

Gibbins et al. [1990] define ritualism as the 

"propensity towards uncritical adherence to prescribed norms 

for the measurement and disclosure of financial information" 

[p. 130]. These norms can be formal or informal ones which 

management believes are in effect. "Norms are formed with 
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respect to things that have significance for the group" 

[Gibson, Ivancevich and Donnelly, 1988, p. 285]. Norms are 

the beliefs or standards shared by members of a particular 

group. Therefore, membership in key groups may be related 

to reporting practices if that practice is important to the 

group. 

As discussed earlier, the Financial Executive Institute 

(FEI) supported the 1979 Securities and Exchange Commission 

(SEC) reporting proposal by urging its members to include 

the management report on internal controls in the annual 

report to shareholders. I would expect that companies with 

key officers in the FEI would be more likely to include such 

a report. Additionally, it is possible that either exchange 

listing or industry classification influences reporting 

decisions. It is possible that companies listed on the New 

York Stock Exchange (NYSE) are more likely to provide 

information regarding internal controls. These companies 

have greater investor interest and, as such, may routinely 

provide information which is not strictly required. If 

industry reporting norms do exist with respect to the 

inclusion of management reports on internal controls, then I 

would expect to see different reporting patterns among 

various industries. 

External consultants such as the independent auditor 

may influence corporate disclosure policies as well [Gibbins 

et al., 1990]. The independent auditor may help identify 
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important reporting issues [Gibbins et al., 1990]. While 

the accounting profession has supported voluntary reporting, 

not all auditors may have had the same degree of influence 

on their clients' reporting practices. The largest audit 

firms may be more able to exert influence on clients 

reporting decisions due to their size relative to that of 

their client. Large audit firms tend to have broader client 

bases and are therefore likely to be more independent of 

individual clients [DeAngelo, 1981]. Because these larger 

firms are not as dependent on any single audit client, large 

auditors may be in a stronger position to influence 

reporting behaviors of management. Therefore, choice of a 

Big Eight auditor may increase the likelihood of the 

decision to voluntarily disclose this information. 

Reporting norms may exist within the company as well. 

That is, corporate managers may initially elect to disclose 

a report in internal controls, thereby establishing a 

precedent for inclusion of the report. Managers may then be 

reluctant to discontinue this reporting practice so as not 

to break the established reporting pattern. The following 

hypotheses, stated in the alternate form, will therefore be 

tested to determine if companies exhibit ritualistic 

tendencies regarding the decision to include a management 

report on internal controls in the annual report. 

HI: FEI membership of key corporate officers increases 
the likelihood of inclusion of a management report 
on internal controls. 
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H2: Exchange listing does affect the decision to 
disclose a management report on internal controls. 

H3: Industry classification does affect the decision 
to disclose a management report on internal 
controls. 

H4: Use of a Big Eight auditor increases the 
likelihood of disclosure of a management report on 
internal controls. 

H5: Inclusion of a management report on internal 
controls in the prior year increases the 
likelihood of inclusion of such a report in the 
current year. 

Opportunism 

Gibbins et al. [1990] define opportunism as a company's 

"propensity to seek firm specific advantage in the 

disclosure of financial information" [p. 130]. Opportunism 

entails an active role for company officers in the 

management of disclosure. In essence, this opportunism is 

synonymous with signalling theory. Contemporary signalling 

theory got its start from Spence [1973]. Spence posits that 

individuals will engage in some behavior as a means of 

signalling underlying, unobservable characteristics. 

Specifically, Spence argues that in a job market setting 

individuals will invest in an education in order to signal 

their higher productivity to potential employers. 

Individuals do so in order to maximize the "difference 

between offered wages and signalling costs" [Spence, 1973, p 

358]. Furthermore, in order for the signal to be effective, 

signalling costs must be negatively correlated with worker 
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productivity. That is, there must be an inverse 

relationship between the cost of the signal and the presence 

of the underlying characteristic in order for the market to 

place a value on the behavior or signal. For example, if 

both low and high productivity workers could invest in 

education at the same cost, then all would presumably do so. 

Education would no longer provide a means of differentiating 

workers of different productivity levels.4 

Signalling theory has been applied to accounting as 

well. Verrecchia [1983] suggests that managers voluntarily 

disclose information in an effort to increase the market 

price of the stock. That is, if the managers believe that 

the information will enhance the value of their company 

relative to others, then the signal will be released. This 

implies that the absence of disclosure is as strong a signal 

as actual disclosure. No signal will be interpreted as bad 

news. Therefore, as explained by Verrecchia [1983], 

managers should be motivated to provide full disclosure in 

an effort to avoid any misunderstanding with investors. In 

terms of the internal control question, signalling theory 

suggests that managers should be willing to disclose 

information regarding their internal control systems if it 

is good news. Strong internal controls offer better 

4 In the case of internal control reporting, the costs 
of disclosure must be lowest for those companies with strong 
controls in place. Costs to make these same assertions must 
be higher for companies without adequate controls. 
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assurance against the existence of material misstatements 

and fraud [Treadway, 1987]. Disclosure regarding the 

internal control systems then may be intended as a signal of 

the quality of the financial reporting process. 

Verrecchia [1983] points out that signaling is not 

costless however. Once the researcher introduces costly 

signalling, then the absence of disclosure cannot be easily 

interpreted. The notion of cost/benefit analysis therefore 

can be applied to voluntary disclosure. That is, managers 

will disclose only that information which produces a net 

benefit. Therefore, withheld information is not necessarily 

bad; rather, the benefits of disclosure are simply not 

sufficient to warrant the additional cost. Taken as a 

whole, this line of reasoning suggests two things. First, 

information producers with the lower incremental cost will 

disclose the information. Secondly, those firms for which 

benefits are likely to be the greatest will disclose. 

Certain costs are likely to be associated with 

management disclosures regarding internal controls. For 

companies which already have effective internal control 

systems in place, the cost of disclosure is likely to be 

minimal (cost of printing letter in annual report). Other 

entities may face greater costs of disclosure however. If 

all companies were required to make disclosures regarding 

internal controls, those companies with weaker existing 

controls would either have to strengthen their control 
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systems or face the consequences of disclosing information 

regarding a less effective system. 

In addition, for a signal to be effective, there must 

be significant penalties or costs imposed on false signals 

[Grossman, 1981]. If no such penalties exist, then managers 

will not be honest. Where costs are not imposed from 

outside the company, managers are motivated to provide some 

sort of guarantee regarding the quality of the disclosure 

[Grossman, 1981]. I do not believe that false signalling is 

a problem with the voluntary disclosures regarding internal 

controls. Currently under SAS No. 8, auditors must evaluate 

all inclusions to the annual report and report on any 

information which is "materially inconsistent" with the 

financial statements. An interpretation of SAS No. 8 

directly addresses this requirement. The interpretation 

reads 

Under Section 550, the auditor is required to read the 
report by management and consider whether it is 
materially inconsistent with information appearing in 
the financial statements and, as a result, he may 
become aware of a material misstatement of fact [AICPA, 
1988, AU 9550, p 1975]. 

This interpretation of SAS No. 8 requires action on the part 

of the auditor if a material misstatement of fact (regarding 

statements about the controls) exists. The auditor must 

bring the problem to the attention of upper management 

and/or the audit committee. If management fails to take the 

appropriate action (revising the report, for example), the 
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auditors should seek legal council as to further action to 

be taken [AICPA, 1988, AU 9550]. 

In addition, the Securities Acts impose penalties on 

public companies and their officers for misrepresentation in 

financial reporting. Therefore, the potential penalties for 

making a false statement regarding the assessment of 

internal controls are high. As a result, I assume that any 

firm which includes a management report on internal controls 

has judged their system as providing reasonable assurance 

that certain control objectives are being met.5 

My primary concern in this study is not whether 

management reports contain incremental information content 

for investors. That is, I have not measured the value of 

this potential signal. Rather, I assume that because these 

reports are being disclosed managers believe the reports are 

valuable. Therefore, I was interested in examining possible 

incentives of companies to include the information in the 

annual reports. To do so, I examined possible motivations 

for producing such a signal. In order for a relationship to 

exist empirically between company characteristics and the 

disclosures regarding internal controls, the variables 

selected must be related to either the costs; or benefits of 

making such information public [Waymire, 1985]. 

However, I do not assume that the absence of the 
report translates into weak controls. It is possible that 
firms with strong controls would choose not to disclose. 



28 

An SEC official, Jack Albert, commented in a telephone 

interview that he believed the companies which have 

disclosed this information tend to be larger companies. He 

indicated that these larger companies have more resources to 

devote to developing adequate controls. This assertion made 

by Albert is consistent with the findings in Kinney and 

McDaniel [1989] and Mautz et al. [1980]. Kinney and 

McDaniel [1989] found that smaller firms are more likely to 

have to report a correction of misstated quarterly earnings. 

The authors attribute the misstatements to weaker internal 

controls. Mautz et al. [1980] conducted extensive 

interviews with and obtained survey data from corporate 

officials on the state of their internal control systems. 

The authors found that larger companies were more likely to 

have a separate internal audit function and formal systems 

in place to monitor compliance with internal control 

procedures. In addition, the survey showed that the large 

companies had more faith in the effectiveness of their 

internal control systems. Therefore, the correlation 

between size and the devotion of resources towards (and 

adequacy of) internal controls seems reasonable. 

The size of a company can be measured in a variety of 

ways. I chose to use total assets at the balance sheet date 

to measure the size of the companies included in my study. 

Because the period of my analysis extends from July 1978 to 

June 1989, I restated the asset values to base year dollars 
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by dividing assets by the price-level index (corresponding 

to the company year ends in all cases) to reduce the effects 

of inflation on the values being compared. I used the 

Consumer Price Index (CPI) to restate the asset values 

because it was available on a monthly basis over the entire 

period of my analysis. The GNP Deflator is another index 

commonly used; however, it is only available* quarterly. 

Apparently, the rates of inflation captured by these two 

measures is fairly similar [Williams, Stanga and Holder, 

1989]; therefore I chose to use the CPI. In fact, the 

Financial Accounting Standards Board requiresd the use of the 

CPI in the supplemental disclosures of the effects of 

changing prices. The base year for the CPI figures I used 

was 1967. Again, I expect the likelihood of reporting on 

internal controls to be higher for companies with greater 

amounts of assets adjusted in the manner just described. 

The degree of earnings growth and the adequacy of 

working capital (relative to industry averages) of a company 

are included here because they may have an impact on the 

adequacy of internal controls. Extreme (high or low) growth 

rates may be correlated with weaker controls [Kinney and 

McDaniel, 1989]. High growth may increase the chance that a 

company has outgrown existing control systems. Low growth 

rates, on the other hand, may increase the pressures for 

managers to manipulate financial information which may 

require circumvention of control systems. Therefore, as the 
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growth rate of a company becomes less extreme, relative to 

other companies, then the likelihood of inclusion of the 

management report increases. 

In addition, the adequacy of working capital has been 

linked to lower inherent and control risk [AICPA, 1988, AU 

312.20a; Albrecht et a L , 1982; Colbert, 1987]. That is, 

factors such as low growth rates or inadequate working 

capital may "predispose management to misstate financial 

statements" [AICPA, 1988, AU 327.09, p. 2180]. These 

manipulations may be carried out through the circumvention 

of company controls. Therefore, inadequate working capital 

may lead to weaker control systems. Companies with weak 

controls will be less likely to include a mcinagement report 

on internal controls. 

There is no single measure of the adequacy of working 

capital. In examining various texts on financial statement 

analysis [Foster, 1986; Gibson, 1989], I found that the 

adequacy of working capital relates to short: run solvency 

and the ability to generate cash from operations. A variety 

of ratios can be used to assess these notions of adequacy. 

The variables I will test are defined below in Table 1. 
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Table 1 
Ratios to Assess Adequacy of Working Capital 

Ratio 

Quick ratio 

Turnover in 
days of 
Accounts 
Receivable 

Accounts 
Payable 

Inventory 

Cash Flow as 
a % of Assets 

Definition 

fCash + MS* + Net Receivables! 
Current Liabilities 

Average Gross Receivables 
Net Sales / 365 

Average Accounts Payable 
Purchases / 3 65 

Average Inventory 
COGS** / 3 65 

Cash Flow from Operations"1" 
Total Assets 

Attribute 

liquidity 

liquidity 

ability to 
generate 
cash 

* MS = Marketable Securities 
** COGS = Cost of Goods Sold 
+ Cash Flow from Operations = operating income +/- noncash 

revenue and expense items - change in other working 
capital items 

The growth rate and the financial ratios defined in Table 1 

were measured relative to other companies in the same 

industry. I made this comparison by converting the actual 

measures into Z scores (number of standard deviations away 

from the industry average). The Z scores were used in 

testing the hypotheses involving growth rates and working 

capital adequacy. 

In essence, this other research suggests that larger, 

more stable firms already have adequate internal controls in 

place and can disclose that fact at relatively little cost. 
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This contention is consistent with my earlier assertion that 

producers with the lower incremental cost are more likely to 

disclose this information. Therefore, I have tested the 

following hypotheses to determine if reporting companies are 

larger and more stable than nonreporting entities. 

H6: As the size of a company increases, the likelihood 
of inclusion of a management report on internal 
control also increases. 

H7: As the growth rate of earnings changes, the 
likelihood of inclusion of a management report on 
internal control also changes. 

H8: As the adequacy of working capital decreases, the 
likelihood of inclusion of a management report on 
internal control decreases. 

It is managements' responsibility to provide others 

with reliable financial information which is "useful for 

making economic decisions and/or evaluating management's 

effectiveness in fulfilling its stewardship and related 

managerial responsibilities" [AICPA, 1979, p. 34]. The 

establishment of adequate internal controls is one facet of 

fulfilling this duty. A management report on internal 

controls therefore serves to notify existing and potential 

investors and creditors that management acknowledges and has 

made progress toward fulfilling its duty. Agency theory 

therefore may provide some insight into why certain 

companies include management reports on internal control in 

their annual reports. Agency theory is based on the idea 

that managers will put limits on their powers in an effort 

to minimize any wage reductions from the principal [Jensen 
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and Meckling, 1976]. That is, managers may, in this case, 

implement strong internal controls in an effort to assure 

absentee owners that the company is safe in management's 

hands. The strength of internal controls and top 

management's commitment to them cannot be directly observed 

by owners; therefore, the management report may be used to 

transmit this, information. Agency theory predicts that more 

diffuse ownership, and/or the existence of restrictive debt 

covenants, increases the demand for monitoring (in this case 

strong internal controls and reporting thereon). That is, 

the demand for monitoring increases as the degree of 

management ownership of stock decreases and/or the amount of 

outside capital increases. In an effort to determine if the 

inclusion of management reports is related to possible 

pressures to reduce agency costs, I included the following 

hypotheses: 

H9: As the percentage of stock owned by management 
increases, the likelihood of inclusion of a 
management report on internal controls decreases. 

H10: As the debt to asset ratio increases, the 
likelihood of inclusion of a management report on 
internal controls increases. 

In addition, Gibbins et al. [1990] posit that the 

"frequency of use of financial markets influences 

disclosure" [p. 132]. For example, Ruland et al. [1990] 

found that companies issued management forecasts prior to 

issuing new securities. Generally then, managers may 

disclose more information in an effort to create a favorable 
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impression with potential investors. Given this concept and 

the potential agency implications of issuing new securities, 

I would posit that the impending issue of new securities may 

have an impact on the decision to report. That is, 

disclosure of a management report on internal controls for 

companies which are issuing securities may be more crucial. 

The benefits of reporting may not be sufficient to trigger 

disclosure by companies issuing no new securities. 

Therefore, I would expect that a company which intends to 

issue some amount of new securities in a succeeding period 

is likely to provide a management report on internal 

controls. I have included the following hypothesis to test 

this assertion. 

Hll: Issuing relatively large amounts of publicly 
traded securities in the year following the 
release of the annual report makes inclusion of a 
management report on internal controls more 
likely. 

In addition, the 1988 SEC proposal states that 

effective control systems will help to assure that unaudited 

financial data is reliable. Therefore, inclusion of a 

management report on internal control should offer some 

assurance as to the quality of such unaudited information. 

One such type of unaudited information is quarterly reports. 

Kinney and McDaniel [1989] examined the characteristics of 

firms which were likely to report a material change in 

previously reported quarterly data. These authors posited 

the following: 



35 

For corrections to appear in a year-end financial 
statement footnote, three conditions must be present: 
(1) a "material" error must occur in the 
accounting/quarterly reporting process and not be 
detected by extant internal accounting control or by 
the auditor's contemporaneous quarterly review (if 
applied); (2) it must be discovered by management or 
the auditor prior to the audited annual statement's 
release; and (3) management or the auditor must decide 
that public correction is warranted [p. 74]. 

In analyzing the restatements, Kinney and McDaniel [1989] 

therefore eliminated changes which were made for reasons 

other than error corrections. That is, they excluded 

changes in reported earnings due to changes in estimates, 

accounting methods and tax reallocations. 

They reported that companies making error corrections 

are smaller, slower growing, less profitable, and have 

higher debt. The authors attributed the misstatements to 

weaker internal controls. If these companies do have weaker 

controls, I would contend that they would not be as likely 

to provide management reports on internal controls as 

companies which are not required to correct previously 

reported data. That is, examination of changes in 

previously reported quarterly data may give some insight 

into why companies might not disclose a management report on 

internal control. This contention leads to my next 

hypothesis. 

H12: Companies which are required to correct quarterly 
data for a given year are not as likely to include 
a management report on internal controls for the 
same period. 



36 

Finally, it is possible that external events triggered 

the inclusion of management reports on internal control. 

Specifically, I would expect to see greater numbers of new 

disclosers in periods following significant events related 

to potential regulation. Following passage of the FCPA in 

1977 and the issuance of the Cohen Commission report in 1978 

the FEI issued statements in 1978 encouraging inclusion of 

internal control reports by management [FEI, 1978]. The 

AICPA Special Advisory Committee on Reports by Management 

issued their tentative conclusions in December 1978 [Thorne, 

1979]. This committee clearly supported the concept of 

voluntary management reporting on internal controls. The 

original SEC proposal was issued early in 1979 and 

apparently these combined efforts affected reporting 

practices for 1978 annual reports. FEI again urged 

inclusion late in 1979 and 1980 which may have influenced 

reporting decisions for those periods. The SEC withdrew 

their reporting proposal in 1980 but urged businesses to 

continue reporting. The federal agency reporting 

requirements were added in September 1982. This 

requirement, while not affecting the private sector 

directly, may have caused some managers to become more 

sensitive to the issue. The final Treadway Commission 

report was issued in October 1987 (the exposure draft was 

issued in December 1986) and the second SEC proposal was 

issued in July 1988. These significant events are 
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summarized in Appendix C. I, therefore, have included the 

following hypothesis to determine whether certain external 

events had an apparent impact on the decision to report. 

H13: Initial reporting decisions are correlated with 
significant events related to potential 
regulation. 

These hypotheses are summarized in Appendix D. In 

conclusion, I contend that the decision to include a 

management report on internal control in the annual report 

is a function of FEI membership, industry membership, choice 

of auditor, company size, growth, adequacy of working 

capital, percentage of management ownership, degree of 

leverage, use of capital markets, changes in quarterly 

report data and certain significant events relative to the 

report. 



CHAPTER 3 

METHODOLOGY 

In this chapter of the paper, I will discuss the sample 

selection process, specific methodology and data sources 

(summarized in Appendix E) used to test the aforementioned 

hypotheses. Initially, I determined which companies had 

disclosed a management report on internal control by 

examining annual reports, as contained on the National 

Automated Accounting System (NAARS) data base, for reporting 

periods ending from July 1978 through June 1989.6 I used 

July 1978 as the starting point for my analysis because this 

date coincided with the initial publication of reporting 

guidelines by the Financial Executives Institute (FEI). The 

reports by the Cohen Commission and the Special Advisory 

Commissions of the American Institute of Certified Public 

Accountants (AICPA) were published late in 1978 encouraging 

reporting on internal controls by management. 

I identified those companies which included management 

reports on internal controls by doing a keyword search on 

It was suggested that some industries may be 
required to report this or closely related information to 
regulators and therefore should be excluded from 
consideration. I did not find this to be the case; 
therefore, I did not exclude any industries from my study 
for this reason. 

38 
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the NAARS database. In 19787 these reports were contained 

in the OTHEX field on NAARS. In all subsequent periods, 

these reports were indexed as a separate field referred to 

as MGTREP. My search revealed a total of 8079 such 

management reports in annual reports for reporting periods 

ending between July 1, 1978 and June 30, 1989s. 

I narrowed the number of observations to those 

representing reports issued by companies which (1) existed 

for the full test period, (2) did not change fiscal year 

ends during the test period and (3) were included on both 

the Compustat II and the NAARS databases. The first two 

constraints were necessary to insure that I had the same 

number of observations for each company. I added the third 

constraint to assure that I did not choose a company for 

which I could not (1) collect financial data and/or (2) 

verify the reporting decision through inclusion on NAARS. 

At this point in the selection process I had 4456 

qualifying report observations to include in my research. 

In reviewing the list of report observations I found that 

the NAARS database indicated that some companies had 

discontinued reporting for some time during my examination 

7 The NAARS database uses a fiscal year of July 1 to 
June 30. For example, the period 1978 includes reports 
issued by companies with year ends of July 1, 1978 to June 
30, 1979. 

8 I assumed that the NAARS database correctly 
identified the initial report adoption during the test 
period. I will address this assumption in a later chapter. 
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period. I checked actual annual reports or 10-K's as 

contained on the Q-data File to determine whether or not a 

report was actually issued for those intervening periods, 

found 301 additional reports as a result of my subsequent 

search, bringing the total number of observations to 4757. 

The inclusion criterion and the corresponding number of 

observations are summarized below. 

Table 2 
Sample Selection Criterion and Results 

total number of reports as contained 
on the NAARS database 8079 

reports of companies not on Compustat II <2200> 

reports of companies changing year ends < 19> 

reports of companies not in existence for 
the full examination period <14 04> 

additional reports found in search of 
Q-data File 301 

total report observations 
(representing 57% of the NAARS sample) 4757 

Because I needed to compare the characteristics of 

companies which have included a management report on 

internal control with those that have not, I needed to 

select a group for comparison. I subjected the control 

sample to the same criterion as the reporting companies. 

That is, I selected the comparison companies; from among the 

remaining, non-reporting, companies common to both the NAARS 
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NYSE ASE OTC total 

529 61 127 717 

432 59 140 631 

961 120 267 1348 

and the Compustat II data bases.9 The final sample of 

companies which I selected (summarized here by exchange 

membership) was as follows: 

Table 3 
Firms Selected for Study by Exchange 

Reporting companies 

Non-reporting companies 

total companies selected 

where 
NYSE = New York Stock Exchange 
ASE = American Stock Exchange 
OTC = Over-the-Counter Exchange 

In summary, I had 1348 different companies represented 

in my study. I collected data on each of these companies 

for each of 11 years, producing 14,828 total observations. 

Of the total observations, 4757 represent instances of the 

inclusion of management reports on internal controls. Some 

companies may have produced the report in each of the 11 

years, while others may have only included such information 

in one period. This information is summarized in Appendix 

F. 

After determining which companies reported information 

on internal control, I sent out a short survey to a randomly 

I did not want to match the comparison group on the 
basis of some factor such as size, as I expect size to have 
an impact on the decision. 
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selected sub-sample of the disclosers and a comparable 

number of non-disclosers. The survey information was used 

to corroborate my selection of variables for inclusion in 

the research. A copy of the survey instrument and a summary 

and discussion of the results are included in Appendix G. 

Univariate Data Analysis 

I tested the hypotheses defined earlier in a variety of 

ways. First I performed a series of univariate tests of the 

mean values for each of my financial variables to determine 

if the values of these variables differ significantly 

between my two groups. The non-parametric Wilcoxon-Mann-

Whitney test [Siegel and Castellan, 1988] and parametric t-

tests were used to test for any significant differences. 

These tests were performed, not to test any single 

hypothesis, but to determine if subsequent analysis was 

likely to produce any interesting results. The variables 

being tested and the techniques I used to test each are 

summarized below. 

Table 4 
Preliminary Univariate Data Analysis 

Variables 

Size 
Income Growth 
Percentage of Management 

Ownership of Stock 
Working Capital Adequacy 
Leverage 

Tests Performed 

Parametric T - tests 
and 

Nonparametric comparison 
of ranks 
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In addition, I did some preliminary tests of hypotheses 

H2, H3, H4, Hll, H12 using Chi-Square tests [Siegel and 

Castellan, 1988]. The Chi-Square tests offer a preliminary 

indication as to whether the individual dichotomous 

variables are related to the decision to report on internal 

controls. The variables which I examined with these 

univariate techniques (and the related expectations) are 

summarized below in Table 5. 

Table 5 
Chi Square and Related Data Analysis 

Hypothesis Variable Expectations 

H2 Exchange Listing NYSE companies more 
likely to report 

H3 Industry as indicated 
by SIC codes -> 

H4 Audit Firm Use of Big Eight 
auditor increases 
chance of reporting 

Hll New security issue 
in following year 

companies which 
issue securities 
are more likely to 
provide report 

H12 Presence of correction 
of quarterly data 

correcting 
companies are not 
as likely to report 

H13 Number of new reports 
issued each year 

reporting not 
evenly distributed 
over time 

I included H2 to examine the effect of exchange listing on 

the decision to include a management report on internal 

controls. I used the exchange designation as given by the 
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Compustat II database. I expected that companies listed on 

the NYSE would be more likely to provide management reports 

than companies listed on other exchanges. I found this to 

be the case; therefore, I controlled for the potential 

exchange effect by adding a dichotomous variable to my 

multivariate logit model. I tested for any industry effects 

on reporting (H3) using two digit SIC codes as specified by 

Compustat II. Broad categories of membership do appear to 

impact the decision to report information on internal 

controls. Again I adjusted the specification of my logit 

model to control for any industry effects on the decision to 

report. 

H4 addresses the effect of the choice of auditor (as 

given by values of DATA149 on the Compustat II tapes) on the 

decision to report on internal controls. I tested the 

dichotomy of Big Eight/Non-Big Eight audit firms as 

previously discussed. Again, I modified the multivariate 

model to incorporate the effects of auditor choice on the 

internal control reporting decision. 

Hll addresses the issue of the effect of subsequent 

security issues on reporting practices. I determined which 

companies in my study issued securities by searching past 

issues of The Directory of Corporate Financing. I expected 

that those companies which anticipated issuing securities 

were more likely to disclose information on their internal 

controls. I tested this hypothesis with a Chi-Square test of 
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independence. Reporting status at time t was tested against 

the existence or absence of a new security issue in period 

(t + 1) . 

With H12 I examined the association between the 

decision to report on internal controls and the correction 

of quarterly earnings. Again, I expected that companies 

required to correct previously reported quarterly earnings 

would not include a management report on internal controls. 

I searched the NAARS database for evidence of correction of 

previously reported earnings. The search covered the entire 

II year examination period. My search was specified as FTNT 

(INTRIM W/SEG (ERRORS OR CORRECTIONS OR REVISIONS OR 

RESTATEMENTS)).10 I used the same criterion for selection 

used by Kinney and McDaniel [1989] in eliminating any 

corrections which were not indicative of errors in the 

accounting system. That is, I eliminated companies required 

to make a change in previously reported quarterly earnings 

as a result of (1) a change in an accounting principle or 

estimate, (2) a change in entity, (3) a change in the tax 

accruals resulting from changes in the tax rates and/or 

(4)corrections which were not material enough to warrant 

restatement. 

10Translated, I was looking for the terms Errors, 
Corrections, Revisions or Restatements in footnotes also 
dealing with interim financial information. 
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Finally, I analyzed H13 using Cochran's Q test and a 

series of binomial tests [Siegel and Castellan, 1988]. H13 

deals with the association between initial disclosures and 

periods in which select events may have affected the 

decision to report. I found that some of the events related 

to the reporting issue appear to have had an impact on 

reporting; therefore, I controlled for this time period 

effect in my multivariate model through the use of dummy 

variables. 

Multivariate Data Analysis 

The primary test of the hypotheses was accomplished 

using a logit model. The dependent variable in this study 

is a dichotomous variable: inclusion = (1), no inclusion = 

(0). Because I am using a qualitative dependent variable, 

ordinary regression analysis is not appropriate [Greene, 

1990]. Using regression analysis, the predicted values of 

the dependent variable cannot be restricted to the 0,1 

interval. In addition, as discussed by Greene [1990], 

certain essential assumptions of regression analysis would 

be violated. For example, with a dichotomous dependent 

variable, the distribution of the error term would not be 

normally distributed. 

For a study of this type, I could have chosen either 

probit or logit as a means of analyzing the data. According 

to Greene [1990] and Johnston [1984], with a [0,1] dependent 

variable, the choice can be made for practical (as opposed 
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to theoretical) reasons. With logit, the log odds of the 

occurrence is a linear function of the independent variables 

[Johnston, 1984]. Therefore, for ease of estimation, I used 

the logistic regression procedures as performed by the SAS 

software package. The logit model can be expressed as 

follows: 

i 
Probability (inclusion) = 

1 + e"z 

where Z = B0 + BjX; + error 

e = the base of the natural logarithm 

Probability (no inclusion) = 1 - P(inclusion). 

Interpretation of the parameters, of the model is a bit 

different with logit than with regression analysis. 

Positive values of the estimated coefficients are 

interpreted as indicating an increase in the log odds of the 

particular event occurring. Therefore, the hypotheses given 

earlier were stated in terms of the effect of particular 

variables on the likelihood of the inclusion of a management 

report. Predicted values of the dependent variable will 

always be between 0 and 1 and are interpreted as the 

probability of the event (inclusion of the report) 

occurring. In this manner, I can compare the observed and 

the predicted outcomes to determine the extent of any 

misclassifications. In addition, I can test the goodness 

of fit of the overall model using the change in the quantity 
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( -2 times the log likelihood). This statistic is tested 

using a Chi-Square distribution. The degrees of freedom are 

equal to the number of variables added to the model. 

Individual parameters are tested using the Wald statistic 

which also has a Chi-Square distribution. 

The Model 

Using logit analysis, I tested the following model: 

1 
Prob (inclusion) = 

1 + e 

e = the base of the natural logarithm 

where Z = B0 + B,FEI + B2PRR + B3SIZE + B4GROW + BSQR 

+ B6ART + B7APT + BgINT + B9CFA + B10PMAN 

+ BnLEV + B12NSEC + BjjCORR + B14AUD 

+ B15EXCH + error 

The variables and the expected sign of the parameter values 

(and the number of the hypothesis to which each relate) are 

defined as follows: 

FEI(+) = variable to represent membership of key 
officers in FEI. (HI) 

EXCH (+) = dichotomous variable to represent exchange 
listing. [1 = New York Stock Exchange] (H2) 

AUD (+) = dichotomous variable to represent auditor 
choice. [1 = Big Eight firm, 0 = other] (H4) 

PRR(+) = dichotomous variable to signify whether or 
not the company included a management report 
in the prior year. (H5) 

SIZE(+) = total assets / year-end price level index. 
(H6) 
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GROW(+) 

QR(+) 

ART(-) 

APT(-) 

INT(-) 

CFA(+) 

PMAN(-) = 

LEV(+) 

NSEC(+) = 

CORR(-) = 

the absolute value of the Z score of the 
growth in a company's net income over the 
prior period. (H7) 

the Z score of the quick ratio (H8) 

the Z score of the accounts receivable 
turnover in days (H8) 

the Z score of the accounts payable turnover 
in days (H8) 

the Z score of the inventory turnover in days 
(H8) 

the Z score of the cash flow from operations 
as a percentage of total assets (H8) 

the percentage of stock owned by management. 
(H9) 

the year-end debt / asset ratio. (H10) 

the amount of new, publicly traded securities 
as a percentage of total assets in the year 
following the annual report. (Hll) 

the existence of a correction of a material 
error in the quarterly financial data. (H12) 

H3 (industry membership) and H13 (time period) proved to be 

significant with my univariate analysis; therefore, I added 

sets of dummy variables to represent these factors in the 

logit model as previously discussed. I have collected data 

on all companies over the entire 11 year analysis period. 

In addition, I pooled all the observations together in order 

to maximize the degrees of freedom and minimize the standard 

errors of the parameter estimates. I will discuss the 

specific results of my analysis in the following chapter. 



CHAPTER 4 

RESULTS OF ANALYSIS 

As I indicated in the preceding chapter, my data set 

contains 4757 observations of management reports on internal 

controls for the entire analysis period. The number of 

reports has steadily increased over time. The following is 

a summary of the reports issued and included in my study. 

Table 6 

report periods 
fiscal year 
ends from 

# of 
firms 
NAARS1 

# of IC 
reports 
NAARS 

# of IC 
reports 

my sample 

7/78 to 6/79 4072 235 116 

7/79 to 6/80 4165 534 267 

7/80 to 6/81 4204 771 383 

7/81 to 6/82 4197 825 436 

7/82 to 6/83 4170 831 451 

7/83 to 6/84 4214 806 457 

7/84 to 6/85 4218 789 471 

7/85 to 6/86 4220 783 483 

7/86 to 6/87 4201 765 499 

7/87 to 6/88 4201 833 566 

7/88 to 6/89 4200 907 628 

total 46062 8079 4757 

1. NAARS (National Automated Accounting System) 
2. Companies with a June 3 0 year end are treated 

differently by the two databases. 

50 
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The 4757 report observations represent a total of 717 

different companies. In the initial stages of my analysis, 

I compared the reporting companies to the non-reporting ones 

to determine if there were significant differences between 

the two groups. I performed both parametric and 

nonparametric comparison of mean values of all of the 

continuous variables in my study. Specifically I compared 

the values of the variables for size, leverage, growth, 

management ownership and working capital adequacy11. I 

found that the reporting and non-reporting companies exhibit 

significant differences with respect to certain of these 

variables. The reporting companies are larger and have less 

extreme rates of growth in net income within their 

respective industries. In addition, the reporting companies 

appear to be characterized by a lower percentage of 

management ownership of stock. The results of the 

comparison of mean values of leverage and the working 

capital adequacy variables are mixed. The specific results 

of the parametric t-tests are reported below. 

11 Not all data items are available for companies 
within all industry categories. The working capital 
adequacy variables were not available for utilities, 
insurance companies and banks. I eliminated these companies 
from my analysis of mean values and the related multivariate 
model. 
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Table 7 
Results of Parametric Comparison of Means 

Variable sample Group Group t statistic 
size Mean Standard 

Deviation 

SIZE (millions) 

p value 

RPT = 0 7367 2.97 0.63 - 14.77 < .0001 
= 1 3512 11. 61 33.91 

GROW 
RPT = 0 7367 0.52 0.85 6.14 < . 0001 

= 1 3512 0.43 0.78 
PMAN (%) 

RPT = 0 593 15.94 14 .23 2.84 .0046 
= 1 279 12.56 17.21 

LEV (%) 
RPT = 0 7367 24.64 18.58 2.88 . 0039 

= 1 3512 23 . 65 15. 83 
CFA 

RPT = 0 7367 -0. 05 1. 00 - 8.72 < . 0001 
= 1 3512 0.10 0.80 

QR 
RPT = 0 7367 0. 04 1.03 9.11 < .0001 

= 1 3512 -0. 12 0.80 
ART 

RPT = 0 7367 0.00 0.97 1.24 .21 
= 1 3512 -0. 02 0.91 

APT 
RPT = 0 7367 -0. 01 0.98 0. 07 .94 

= 1 3512 -0. 01 0.88 
INT 

RPT = 0 7367 -0.00 0.99 0.66 .50 
= 1 3512 -0.01 0.89 

SIZE = assets/price level index 
GROW = absolute value of the z-score of growth of net income 
PMAN = percentage of management ownership of stock 
LEV = long term debt/assets * 100 
CFA = z-score of cash flow from operations/assets 
QR = z-score of quick ratio 
ART = z-score of accounts receivable turnover in days 
APT = z-score of accounts payable turnover in days 
INT = z-score of inventory turnover in days 
RPT = 0 non-reporting companies 
RPT = 1 reporting companies 
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Several of the aforementioned variables may not meet 

the assumptions for a parametric comparison of means. For 

example, the variables may not be normally distributed. In 

addition, the presence of outliers can greatly affect the 

calculation of mean values. Therefore, I also performed 

nonparametric tests comparing the reporting and non-

reporting groups. Specifically, I performed the Wilcoxon 

Mann-Whitney test [Siegel and Castellan, 1988] which is a 

comparison based on the ranks of the values of the 

variables. The results were consistent (ie. showed 

significant differences) with those reported above for the 

variables of SIZE, GROW, LEV, CFA, QR and PMAN. In 

addition, the two groups were not significantly different 

with respect to the values of APT, ART or INT under either 

set of analysis. Based on these results, it does appear 

that the two groups differ significantly in several 

respects. 

As reported in Table 7, the reporting and non-reporting 

groups did differ with respect to the measure of leverage 

which is intended to proxy for the presence of restrictive 

debt covenants. That is, as it is commonly used, higher 

values of leverage are associated with a higher level of 

restrictive debt covenants [Press and Weintrop, 1990]. The 

reported mean values for the leverage variable as I defined 

it are not consistent with my expectations however. I 

expected that the existence of debt covenants would lead 
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companies to report on their internal control. Therefore, I 

would have expected the reporting companies to have higher 

debt to asset ratios. It appears however, that the 

reporting companies have lower values of leverage, using 

both the actual values and the rank scores of the debt to 

asset ratio. 

It seems, in retrospect, that the level of debt should 

be judged relative to that of other companies within a given 

industry. It is perhaps not meaningful to compare, for 

example, the debt levels of highly capital intensive firms 

with those of service firms. Therefore, I converted the 

debt to asset ratios to z-scores within industries as 

defined by the Compustat industry codes. 

Agency theory would lead me to predict that low levels 

of debt would not create either the need for additional 

monitoring or the pressure to report in internal controls. 

That is, managers of companies with low levels of debt would 

not be as motivated to provide additional evidence of their 

monitoring efforts. On the other hand, managers of highly 

leveraged firms, relative to their industry, may be more 

likely to manipulate financial information in response to 

extremely restrictive debt covenants. This pressure to 

manipulate data could create weaknesses in the internal 

controls of those firms. Somewhere between the two 

extremes, I would expect that mangers would be motivated to 

include a management report on internal controls as 
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additional evidence of monitoring efforts to reduce the 

agency costs associated with their debt. 

Using this line of reasoning, I would expect that 

reporting companies should have less extreme leverage 

ratios, relative to other, non-reporting companies. 

Therefore, I retested the leverage variable to see if my 

revised expectations were correct. I compared the absolute 

values of the z-scores of the debt to asset ratios with the 

following results. 

Table 8 
Retest of Leverage Variable 

mean standard t p value 
deviation statistic 

ABZLEV 
RPT = 0 .801 .622 13.64 < .0001 

= 1 .646 .523 

ABZLEV = absolute value of z-score of debt/asset ratio 
RPT = 0 nonreporting companies (N = 73 67) 

= 1 reporting companies (N = 3512) 

It appears that the reporting and nonreporting companies are 

significantly different with respect to the leverage 

variable defined in this revised manner. In addition, the 

relative mean values are in line with my revised 

expectations. The mean value of the variable is higher for 

the non-reporting companies, indicating the existence of 

more extreme degrees of leverage.12 Therefore, I used the 

12? 2An extreme amount of leverage relative to other firms 
in an industry will result in a more extreme z-score (larger 
positive score or larger negative score) than observed for 
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revised variable in the logistic regression to be discussed 

later. 

Univariate Tests of Select Hypotheses 

Having established that there are significant 

differences between the reporting and non-reporting 

companies in my study, I then performed univariate tests of 

the variables related to specific hypotheses mentioned in 

the prior chapter. That is, I tested for any associations 

between the decision to report on internal controls and 

Financial Executives Institute (FEI) membership (HI), 

exchange listing (H2), industry membership (H3), choice of 

auditor (H4), new security issues (Hll), corrections of 

previously reported quarterly data (H12), and periods 

containing external events related to impending legislation 

(H13). I tested each of these hypotheses with the 

appropriate univariate tests as described in the following 

sections. I have presented the results of each of these 

tests in tabular form. Each of these tables present a 

comparison of the actual versus the expected number of 

companies in each cell. In addition, I have presented the 

contribution of each cell to the overall Chi-square 

statistic. 

the comparison companies. Taking the absolute value of the 
z-score allows me to observe extreme versus mid-range values 
of leverage more easily. 
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Preliminary Test of HI - Membership in FEI 

I performed a Chi-square test of independence between 

the presence or absence of a report on internal controls and 

FEI membership status. I found that, as expected, companies 

with managers in the FEI were more likely to include a 

management report on internal controls in their annual 

reports. The actual results were as follows. 

Table 9 

actual 
expected FEI = 0 FEI = 1 totals 
cell Chi-sqr (non-members) (members) 

RPT = 0 5,646 4,425 10,071 
(no report) 4, 455 5, 616 

318.53 252.66 

RPT = 1 913 3,844 4,757 
(report) 2, 104 2,653 

674.35 534.90 

totals 6,559 8, 269 14,828 

The overall Chi-square was 1780.43 which indicates that the 

decision to report is not independent of a company's 

membership in the FEI. More specifically, as Table 9 shows, 

more companies than expected (3,844 actual versus 2653 

expected) belonged to the FEI and provided a report on 

internal controls in their annual reports. The results of 

this Chi-square test support further consideration of the 

variable in the overall model to be discussed later. This 

result is consistent with ritualistic behavior discussed 

earlier. That is, managers may be more likely to report on 
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internal controls because this reference group (FEI) urged 

inclusion of the information on a voluntary basis. 

Preliminary Test of H2 - Exchange Listing 

When collecting the report data from the National 

Automated Accounting System (NAARS) database, I collected it 

by exchange. From that initial collection point, I could 

see that the reporting firms were more heavily concentrated 

in the New York Stock Exchange (NYSE). The other two 

exchanges were consistently underrepresented in the group of 

reporting companies. I tested for a possible association 

between the decision to report on internal controls and 

exchange listing (NYSE or other) using the Chi-Square test 

of independence. The results are reported below in the 

format previously discussed. 

Table 10 
Chi-square Test of Exchange Listing 

actual EXCH = 0 EXCH = 1 
expected member of member of total 
cell chi-sqr ASE or OTC NYSE 

RPT = 0 3,245 6,826 10,071 
(no report) 2,847 7,224 

55.80 21.98 

RPT = 1 946 3,811 4,757 
(report) 1, 345 3 ,412 

118.12 46.54 

total 4,191 10,637 14,828 

The overall Chi-square was 242.44 which indicates a 

significant association exists between the two variables. 

That is, the decision to report on internal controls is more 
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closely associated with membership on the NYSE. This result 

supports the addition of the exchange variable to the 

logistic model to be discussed later. 

This preliminary evidence suggests that membership on 

the NYSE will increase the likelihood of inclusion of a 

management report on internal controls in the annual report 

to shareholders. It seems possible that the NYSE companies 

have a greater following in the investment community and may 

be more likely to provide information that is not required 

in an effort to put forth a good image to investors. If 

managers of NYSE companies routinely provide extra 

information on a voluntary basis, the inclusion of the 

management report on internal controls would be one example 

of such ritualistic behavior patterns. 

Preliminary Test of H3 - Industry Classification 

Membership in key reference groups of all types may 

have an influence on financial reporting behavior. It is 

possible, therefore, that companies in certain industry 

classifications are more likely to include management 

reports in internal controls. To initially test this 

assertion, I again performed a Chi-square test of 

independence between the decision to report on internal 

controls and gross industry categories. I used the SIC 

codes as my indicator of broad industry categories. I have 

prepared Table 11 to show the results of my initial test of 

this hypothesis. 
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Examination of table 11 reveals that there are some 

differences among these broad industry classifications with 

regards to reporting on internal controls. The overall Chi-

square was 324.5 which indicates that a lack of independence 

(p < .0001) exists between the two variables. 

Table 11 

obsrv 0 to 2000 3000 4000 5000 6000 othr ttl 
expct 2000 
Chi-s 

=0 633 1575 3310 1552 986 1417 598 10071 
545 1886 3174 1643 934 1404 485 

14.1 50.1 5.8 5.1 2.9 0.1 26.1 

=1 170 1197 1365 868 389 651 117 4757 
257 886 1501 111 441 664 230 

29.8 106.0 12.3 10.7 6.2 0.2 55.1 

total 803 2772 4675 2420 1375 2068 715 14828 

0 to 2000 = mining and extractive industries 
2000 = personal products manufacturing 
3 000 = heavy manufacturing 
4000 = transportation and utilities 
5000 = wholesale and retail stores 
6000 = financial industry 
othr = personal service companies 

It appears that companies in both personal products 

manufacturing and the transportation and utility industries 

are more likely than others to report information on 

internal controls. Certainly the transportation and 

utilities industries are heavily regulated. Within the 

group I have labeled as personal products manufacturing, the 

specific industry groups which contributed most 

significantly to the observed relationship were the chemical 

and refining groups. These industries, as with the 
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transportation and utilities industries, may be more 

regulated than the others. Gibbins et al. p 1990] noted 

that operation in regulated markets did affect disclosure 

practices. Companies in these industries may routinely 

provide information to promote a positive corporate image in 

the minds of regulators and investors. 

To control for possible industry effects I added a 

series of variables, representing broad industry 

affiliation, to the logit model. I would expect these 

relationship to be evident in the analysis of the logistic 

model as well. 

Preliminary Test of H4 - Choice of Auditor 

I performed a Chi-square test to determine if the 

choice of auditor was systematically related to the decision 

to report on internal controls. As expected, I found that 

the Big Eight, non-Big Eight dichotomy produced significant 

results. Specifically, companies using Big Eight audit 

firms were more likely to report on internal controls in 

their annual reports. The results of the test are 

summarized in Table 12 below. The overall Chi-square was 

135.8 (degrees of freedom = 1), which does indicate a 

significant relationship existed between the two variables. 

Based on the results of this analysis, the inclusion of a 

dichotomous variable (AUD = 1 if used Big Eight auditor) to 

represent the choice of auditor in the logistic model is 

warranted. 
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Table 12 
Chi-square Test of Auditor Choice 

actual Non -Big Big Eight 
expected Eight Auditor Total 
cell chi-sq Auditor 

RPT = 0 852 7456 8, 308 
no report 689 7619 

38.8 3.0 

RPT = 1 143 3538 3, 681 
report 306 3375 

87.2 6.8 

Total 995 10,994 11,98913 

Large audit firms may have more of an influence on 

clients' reporting behavior than smaller audit firms due to 

their size relative to that of their clients. The largest 

audit firms tend to have broader client bases and are 

therefore likely to be more independent of individual 

clients [DeAngelo, 1981]. Because these larger firms are 

not as dependent on any single audit client, large auditors 

may be in a stronger position to influence reporting 

behaviors of management. The observed relationship between 

reporting on internal controls and the use of Big Eight 

audit firms is certainly consistent with this notion of 

differential influence. 

Preliminary Test of Hll - New Securities Issues 

Gibbins et al [1990] suggest that the use of capital 

markets may influence managements' choice of disclosures. 

13 Companies were excluded from the analysis if no 
auditor choice was provided on Compustat II. See the 
discussion on page 71 for further explanation. 
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Specifically, managers may disclose more information in an 

effort to create a favorable impression on potential 

investors. Therefore, I posited a relationship between the 

presence of new security issues in period (t + 1) and the 

decision to report in period t. I performed a preliminary 

test of this hypothesis with the Chi-square test. I found 

that these two events were related. The results are 

reported below in Table 13. 

Table 13 
Chi-square Test of New Security Issue 

actual NSEC = 0 NSEC = 1 Total 
expected no securities securities 
cell chi-sq issued(t + l) issued(t + 1) 

RPT = 0 8645 1426 10,071 
no report(t) 8290 1781 

15. 18 70.70 

RPT = 1 3561 1196 4,757 
report(t) 3916 841 

32.15 149.68 

Total 12,206 2,622 14,828 

The results indicate that companies which issued new 

securities in the following period are more likely to 

include a management report on internal controls in their 

annual report in the current period. The overall chi-square 

was 267.71 which indicates this relationship is significant 

(p < .0001). Again, this test supports further 

consideration of this variable (presence of new security 

issue) in the overall model of reporting decisions. 
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Preliminary Test of H12 - Correction of Quarterly Data 

I identified companies reporting changes in their 

quarterly reported financial data through the means 

discussed earlier. I found 124 instances of reported errors 

requiring corrections over the 11 year period. Of those 

companies required to make a change during the test period, 

only 20 instances occurred within my sample. The results 

are reported in Table 14 presented below. 

Table 14 
Chi-square Test of Quarterly Corrections 

actual CORR = 0 CORR = 1 Total 
expected no correction corrections 
cell chi-sq present 

RPT = 0 10,059 12 10,071 
no report 10,057 14 

. 0002 . 1847 

RPT = 1 4,749 8 4,757 
report 4,751 6 

. 0005 . 3909 

Total 14,808 20 14,828 

The chi-square test did not reveal a significant 

relationship between the decision to report on internal 

controls and the correction of previously reported 

information for my sample. The overall Chi-Square was just 

0.57. I had expected that companies which were required to 

correct their previously reported earnings would be less 

likely to report on internal controls. Kinney and McDaniel 

[199 0] indicate that corrections are associated with factors 

which could indicate the presence of weaknesses in internal 
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controls. As I have indicated, the results with respect to 

this variable were not indicative of an association between 

the decision to report on internal controls and the 

correction of previously reported earnings. 

This result could indicate that corrections were not 

necessarily associated with weak internal control systems. 

It is also possible that any weaknesses which existed were 

corrected by year end and therefore, these companies would 

not be considered different from the other companies in the 

sample. More work is needed to determine the underlying 

relationship between these corrections in unaudited data and 

control weaknesses before a clear interpretation of my 

result would be advisable. Because of the small number of 

observations and the lack of a significant relationship 

between the correction of quarterly data and reporting on 

internal controls I decided to drop this variable from 

further consideration. 

Primary Tests of H13 - Events Related to Regulation 

As discussed in the first chapter, several things 

happened during the years between 1978 and 1988 to make 

corporate managers more aware of the issues surrounding 

internal control reporting. I wanted therefore to determine 

if certain time periods were associated with changes in 

reporting practices. I posited that a greater number of 

initial reporting decisions would be associated with periods 

in which events relating to potential legislation of 
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reporting took place. That is, I wanted to see if, for my 

sample, the proportion of companies reporting in each of the 

years in my test period was equal over the entire period. 

To test this hypothesis I first performed the Cochran Q test 

[Siegel and Castellan, 1988.]. This test is appropriate for 

testing the equality of proportions in related samples. For 

my sample, the value of the Q statistic was 1888.98. The 

statistic has a Chi-square distribution with degrees of 

freedom equal to the number of groups (k) minus 1 (for my 

sample k = 12). This result indicates that the proportion 

of companies reporting over time is not equal. 

To test for differences in the proportions of 

reporting companies from one year to the next I used the 

Binomial test [Seigel and Castellan, 1988]. Rather than 

compare the percentage of reports in a given year to a 

constant rate, such as 0.5, I compared the rate of both new 

reports and total reports in any given year to the 

proportion of those same reports for the prior year14. In 

this manner, I can determine if the proportion reporting in 

one year is significantly different than the previous 

year15. The results are summarized below in Table 15. 

14 I performed this analysis using both my sample and 
the total observations from the NAARS database. The results 
for the total NAARS sample did not differ from those 
reported for my sample. 

15 My test period includes annual reports issued by 
companies with year ends between July 1, 1978 and June 30, 
1989. The periods used to present the results of this 
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Table 15 

Year 
Ends per 

Compustat 

number 
of new 
rprts 

total 
rprts 
issued 

total 
sample 

Z-new Z-total 

7/78-5/79 109 109 1262 — — 

6/79-5/80 150 258 1348 +3.3** +13.7** 

6/80-5/81 130 380 1348 -1.7 + 8.5** 

6/81-5/82 62 433 1348 -6.3** + 3.2** 

6/82-5/83 36 451 1348 -3.4** + 1.1 

6/83-5/84 18 457 1348 -3.0** + 0.3 

6/84-5/85 27 470 1348 +2.1** + 0.8 

6/85-5/86 26 479 1348 -0.2 + 0.5 

6/86-5/87 37 498 1348 +2.2** + 1.1 

6/87-5/88 72 561 1348 +5.8** + 3.6** 

6/88-5/89 96 629 1348 +2 .9** + 3.8** 

6/89* 1 32 86 -2.1** - 1.7 

** significant at the 5% level 

A variety of things can be learned from examining Table 15. 

First, for my sample of companies, the total number of 

reports was increasing throughout the analysis period. The 

information for the last period listed represents only those 

companies in the sample with June 3 0th year ends. 

Therefore, it is difficult to make a meaningful comparison 

of the reporting results for this period with those of the 

particular analysis are consistent with the date convention 
used on the Compustat II database. Compustat includes 
companies with year ends of June 30 to May 31 as one 
reporting period. This results in different treatment of 
June 3 0 companies only. 
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prior year. The most significant increases in reporting 

occurred in the early years (June of 1979 to May of 1981) of 

the analysis period. During this period, many events took 

place to suggest that reporting could become a requirement. 

For example, the initial Securities Exchange Commission 

(SEC) proposal was announced in April 1979. This proposal 

was followed by the call of the FEI and the American 

Institute of Certified Public Accountants (AICPA) for 

mandatory reporting by management. The SEC withdrew their 

proposal in June of 1980; however, they indicated that they 

would continue to monitor management reporting on internal 

controls until the middle of 1982. 

During this early period, companies may have been 

anticipating a mandatory requirement or simply trying to 

prevent enactment of the mandate. That is, the reporting 

companies may have been reporting voluntarily to reduce the 

perceived need (on the part of regulators) for a mandatory 

requirement. The voluntary reporting which has taken place 

has been less explicit than that called for under the 

proposed reporting requirements. 

Again, for periods ending between June 1987 to May 

1989, the proportion of total reports issued significantly 

increased over prior levels. This renewed interest 

corresponded with the issuance of both the Treadway 

Commission report in 1987 and the second SEC proposal in 

1988. It seems reasonable to conclude that reporting on 
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internal controls was influenced by certain events related 

to potential reporting legislation. 

A similar pattern emerges from examination of the z 

scores for new reports. The incidence of new reports 

(report issued period t, no report issued period t-1) was 

highest in the early years, and picked up again for periods 

ending during June 1986 to May 1989. The incidence of new 

reporting dropped off significantly (with the exception of 

1984) in the intervening years. In general, it appears that 

external events have had an impact on the decision to 

report. I therefore added a series of dummy variables 

(representing the year) to the logit model in order to 

control for these effects. 

Summary of Univariate Results 

In conclusion, it appears that the decision to report 

on internal controls is related to a company's exchange, 

industry and professional (membership in FEI) affiliations. 

In addition, the choice of a Big Eight auditor is also 

associated with the existence of an internal control report 

by management. These four elements are consistent with 

ritualistic patterns in this reporting decision. That is, 

corporate reporting decisions may be impacted by membership 

in certain groups and external consultants. 

Preliminary tests of the association of reporting on 

internal controls and the subsequent issue of corporate 

securities indicate a positive result. This association is 
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consistent with the opportunistic behavior posited by 

Gibbins et al [1990]. That is, the managers of companies 

which plan to issue new securities act as if they, or their 

companies-, stand to benefit from informing others of their 

commitment to adequate internal controls. 

There was no apparent relationship between the 

correction of previously reported quarterly financial 

information and the decision to report on internal control. 

This result is not consistent with opportunism. I had 

expected that firms which could issue reports on their 

internal controls at low cost would do so. Weaknesses in 

internal controls would increase the cost of making such a 

report. If corrections of quarterly data are indicative of 

potential weaknesses, then these firms should not be as 

likely to report on their internal controls if given the 

choice. I did not find a systematic relationship between 

the two factors. However, the incidence of the corrections 

to quarterly data was low, making it difficult to draw 

substantive conclusions from my data. For these reasons I 

have dropped this variable from further consideration. 

Finally, events related to the reporting issue seem to 

have increased the likelihood of reporting on internal 

controls. It seems possible that as managers became more 

aware of the reporting issue, the incidence of reporting 

increased. Having made preliminary examinations of these 

factors in isolation, I next analyzed them jointly and will 
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discuss the results of the multivariate logit model in the 

subsequent sections. 

Multivariate Data Analysis 

In addition to the preliminary univariate tests of 

these hypotheses, I also performed multivariate data 

analysis using logistic regression to test the effect of 

each variable on the likelihood of inclusion of a report on 

internal controls. The parameter estimates for the logit 

model represent the effect of increasing the value of a 

particular variable (while holding all others constant) on 

the likelihood of reporting. I pooled all of the data to 

maximize the degrees of freedom and to minimize the 

standard error of the parameter estimates. Some 

observations were eliminated from consideration in the 

analysis because of a lack of.availability of certain data 

items on the Compustat II database. As mentioned 

previously, auditor choice was not available on all 

companies. In addition, certain data items, such as current 

assets and inventory, are not available for utilities, 

insurance companies and banks. I eliminated those companies 

from consideration for which I did not have a full set of 

data. I eliminated 359 companies or a total of 3,949 

observations from the multivariate analysis. This left 

10,879 observations with which to model the reporting 

decision. This resulting sample included 3512 report 

observations and 73 67 nonreport observations. 
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In addition I was unable to collect the percentage of 

management ownership for the entire sample. The management 

ownership information is available through Value Line 

Investment Survey; however, this service covers primarily 

companies listed on the NYSE. I therefore decided to 

collect the management ownership of stock on a subsample of 

firms to determine if further examination of this construct 

would be of value in the future. I will report the results 

for this variable separately. 

Using a logit model I tested the following 

relationship. 

Report 
Inclusion = f(FEI membership, exchange listing, industry 

category, auditor choice, prior inclusion, 
size, absolute value of relative growth rate, 
relative adequacy of working capital, 
absolute value of relative leverage ratio, 
new security issue and time period) 

In general, I found that the report inclusion was 

significantly influenced by all variables except the 

exchange listing and the adequacy of working capital. The 

likelihood of inclusion was increased by FEI membership, 

choice of Big Eight auditor, prior report inclusion, 

increased size, subsequent issuance of securities. As the 

relative growth rates and leverage ratios increased (became 

more extreme) inclusion of a report on internal controls 

decreased. In addition, certain industry affiliations and 

time periods are associated with an increased or decreased 

likelihood of reporting over that experienced in the 
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reference groups (as defined by the assignment of values to 

sets of dummy variables). The results for the full model as 

described above are reported in Table 16 below. Discussion 

of the results follow the presentation of these results. 

Table 16 
Multivariate Results 

Variable-H# Parameter 
Estimate 

Standard 
Error 

Wald 
Statistic 

P value 

intercept -3.5044 0.3270 114.8301 0.0001** 

FEI (HI) 
0 = nonmmb 

1.0110 0.0971 108.5268 0.0001** 

EXCH (H2) 
0 = not NY 

0.1325 0.1010 1.7239 0.1892 

AUD (H4) 
O=non Big8 

0.3324 0.1877 3.1345 0.0767* 

PRR (H5) 
0= no 

prior rpt 

6.1523 0.1285 2294.0576 0.0001** 

SIZE (H6) 0.0103 0.0025 16.7497 0.0001** 

GROW (H7) -0.1122 0.0575 3.7994 0.0513** 

CFA (H8) 0.0677 0.0476 2.0213 0.1551 

QR (H8) -0.0441 0.0524 0.7069 0.4005 

APT (H8) -0.0364 0.0502 0.5240 0.4691 

ART (H8) 0.0289 0.0502 0.3316 0.5647 

INT (H8) 0.0260 0.0460 0.3191 0.5722 

LEV (H10) -0.1807 0.0776 5.4150 0.0200** 

NSEC (Hll) 
0=no scurty 
issued t+1 

0.6132 0.1110 30.5451 0.0001** 

IND2 (H3) 
l=pers prod 
manuftr 

0.4218 0.2485 2.8810 0.0896* 

IND3 (H3) 
1= heavy 

manuftr 

0.0015 0.2439 0.0000 0.9949 

IND4 (H3) 
1= utilty & 

transprt 

0.4631 0.2869 2.6060 0.1065* 
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Variable-H# Parameter 
Estimate 

Standard 
Error 

Wald 
Statistic 

P value 

IND5 (H3) 
l=merchdisr 

0.1985 0.2627 0.5709 0.4499 

IND6 (H3) 
l=financial 

-0.1571 0.3553 0.1956 0.6583 

IND7 (H3) 
l=pers srv 

-0.3212 0.3011 1.1385 0.2860 

YR79 (H13) 0.3544 0.1578 5.0436 0.0247** 

YR80 (H13) 0.4207 0.1641 6.5758 0.0103* * 

YR81 (H13) -0.3115 0.1908 2.6648 0.1026* 

YR82 (H13) -0.8674 0.2110 16.9065 0.0001** 

YR83 (H13) -1.0638 0.2184 23.7372 0.0001** 

YR84 (HI3) -1.1349 0.2189 26.8826 0.0001** 

YR85 {H13) -0.9901 0.2152 21.1704 0.0001** 

YR86 (H13) -0.7194 0.2081 11.9523 0.0005** 

YR87 (H13) -0.0008 0.1852 0.0000 0.9964 

YR88 (H13) 0.1371 0.1846 0.5510 0.4579 

YR89 (H13) -1.0332 0.5769 3.2078 0.0733* 

** significant at the 5% level 

In general, a positive sign on the parameter estimate 

indicates that an increase in the independent variable 

increases the likelihood of the occurrence of the dependent 

variable. For example, based on the table, an increase in 

the size variable (across companies in the sample) increases 

the chances of inclusion of a management report on internal 

controls in the annual report. A negative sign indicates a 

reduced chance of inclusion as the independent variable 

increases. 

I tested the significance of individual parameters 

using the Wald statistic. It has a chi-square distribution 
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with one degree of freedom. Based on the value of the Wald 

statistic, I can reject (or fail to reject) the null 

hypotheses. The null hypothesis in each case maintains that 

the value of the parameter is equal to zero. A value of 

zero would indicate that the variable has no effect on the 

likelihood of reporting. 

Beyond the evaluation of each of the parameter 

estimates, I can evaluate the goodness of fit of the entire 

model. The goodness of fit is measured with the quantity of 

-2(log[base model] - log[saturated model]). This quantity 

indicates the improvement in the fit of the saturated model 

(all variables included) over the model with all independent 

variables set to 0 (base model) [Pindyck and Rubinfeld, 

1981]. This statistic has a chi-square distribution with 

degrees of freedom equal to the number of parameters being 

estimated (not including the constant term). For the model 

fitted with the aforementioned independent variables, the 

value of this quantity was 9333.353 with 30 degrees of 

freedom. The statistic is significant at p = 0.0001 

indicating that the fitted model is a significant 

improvement over the base model. 

In addition, I created a classification table which 

indicates how well my model predicts the observed outcomes. 

Based on the data in Table 17 below, I can conclude that 
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94.0% of the outcomes are correctly predicted. The false 

positive rate is 3.4% and the false negative rate is 7.0%. 

The classification table is presented below. 

Table 17 
Classification Table 

Predicted 
No Event 

Predicted 
Event 

Total 

Observed 
No Event 

7262 104 7366 

Observed 
Event 

544 2968 3512 

Total 7806 3072 10878 

Based on both of the techniques for assessing fit, I 

conclude that the aforementioned model is a good fit. In 

addition to the results reported in Tables 16 and 17, I 

analyzed my data to check for significant correlations 

between the variables used in the logit model. This 

analysis is reported in Appendix H. I found some 

significant correlations as measured using Spearman's 

Correlation Coefficient [Siegel and Castellan, 1988]. 

Severe multicollinearity affects the estimation of the 

parameter estimates and their standard errors [Hosmer and 

Lemeshow, 1989]. Specifically, the standard errors of the 

parameter estimates would be quite large if collinearity was 

interfering with the model estimation. The standard errors 

16If one were to predict that no firms would voluntarily 
disclose this information, they would be right 67.7% of the 
time. With a 94% success rate, the model seems to provide a 
vast improvement over this naive assumption. 
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of the parameter estimates for my model were not large; 

therefore, I concluded that the observed correlations were 

not causing a problem with my data analysis. In the 

following sections of this chapter I will discuss the 

results with respect to each of my hypotheses as stated 

earlier. 

Discussion and Results of Hypothesis 1 

HI: FEI membership of key corporate officers increased 
the likelihood of inclusion of a management report on 
internal control. 

The data in Table 16 support the first hypothesis. The 

parameter estimate (1.0110, p = .0001) is positive 

indicating that a change from a value of 0 to 1 on the FEI 

variable is associated with an increase in the log odds of 

the occurrence of the event (inclusion of the report on 

internal control). I coded the independent variable as 0 if 

no corporate officers were members in FEI for the period. I 

assigned a value of 1 if officers representing the 

corporation were members in FEI. In order to be considered 

for membership, corporations have to meet certain size 

requirements, and the individual representative has to be an 

officer in the corporation. 

The logit results, with respect to this one variable, 

are consistent with the contention that FEI membership 

affects the decision of managers to report on internal 

controls. The FEI was supportive of voluntary reporting and 

urged its members to take an active role in the issue. It 
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seems that the group may have had an influence on the 

behavior of its members in this case. 

Discussion and Results of Hypothesis 2 

H2: Exchange listing does affect the decision to 
disclose a management report on internal controls. 

The parameter estimate (0.1325) for the exchange 

variable (coded 0 if not a member of NYSE and 1 if NYSE 

company) is positive which indicates that NYSE companies are 

more likely to report on internal controls. However, the 

parameter does not appear to be statistically significant (p 

= 0.1892) within the model. The univariate results 

indicated that a relationship does exist between exchange 

listing and the decision to report. I thought that 

companies listed on the NYSE may tend to be larger, and it 

is possible that the exchange listing is a proxy for size 

here. Size itself is included in this model, and therefore, 

the exchange variable may provide redundant information. In 

addition, it may be that companies listed on the NYSE are 

more likely to be members in the FEI. To determine if these 

other relationships existed, I performed a t-test of size 

for firms listed on the NYSE versus the other exchanges. I 

also performed a chi-square test to determine if exchange 

listing was associated with FEI membership. 



79 

For my sample, the mean value of size for NYSE 

companies was significantly different than the size17 of 

companies listed on other exchanges. I also performed the 

appropriate nonparametric test to compare the two groups. 

The results of these comparisons are summarized below. 

Table 18 
Comparison of Size 

EXCH = 0 
OTHER 

EXCH = 1 
NYSE 

TEST 
STATISTIC 

Mean size 2.319 12 .367 -17.7 

Mean score based 
on ranks 

4491.240 8566.270 -52.2 

In testing the association of the exchange listing and 

FEI membership I found that the chi-square value was 423.09 

which indicates a significant relationship exists between 

these factors as well. It appears that the exchange 

variable contains redundant information; therefore, no 

significant association exists between reporting on internal 

controls and the exchange listing per se. Rather, the size 

of the company and/or the FEI membership were driving the 

results of the univariate test of H2 reported earlier. 

While it appears that listing on the NYSE somewhat increases 

the likelihood of reporting, the relationship is not 

statistically significant. Though not significant, these 

17 Size is measured as the year end assets restated for 
changes in the general price level. This is the same 
variable that is used in the logit model described earlier. 
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results are consistent with reporting norms with respect to 

exchange membership. 

Discussion and Results of Hypothesis 3 

H3: Industry membership does affect the-decision to 
disclose a management report on internal controls. 

Based on the univariate tests discussed earlier, I 

decided to include a set of dummy variables in the logit 

model to represent a company's broad industry category. I 

defined six variables for the seven categories. I have 

categorized the SIC codes as follows: 

Table 19 
SIC Code Classification and Variable Definition 

Variable Name Coded as General 
Description 

— SIC codes below 
2000 = 0 on all 

extractive 
industries 
reference group 

IND2 1 if SIC codes 
2000 to 2999 

0 otherwise 

personal 
products 
manufacturing 

IND3 1 if SIC codes 
3000 to 3999 

0 otherwise 

heavy 
manufacturing 

IND4 1 if SIC codes 
4000 to 4999 

0 otherwise 

utilities and 
transportation 

IND5 1 if SIC codes 
5000 to 5999 

0 otherwise 

wholesale and 
retail stores 

IND6 1 if SIC codes 
6000 to 6999 

0 otherwise 

financial 
concerns 

IND7 1 if SIC codes 
above 7000 

0 otherwise 

personal 
service 
and other 
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I arbitrarily chose the first group as the reference 

category. The logit model then judges all subsequent groups 

relative to the inclusion likelihood of this reference 

group. I used broad industry categories as defined by the 

SIC codes given by the Compustat II database to define my 

industry groupings. Coefficients on the individual dummy 

variables represent the increase or decrease in the 

likelihood of the inclusion of a management report in a 

particular industry grouping relative to the reference 

group. For example, from Table 16, the coefficient on IND2 

is 0.4218. This positive value suggests that companies in 

the second industry grouping are more likely than those in 

the extractive industries to include a management report on 

internal controls. Within the reference group, internal 

control report inclusions represent 21% of the total 

observations. Based on Table 16, I would conclude that 

membership in either IND2 (parameter estimate = 0.4218, 

p=.089) or IND4 (parameter estimate = 0.4631, p=.106) is 

associated with increased likelihood of reporting on 

internal controls. The coefficients on these two variables 

are positive and significantly different than zero. These 

results are consistent with those reported in Table 11 

wherein I reported the results of the chi-square test of 

industry categories. There I reported that IND2 and IND4 

were overrepresented (greater numbers than expected issued 

reports) relative to all other categories. IND2 includes 
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companies producing items such as foods, clothing, 

chemicals, drugs and assorted other personal items. IND4 

includes primarily utility and transportation companies. 

Within these groups, paper producers, chemical and 

pharmaceutical producers, petroleum refiners, railroads and 

communications firms appear to be the most likely to report. 

It is possible that, for some reason, members of these 

industries have found it important to produce information on 

internal controls. As I suggested earlier, the regulated 

nature of some of these industries may influence the 

decision of managers to report on internal controls. 

Further work, which is beyond the scope of this 

dissertation, would be necessary to determine specifically 

what contributed to the development of these norms. In any 

event, it is important to control for these observed 

industry differences within the logit model. 

Beyond testing the significance of these individual 

parameter estimates, I tested to see if adding this set of 

variables improved the model. I ran the model with (full 

model) and without (reduced model) this set of dummy 

variables and looked at the improvement in the goodness of 

fit measure to determine if the variables added information 

to the model. I found that adding the industry variables 

did improve the fit of the model. Specifically, the 

quantity [-2*(log likelihood of the reduced model - log 

likelihood of the full model)] was equal to 28.34. This 
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quantity has a Chi-square distribution and represents a 

statistically significant improvement in the fit of the 

model18. 

I wondered if the results of this hypothesis test were 

sensitive to the definition of the set of dummy variables. 

On an ad hoc basis, I compressed the seven industry 

categories into three groups based on the results of the 

Chi-square test reported earlier in Table 11. Specifically, 

I combined the two industry groups which had a greater 

number of report observations than expected (IND2) and 

IND4). In addition, I combined the three industry groups 

which had the least report observations relative to the 

number expected (IND1, IND3 and IND7). I used the remaining 

two industry groups as the reference group. These two 

categories (IND5 and IND6) had actual report observations 

closest to the expected number. When I substituted the 

alternate specification of the industry categories I found 

that the parameter estimate on the groups made up of IND2 

and IND4 was positive and significantly different from 0 

(parameter estimate = 0.3176, p = 0.009). The parameter 

estimate for the second grouping was negative (-0.1493) but 

not statistically significant (p = 0.199). As before, these 

parameters indicate the likelihood of report inclusion 

relative to the reference group. 

18 This test is analogous to a partial F test within 
ordinary regression models. 
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The results of this alternate specification are 

consistent with those reported in Table 16. That is, IND2 

and IND4 appear to have an increased likelihood of reporting 

relative to other groups. Given these results, it appears 

that industry affiliation is an important factor to consider 

when examining the issue of reporting on internal controls. 

Discussion and Results of Hypothesis 4 

H4: Use of a Big Eight auditor increases the 
likelihood of disclosure of a management report on 
internal controls. 

In Table 16, I reported that the parameter estimate for 

auditor choice was 0.3324 which is significant at p = 0.077. 

This result indicates that companies which choose Big Eight 

auditors are more likely to report on internal controls. 

The AUD variable was a dichotomous variable with 0 assigned 

to companies choosing non-Big Eight auditors. I would 

attribute the observed effect to differential auditor 

influence on voluntary reporting decisions. That is, Big 

Eight auditors were certainly aware of the reporting issue 

because of their involvement in professional issues. They 

in turn may have educated their clients about the report. 

In general, Big Eight audit firms may be able to exert more 

of an influence on reporting behavior than smaller audit 

firms because of their size relative to that of their 

clients. Either way, the findings are consistent with 

reporting norms being influenced by and through the choice 

of auditor. 
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Discussion and Results of Hypothesis 5 

H5: Inclusion of a management report on internal 
controls in the prior year increases the likelihood of 
inclusion of such a report in the current year. 

Based on the information in Table 16, the variable PRR, 

for prior inclusion, appears to be the single most 

significant variable (parameter estimate = 6.1523, Wald 

statistic = 2294.05). That is, if a company included a 

management report on internal controls in the preceding 

year, they were more likely to report in the current year. 

This result is indicative of internal reporting norms with 

respect to this type of disclosure. Once a pattern becomes 

established, the company management may be reluctant to 

change the practice. 

The results of the first five hypotheses generally 

suggest that ritualistic behavior exists with respect to 

reporting on internal controls. Reporting was apparently 

associated with membership in FEI, industry affiliation, 

choice of auditor and prior reporting. These associations 

are consistent with the elements of ritualism. 

Organizations can influence the reporting behavior of 

members and affiliates of the organizations. For example, 

it is appears that the suggestions of the FEI certainly had 

an influence on the decisions of corporate managers 

regarding reporting on internal controls. I further 

partitioned my data to gain some additional insight into the 

differences between these subgroups. For example, I ran the 
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logistic regression on FEI members only. I will discuss the 

results of these further partitions after addressing the 

results of the primary tests of my hypotheses. 

Discussion and Results of Hypothesis 6 

H6: As the size of a company increases, the likelihood 
of inclusion of a management report on internal 
controls also increases. 

I found that the asset size of the reporting companies 

was larger when I performed the univariate comparison of 

means of the two groups. That result is consistent with H6. 

I expected that larger companies would be more likely to 

report this information on internal controls. My review of 

related auditing literature [Mautz et al., 1980] indicated 

that larger companies have more resources devoted to the 

development and maintenance of internal controls. The 

results detailed in Table 15 are consistent with this 

hypothesized size effect. The parameter estimate (0.0103) 

was both positive and significant (p = 0.0001) to the 

overall model, indicating a positive relationship between 

the size of a company and the likelihood of report 

inclusion. The observed size effect is also consistent with 

my contention that companies which can report this 

information at a low cost will be more likely to do so. 

That is, companies with strong controls in place (ie. larger 
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companies19) can include a management report on internal 

controls at low cost. 

Discussion and Results of Hypothesis 7 

H7: As the growth rate of earnings changes, the 
likelihood of inclusion of a management report on 
internal controls also changes. 

Extreme growth rates in income have been linked to 

possible weaknesses in internal controls [Kinney and 

McDaniel, 1990]. I therefore included the absolute value of 

the relative growth rate (the z score as measured relative 

to an industry average) as one of the variables in my model. 

I found that as the absolute value increases (indicating a 

more extreme value of the growth rate relative to the 

industry) the likelihood of inclusion of a management report 

on internal controls decreases (parameter estimate =-0.1122, 

p = 0.0513). Managers of companies with low growth rates 

may experience increased pressures to manipulate financial 

information reguiring circumvention of existing controls. 

In addition, high growth rates may increase the chances that 

a company has outgrown its control systems. I posit that 

19Certainly, this conclusion is not reasonable if the 
connection I have made between size and the strength of 
internal controls is not valid. Based on my reading of 
related auditing literature (cited above), I am satisfied 
that there is some justification for considering the 
relationship. This posited relationship between size and 
internal control strength at least offers an intuitively 
appealing explanation for the observed association between 
size and reporting on controls. I will discuss one other 
possible explanation for this result in the last chapter of 
the dissertation. 
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either way, the extreme growth rates are be associated with 

a higher cost of providing the report on internal controls. 

My results are consistent with this contention. 

Discussion and Results of Hypothesis 8 

H8: As the adequacy of working capital decreases, the 
likelihood of inclusion of a management report on 
internal controls decreases. 

The results related to H8 are not favorable. Taken 

individually, the parameter estimates on the working capital 

variables are not statistically different from zero. In 

addition, the variables taken together do not provide a 

statistical improvement in the fit of the model (change in -

2 times the log likelihood = 3.65; degrees of freedom = 5; p 

= .60) . 

I also ran the logit model with the factor scores 

generated from a factor analysis of these same five 

variables. I encountered some difficulty here as well. 

That is, no single factor emerged to explain a substantial 

amount of the covariation of the variables (the first factor 

explained only 9% of the total). In addition, when I added 

the factor scores to the model, the results were not 

significant (change in -2 times the log likelihood was less 

than 1.0). The parameter estimate for the substitute 

variable was not significantly different from zero (p = 

0.9174). It appears that the adequacy of working capital is 

not systematically related to the likelihood of inclusion of 

the report on internal controls. 
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This result may be indicative of a couple things. 

First, it is possible that working capital adequacy is not 

strongly related to the strength or weakness of the control 

systems. On the other hand, it is possible that the 

measures I have chosen to use are not good indicators of the 

adequacy of working capital. That is, I may not have 

captured the essence I had hoped to isolate. Part of the 

problem may stem from the use of highly aggregated data to 

define the variables. For example, the accounts payable 

turnover in days is defined as [(average accounts payable / 

purchases)*3 65. Amounts reported by Compustat II for 

accounts payable may include more than purchases of 

inventory. The use of highly aggregated data introduces 

noise into the calculation; therefore, I may not have been 

able to pick up the variable of interest. In addition, I 

cannot assume that the amount or type of noise introduced is 

the same for all companies. Nor can I further refine my 

definitions to correct the potential problems, as less 

aggregated data is not readily available on a large scale. 

Discussion and Results of Hypothesis 1020 

H10: As the relative amount of leverage becomes more 
extreme, the likelihood of inclusion of a management 
report on internal controls decreases.21 

2 0 A S previously discussed, discussion of H9 will be 
deferred until later as only a subsample of the companies 
were used to test this hypothesis. 

21This represents the revised hypothesis as discussed 
earlier. 
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Earlier I discussed that the univariate results on the 

debt to asset ratio were not as I would have expected; 

therefore, I changed the specification of the original 

hypothesis to say that as the relative value (z score) of 

the ratio becomes more extreme, companies are less likely to 

report on their internal controls. The data in Table 16 

support my revised hypothesis. The parameter estimate on 

the revised variable is negative and significantly different 

than zero (parameter estimate = -0.1807, p = 0.0200). As 

the relative value of leverage becomes more extreme (values 

of the variable increase), likelihood of reporting 

decreases. In other words, reporting on internal controls 

is more closely associated with moderate values of 

leverage.22 Agency theory led me to predict that companies 

with relatively low leverage (larger negative z-score 

relative to others in the industry) would not be motivated 

to report on internal controls. Managers of these companies 

would not be as likely to provide additional evidence of 

their monitoring efforts. As the degree of leverage 

increases (closer to the industry average), managers have 

greater incentives to report this information on internal 

controls as additional evidence of their commitment to 

controls and the reliability of financial reporting. 

22Recall that z-scores closer to zero are indicative of 
relatively moderate amounts of leverage. That is, the 
degree of leverage is fairly close to that of the industry 
or group average. 
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Further increases in the relative degree of leverage 

(leading to higher positive z-scores relative to others in 

the industry) may indicate that managers are motivated to 

bypass existing control systems in order to manage reported 

financial information (in light of restrictive debt 

covenants). Such a weakening of the systems of control 

would make reporting on the controls less likely. Again, 

the observed results are consistent with these thoughts and 

support the application of agency and signalling theories to 

disclosures regarding internal controls. 

Discussion and Results of Hypothesis 11 

Hll: Issuing publicly traded securities in the year 
following release of the annual report makes inclusion 
of a management report on internal controls more 
likely. 

Gibbins et al. [1990] suggest that frequency of use of 

the capital markets will alter a company's disclosure 

position. These and other researchers [Ruland et al. 1990] 

suggest that management may make additional disclosures in 

periods preceding issuance of securities in an effort to 

create a favorable impression on potential investors. I 

found through my Chi-square testing that new security issues 

in the subsequent period were associated with the decision 

to report. The data in Table 16 also indicate that the 

parameter estimate is positive and highly significant to the 

model (parameter estimate = 0.6132, p = 0.0001). This 

result indicates that impending security issuance is 
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associated with a higher likelihood of reporting on internal 

controls. Again, this result is consistent with the 

opportunism hypothesis. That is, management may disclose 

this information in an effort to create a good impression in 

the minds of potential investors. 

Discussion and Results of Hypothesis 1323 

H13: Initial reporting decisions are correlated with 

significant events related to potential regulation. 

The primary test of hypothesis 13 was described in an 

earlier section. I found that certain periods in which 

additional activities relating to possible legislation of 

internal control reporting took place, were associated with 

greater numbers of new reports over the prior year. 

To control for this time period effect, I have included 

a series of dummy variables (one less variable than the 

number of periods in my study) in the logit model. I 

arbitrarily chose 1978 as the reference year, meaning that 

1978 was coded as a 0 on all the new variables. In a logit 

model the parameter estimates of the other dummy variables 

represent the increase in likelihood of reporting over that 

present in the reference year [Pindyck and Rubinfeld, 1981]. 

For example, I found that the parameter estimates in 1979 

(0.3544, p = 0.0247) and 1980 (0.4207, p = 0.0103) were 

23 I discontinued inclusion of the- variable 
representing the correction of previously reported quarterly 
data. This was the subject of hypothesis 12. I did not 
renumber the hypotheses, rather I retained the original 
numbers to facilitate discussion. 
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positive and statistically significant. In comparing the 

likelihood of reporting in either of 1979 or 1980 to 1978, 

the likelihood increases. 

The coefficient estimates are negative and 

statistically significant for periods 1981 through 1986. 

This coincides with reporting periods ending from June 1981 

to May 1987. This pattern is consistent with a drop in the 

interest in the reporting issue in the mid 1980's. The 

reported results of the primary test of this hypothesis 

indicate that reporting picks back up in the latter part of 

the decade. Table 16 indicates that reporting is more 

likely for the 1988 period (June 1988 to May 1989) than in 

the reference period, which coincides with the issuance of 

the second SEC reporting proposal in June of 1988. Here, 

the parameter estimate for 1988 (0.1371, p = 0.4579) is 

positive but not statistically different than zero. While 

the likelihood of reporting increased during that period, it 

did not increase significantly, relative to that experienced 

in 1978. 

Summary of Results for the Total Sample 

Taken as a whole, the results discussed to this point 

indicate that reporting on internal controls is associated 

with certain variables selected to represent ritualistic and 

opportunistic behavior by management. The association 

between reporting on internal controls and FEI membership, 

industry affiliation, and choice of auditor is consistent 
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with the ritualistic hypothesis. That is, managers may 

disclose information on internal controls in an effort to be 

well thought of by other members of key reference groups. 

In addition, companies do not appear likely to discontinue 

reporting once the internal pattern has been established, 

indicating the existence of internal reporting norms as 

well. 

In addition, my results are consistent with the idea 

that some companies disclose this internal control 

information in an effort to gain some advantage. Managers 

may wish to portray their companies in the best light, and 

so disclose information on internal controls to signal the 

reliability of and their commitment to financial reporting. 

Specifically, I found that reporting on internal controls is 

associated with factors such as size (and presumably 

stronger existing controls), more moderate growth rates, 

moderate amounts of leverage, and the subsequent issuance of 

securities. These findings are consistent with 

opportunistic behavior as suggested by signalling and agency 

theories. In the next section, I will discuss the results 

of the analysis of the hypothesis related to management 

ownership of stock. 

Discussion and Results of Hypothesis 9 

H9: As the percentage of stock owned by management 
increases, the likelihood of inclusion of a management 
report on internal controls decreases. 
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Agency theorists suggest that as management ownership 

of stock increases, the incentives for managers to provide 

additional monitoring decreases. In terms of reporting on 

internal controls, I posited that the incentives for 

management to inform others about their commitment to 

adequate controls, as evidence of effective monitoring, 

would also decrease. 

The percentage of management ownership is available 

through Value Line Investment Survey. However, the 

information is available primarily on NYSE companies. 

Therefore, I was unable to collect this data on all the 

companies in my sample. In addition, stock information did 

not seem to be available on the majority of the utility 

companies covered in the Investment Survey regardless of 

exchange listing. Given the availability of data and the 

high cost in time to collect it for an 11 year period, I 

decided to collect management ownership on a subsample of 

companies in my study. 

I selected 69 reporting and 72 nonreporting companies 

at random which were listed on the NYSE. I then gathered 

the stock ownership information on those companies that were 

covered in Value Line. I ended up with a subsample of 1078 

observations of management ownership over the 11 year 
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period24. Of these 1078 observations, only 870 (279 

reporting, 591 non-reporting) were used in the logistic 

regression due to missing values of other variables. The 

results of the analysis are as follows. 

Table 20 
Test of Hypothesis 9 - Management Ownership 

Variable Parameter 
Estimate 

Standard 
Error 

Wald 
Statistic 

P value 

intercept -3.2439 1.1272 8 .2819 0.0040** 

PRR 
0 = no 

prior rpt 

6.4942 0.5023 167.1510 0.0001** 

FEI 
0=nonmmb 

1.0515 0.4384 5.7518 0.0165** 

AUD 
0=non B8 

0.0450 0.9818 0.0021 0.9634 

NSEC 
0=none 

issd t+1 

-0.0028 0.4012 0.0001 0.9943 

PMAN -0.0049 0.0125 0.1533 0.6954 

LEV -0.3940 0,3414 1.3314 0.2486 

CFA 0.1837 0.2006 0.8387 0.3598 

QR 0.0889 0.2019 0.1937 0.6598 

APT -0.1521 0.1968 0.5970 0.4397 

ART -0.0526 0.2500 0.0442 0.8335 

INT 0.0912 0.1709 0.2844 0.5938 

GROW -0.1362 0.2180 0.3908 0.5319 

SIZE 0.0172 0.0142 1.4542 0.2279 

24 These 1078 observations do not reflect 11 
observations on each company. Value Line has changed the 
inclusion of companies over the years, contributing to the 
overall problem of data collection of this variable. 
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In running the analysis on this subsample I eliminated 

the variable for the exchange listing. All companies in the 

subsample were listed on the NYSE so their was no need for 

this variable to be included. I also omitted the industry 

and year variables as these would have also caused problems 

in parameter estimation due to the potentially small number 

of observations within some of these categories. 

The resulting model, as reported above, is 

statistically significant (Chi-square for covariates = 

755.6, p = 0.0001). The proportion of observations in the 

subsample that represent reports on internal control (279 of 

870 observations, 32%) is virtually the same as that of the 

total sample (3512 of 10878, 32%). The variables PRR (prior 

report issued) and FEI (membership in FEI) are highly 

significant. These results are consistent with those 

reported earlier for the full sample. SIZE is positively 

related to the decision to report; however, the variable is 

not statistically significant to the model. Though the 

results with respect to this one variable are not as strong 

for this subsample, increases in size do appear to be 

marginally related to an increased likelihood of reporting. 

In addition, the leverage variable, while not statistically 

significant, is negative as in the original model. 

It is possible that the particular subsample used to 

test H9 was significantly different from the overall sample 

in some respect, thereby causing the results to be other 
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than expected. I therefore performed a series of t-tests on 

the continuous variables to determine if significant 

differences existed. The results are reported below in 

Table 21. 

Table 21 
Univariate Tests on Select Variables 

Variable Mean Standard t value p value 
deviation 

ABZLEV 
pman sample 0.795 0.544 2.49 0.013* 
other 0.747 0.601 

GROW 
pman sample 0.402 . 0.707 -3.96 0.000* 
other 0.502 0.840 

SIZE 
pman sample 6.238 10.308 1.25 0.2108 
other 5.719 22.255 

CFA 
pman sample 0.199 0.835 7.43 0.000* 
other -0.022 0.955 

QR 
pman sample 0.005 0.996 0.38 0.699 
other -0.008 0.966 

APT 
pman sample 0.007 0.997 0.39 0.697 
other -0.007 0.946 

ART 
pman sample 0.048 0.818 2.11 0.035* 
other -0.013 0.963 

INT 
pman sample -0.075 0.858 -2.41 0.016* 
other -0.001 0.969 

* significant difference 
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Table 21 shows that there are some significant 

differences between the companies for which I had management 

ownership information (n = 870) and the ones for which I did 

not have this information (n = 10,009). It appears that the 

subsample has higher degrees of leverage and less extreme 

growth rates than the rest of the sample. While the 

companies in this subsample may be larger, there is less 

variation in the size for this group. In addition, the 

majority of these companies (84 6 out of 870) were audited by 

Big Eight firms. For this sample, therefore, these 

variables did not serve well to discriminate between 

reporting and non-reporting companies. 

Based on these results management ownership of stock 

does not appear to be related to the decision to report on 

internal controls. The parameter estimate for this variable 

is not statistically different from zero. These results are 

not consistent with the univariate comparison of mean values 

I reported earlier in Table 7. There I reported that the 

non-reporting entities did have a higher mean value of 

management ownership of stock. As a result, I would have 

expected that companies with a higher level of management 

ownership of stock would be less likely to report on 

internal controls. Agency theory led me to predict that the 

higher percentage of management ownership (and therefore 

less outside ownership) would decrease the incentives for 

additional monitoring by company managers. Because these 
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results are not as I would have expected, further 

examination of management ownership may be warranted. 

Specifically, I may need to expand the sample in future work 

to reexamine the relationship between reporting on internal 

controls and management ownership of stock. 

Additional Data Analysis 

Upon reviewing the data reported in the; preceding 

sections I decided to further partition the sample based on 

several of the dichotomous independent variables. For 

example, I performed the logit analysis on those 

observations in which the companies did not belong to the 

FEI. In addition, I analyzed the subsample of observations 

relating to FEI members. I was interested to see if the 

factors associated with the likelihood of reporting differed 

among some of these subgroups. I have presented this 

information in the following sections through a series of 

tables. The partition is labeled across the; top with the 

independent variables listed vertically. I have indicated 

the parameter estimates and p values associated with only 

those variables which were significant. In addition, on the 

first line of each table I have indicated the sample size 

and the number of internal control reports issued by 

companies within each subgroup. 

Data Partitioned By FEI Membership 

Table 22 presents the first of the partitioned results. 

Discussion of these results follow the table:. 
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Table 22 

FEI = 0 FEI = 1 FEI = 0 
contin. 

FEI = 1 
contin 

Ttl obs 
# RPT 

4436 
500 

6442 
3012 

YR81 

PRR 6.267 
0. 000 

6.198 
0.000 

YR82 -0.935 
0.000 

EXCH YR83 -1.334 
0. 000 

AUD 0.627 
0.029 

YR84 -0.854 
0.002 

-1.186 
0. 000 

NSEC 0.975 
0. 000 

0.492 
0.000 

YR85 -1.213 
0. 000 

LEV -0.237 
0.016 

YR86 -1.169 
0. 000 

CFA YR87 1.040 
0. 008 

QR YR88 1.422 
0. 000 

-0.366 
0. 107 

APT YR89 

ART IND2 0.570 
0.057 

INT IND3 

GROW IND4 

SIZE 0.014 
0.043 

0.009 
0.000 

IND5 

YR79 0.343 
0.049 

IND6 

YR80 1.207 
0. 001 

IND7 

Blank spaces in Table 22 indicate that the particular 

variable is not significant in the model. A comparison of 

the factors which are significant between the two groups 
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reveals some interesting things. Perhaps the most 

interesting item relates to the time period variables. It 

appears that the FEI subsample responded more quickly to the 

call for voluntary reporting. I examined the number of 

reports by period for each group. In the first period, only 

2.5% of the non-FEI members issued reports on internal 

controls in their annual reports. For the same period, the 

FEI members 16.9% issued such a report. The significant 

increases in reporting for the non-FEI group came later. 

For the period ending May 1981 the percentage of non-FEI 

members which reported on internal controls jumped to 11.5%. 

The likelihood of reporting for the FEI group dropped 

significantly, relative to that in 1978, during the middle 

and late 80's. Whereas the non FEI members dropped 

significantly in the 1984 reporting period and increased 

significantly in the late 80's. This observed pattern 

indicates that these subgroups responded to the issue of 

reporting on internal control at different times throughout 

the analysis period. 

I would attribute the early adoption by the FEI members 

to the organization's support for voluntary reporting. The 

FEI urged members to issue these reports prior to the 

issuance of the first SEC proposal. The non-FEI members' 

response to the issue appears to be tied more closely to 

events related to potential legislation. For example, the 

response for periods ending between June 198 0 and May 1981 
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coincides with the announcement by the SEC that they would 

continue to monitor voluntary reporting in order to 

determine whether mandated reporting was necessary. For 

this same group (non-FEI members), another significant 

increase in the likelihood of reporting occurred for periods 

ending between June 1987 to May 1989. This response 

coincides with the issuance of both the Treadway Commission 

report and the second SEC reporting proposal. It seems 

evident from these results that these two groups were 

responding to different sources of influence. 

Recall that the overall results presented in Table 16, 

the auditor variable was significant. That is, the 

likelihood of reporting on internal controls was positively 

associated with a choice of Big 8 auditors. This effect 

does not show up for the FEI subsample however. It appears 

that auditor choice did not add any additional information 

(over and above the FEI membership) to the model for that 

subsample. It seems likely that the auditors did not 

influence reporting decisions for this group beyond the 

degree already attributable to FEI membership. For those 

companies not belonging to the FEI, the choice of auditor 

does appear to have had an impact on the decision to report. 

These companies were typically smaller and therefore the 

auditor could have had a greater influence on reporting 

decisions of this type. 
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Data Partitioned By Exchange Listing 

I have performed the same type of partitioning on the 

exchange variable. Those results are presented below. 

Table 23 
Analysis of Partitioned Data - Exchange 

EXCH = 0 EXCH = 1 EXCH = 0 
contin. 

EXCH= 1 
contin 

Ttl obs 
# RPT 

3175 
657 

7703 
2855 

YR81 -0.574 
0. 005 

PRR 5.697 
0. 000 

6.405 
0. 000 

YR82 -0.996 
0.000 

FEI 0.952 
0. 000 

1. 005 
0. 000 

YR83 -1.294 
0.000 

AUD 0.464 
0.110 

YR84 -1.419 
0. 000 

NSEC 0. 676 
0. 000 

YR85 -1.234 
0. 000 

LEV -0.194 
0.042 

YR86 -0.965 
0. 000 

CFA 0.120 
0. 034 

YR87 

QR YR88 1.133 
0.003 

APT YR89 

ART IND2 0.621 
0. 037 

INT IND3 

GROW -0.194 
0. 008 

IND4 0. 605 
0. 080 

SIZE 0. 058 
0.087 

0. 009 
0.000 

IND5 

YR79 0. 352 
0. 043 

IND6 

YR8 0 0.464 
0. 010 

IND7 -1.205 
0. 067 
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The results of this partition of the data are similar 

to those reported in Table 22. The companies listed on the 

ASE and the OTC exchanges (EXCH = 0) are more likely to 

report on internal controls if they (1) are members of FEI, 

(2) are audited by a Big 8 firm, (3) are larger (and 

presumably have stronger controls), and (4) included a 

report in the prior year. In addition, the likelihood of 

reporting increased significantly for reporting periods 

ending between June 1988 and May 1989. It appears that 

these firms (as with the non-FEI companies), were slower to 

react to the reporting issue. The largest increase in 

reporting came at the same time the SEC issued their second 

reporting proposal. 

The results for the NYSE companies closely resemble 

those reported for the overall sample in Table 16. Many of 

the same variables are significant. A comparison of these 

two subsamples reveals some interesting observations. 

Perhaps the most interesting relates to the timing of the 

response to the reporting issue. The NYSE companies show 

significant increases in the likelihood of reporting in the 

early years of the analysis period. Whereas, the only 

significant increase for the other subsample comes late in 

the period (1988). This result, along with those presented 

in Table 22, seem to indicate that different groups of firms 

were responding to different external suggestions for 

voluntarily reporting information on internal controls. 
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Data Partitioned By Auditor Choice Variable 

I partitioned the data with respect to the auditor 

choice variable to determine with the following results, 

Table 24 
Analysis of Partitioned Data - Auditor Choice 

AUD = 0 AUD = 1 AUD = 0 
contin. 

AUD = 1 
contin 

Ttl obs 
# RPT 

877 
139 

10001 
3373 

YR81 

PRR 6.434 
0.000 

6.179 
0. 000 

YR82 -1.980 
0. 027 

-0.788 
0. 000 

FEI 1.433 
0. 000 

0. 962 
0. 000 

YR8 3 -1.978 
0. 027 

-1.087 
0.000 

EXCH YR84 -2.778 
0. 002 

-1.117 
0. 000 

NSEC 1.114 
0.032 

0.573 
0.000 

YR85 -0.972 
0.000 

LEV -0.210 
0. 009 

YR86 -0.684 
0. 001 

CFA 0.088 
0. 076 

YR87 -2.244 
0. 086 

QR YR88 

APT YR89 -

ART IND2 - 0. 514 
0.051 

INT IND3 — 

GROW -0.095 
0.109 

IND4 - 0.563 
0. 059 

SIZE 0.177 
0. 001 

0. 009 
0.000 

IND5 -

YR79 0.453 
0.005 

IND6 -

YR80 0.465 
0. 006 

IND7 -
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The model for the AUD = 0 subsample does not include 

either the industry variables or the time period 1989 

variable. Because of the relatively small number of 

observations on these variables, I eliminate*} them from 

consideration to simplify parameter estimation. I included 

all the variables for the AUD =1 (Big 8 auditor) group and 

reported that information. I also ran the logit analysis on 

the AUD = 1 group with the reduced model (without the 

industry and YR89 variables). The values of the parameter 

estimates of the reduced model changed only slightly, and 

the same variables were significant in both (with the 

exception of the excluded variables of course). 

The major point of comparison for these two subgroups 

is in the effect of the time period on the likelihood of 

reporting. The companies audited by non-Big 8 firms do not 

appear to have been as sensitive to the reporting issue as 

the other group. For example, the Big 8 subsample shows 

significant increases in the likelihood of reporting for 

1979 and 1980 relative to the 1978 reference period. The 

likelihood of reporting dropped off then in the early and 

mid 1980's perhaps in response to the withdrawal of the 

original SEC proposal in 1980. The likelihood of reporting 

by the non-Big 8 group did not exhibit this same pattern. 

There were no sharp increases early in the analysis period 

and significant decreases in the likelihood of reporting 

were observed only in 1982, 1984 and 1987. 
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I examined the numbers and pattern of reporting by both 

of these groups. Initially, 9.23% of the (AUD = 0) group 

and 10.09% of the (AUD = 1) group published management 

reports on internal controls. As the results in Table 24 

indicate, significant increases occurred with the Big Eight 

auditor group within the next two reporting periods. 

Specifically, reports were issued by 30.4% of this group for 

periods ending between June 1980 and May 1981. For that 

same period, 16.3% of companies in the other group were 

reporting. In addition, the incidence of reporting dropped 

off for this group throughout the 1980's. To me this 

indicates that these companies (AUD = 0) were initially less 

sensitive to the reporting issue. 

Data Partitioned by Existence of New Security Issues 

The variable representing the presence of a new 

security issue in a subsequent period was significant in the 

original model as reported in Table 16. I have partitioned 

the data based on the value of this variable to see if there 

are any apparent differences between these two subgroups. 

The data is presented below. 

Table 25 
Analysis of Partitioned Data - New Security Issuance 

NSEC = 0 NSEC = 1 NSEC = 0 
contin. 

NSEC= 1 
contin 

Ttl obs 
# RPT 

9238 
2745 

1640 
767 

YR81 -0.760 
0. 089 

PRR 6.200 
0. 000 

6. 186 
0. 000 

YR82 -1.009 
0. 000 
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NSEC = 0 NSEC = 1 NSEC = 0 
contin. 

NSEC= 1 
contin 

FEI 1.057 
0.000 

0.734 
0.002 

YR83 -0.047 
0.000 

-1.533 
0.009 

EXCH 0.568 
0.067 

YR84 -1.186 
0.000 

-1.057 
0.036 

AUD 0.471 
0.025 

YR85 -1.033 
0.000 

-1.016 
0.031 

LEV -0.212 
0.014 

YR86 -0.802 
0.005 

CFA YR87 

QR YR88 0.924 
0. 054 

APT -0.099 
0. 073 

0.262 
0. 032 

YR89 -1.145 
0. 055 

ART IND2 0.506 
0.067 

INT IND3 

GROW IND4 

SIZE 0. 008 
0.002 

0. 022 
0. 001 

IND5 

YR79 0.300 
0. 097 

IND6 

YR80 0.314 
0. 087 

0.895 
0.017 

IND7 

Examination of Table 25 reveals some interesting 

comparisons as well. The variables PRR (existence of 

reporting in the prior year) and FEI (membership status in 

FEI) are associated with reporting on internal controls 

across a variety of partitions. However, AUD (auditor type) 

and EXCH (exchange listing) appear to interact with some of 

the partitioning variables. Here, the likelihood of 

reporting of companies which issue publicly traded 
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securities (NSEC = 1) is increased if they also are listed 

on the NYSE. This observation offers additional evidence 

that increased exposure to capital markets may affect the 

reporting decisions of corporate managers. Companies on the 

NYSE may find it in their best interests to provide a 

variety of information to potential and existing providers 

of capital in an effort to put forth a favorable image. 

Image may be more of a factor for these companies when new 

securities are to be issued. 

The choice of auditor was significantly related to the 

reporting decision only for those companies not issuing 

securities in a subsequent period. Perhaps the potential 

for auditor influence is overshadowed by the choice to issue 

additional securities. Therefore, the auditor choice does 

not appear to significantly alter the likelihood of 

reporting for the subsample of companies which issue 

securities. 

The observed pattern for the analysis of the time 

period effect is similar to that observed for the sample as 

a whole. Specifically, the likelihood of reporting 

increased fairly early on in the analysis period. The 

likelihood of reporting appears to have decreased during the 

early to mid 80's when the SEC withdrew their original 

mandatory reporting proposal. The relationship of external 

events with the decision to report appears to be similar for 

these two subgroups. 
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Data Partitioned by Prior Report Inclusion 

The fact that a company has presented a report on 

internal controls in the prior year has been consistently 

associated with an increased likelihood of inclusion of the 

information in the current period. Therefore, I was 

interested to analyze initial reporting decisions of 

companies within my sample. I partitioned my data so that I 

could compare companies not reporting (in either the current 

or preceding period - 7268 observations) with companies that 

had just begun to report (no report prior year, report in 

the current period - 544 observations). In essence, I 

examined the likelihood of initial reporting. I found 

that FEI membership, less extreme values of leverage, 

increased size, and certain time periods are associated with 

an increased likelihood of inclusion of an initial report on 

internal controls. In performing this analysis I excluded 

the variables for industry membership. I dropped these 

variables to prevent any difficulties with parameter 

estimation due to a potentially small number of observations 

on these variables. The results are summarized in the table 

below. 

Table 26 

variable parameter 
estimate 

standard 
error 

Wald 
statistic 

p value 

intercept -3.2626 0.2475 173.84 0.0001 

FEI 1.0392 0.1059 96.28 0.0001* 
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variable parameter 
estimate 

standard 
error 

Wald 
statistic 

p value 

EXCH 0.0531 0.1093 0.23 0.6269 

NSEC 0.6486 0.1177 30. 35 0.0001* 

AUD 0.2511 0.2030 1.53 0.2161 

LEV -0.1882 0.0869 4. 69 0.0304* 

CFA 0.0564 0.0517 1.19 0.2749 

QR -0.0417 0.0581 0.52 0.4732 

APT -0.0495 0.0558 0.78 0.3757 

ART 0.0401 0.0551 0.53 0.4667 

INT 0.0226 0.0499 0.20 0.6501 

GROW -0.0769 0.0648 1.41 0.2358 

SIZE 0.0147 0.0026 30. 68 0.0001* 

YR79 0.3857 0.1569 60.4 0.0140* 

YR8 0 0.4536 0.1633 7.71 0.0055* 

YR81 -0.3858 0.2013 3 . 67 0.0553* 

YR82 -0.9484 0.2423 15. 32 0.0001* 

YR83 -1.6661 0.3278 25.84 0.0001* 

YR84 -1.5237 0.3057 24.85 0.0001* 

YR85 -1.3334 0.2810 22.51 0.0001* 

YR86 -0.7909 0.2345 11.37 0.0007* 

YR87 -0.0336 0.1914 0. 03 0.8604 

YR88 0.3344 0.1814 3.39 0.0653* 

YR89 1.3066 1.0207 1. 63 0.2005 

FEI membership is associated with increased likelihood 

of initial reporting as well as overall report inclusion. 

The parameter estimate on this variable for this sample of 

observations is positive (1.0392) and significantly 

different than zero (p value = 0.0001). This result 
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strengthens the results reported earlier with respect to FEI 

membership. That is, the initial decision to report on 

internal controls appears to be related to membership in 

this organization. The members of FEI apparently responded 

to the call of their organization for voluntary reporting on 

internal controls. 

In addition, companies with moderate degrees of 

leverage, relative to others in their industry, were more 

likely to begin voluntary reporting of this information than 

those with more extreme values of leverage. This result is 

consistent with my revised contention that companies with 

very low levels of debt would not be motivated to provide 

additional evidence of monitoring efforts. In addition, the 

managers of companies with very high levels of debt may be 

under increased pressure to manipulate financial data 

resulting in a weakening of existing control systems. 

Therefore, companies in these extreme debt positions are 

less likely to report on internal controls. 

As with the overall sample, initial reporting decisions 

are associated with subsequent issuance of publicly traded 

securities. Those companies which issue securities are 

more likely to begin reporting on internal controls in the 

period prior to the issuance of the securities. This is 

additional evidence that reporting decisions may be affected 

by the use of capital markets. 
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The coefficients on the variables representing the 

reporting periods reported here exhibit a similar pattern as 

those reported for the entire sample. Relative to 1978, the 

likelihood of initial reporting increased significantly in 

1979 through 1980. The likelihood declined, relative to 

that in 1978, over the next six periods. There was a great 

deal of discussion of this reporting issue in the early 

years of my analysis period. This interest appears to have 

encouraged company managers to begin reporting. 

I altered the specification of the time variable to 

further test the hypothesis with respect to external events 

(H13). I created three categories to correspond with the 

level of activity relating to potential regulation of this 

reporting issue. I defined Timel to include reporting 

periods ending from July 1978 to May 1982. This period 

includes the activities relating to the SEC's initial 

attempt to mandate reporting. I defined Time2 to include 

reporting periods ending from June 1982 through May 1987. I 

used this as the reference period as not much activity 

related to potential regulation took place. The Time3 

period included reporting periods ending after June 1987 and 

before July 1989. This last period corresponded to the 

renewed interest in the reporting issue and issuance of the 

second SEC proposal. I expected that the likelihood of 

initial reporting decisions would be higher in Timel and 

Time3 given all the activity related to possible regulation 
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of the report. This is in fact what I found. The parameter 

estimates (Timel = 1.3490, Time3 = 1.3397) were both 

positive and significantly different from zero (p = 0.0001). 

With this alternate specification of the model the 

parameter estimates on the other variables are consistent 

with those reported earlier in Table 26. This additional 

evidence strengthens the results for Hypothesis 13 relating 

to the effects of external events on initial reporting 

decisions. That is, initial reporting decisions do appear 

to be related to external events related to potential 

regulation of this reporting issue. I cannot determine from 

this data whether companies reported in anticipation of 

impending legislation or to forestall actual passage of such 

a requirement. 

This concludes my discussion of the specific results. 

In general, I found evidence which I believe to be 

consistent with ritualism and opportunism with respect to 

this reporting issue. In the final chapter, I present a 

summary of the specific results as they relate to the 

theoretical framework discussed in the second chapter. 



CHAPTER 5 

IMPLICATIONS AND LIMITATIONS OF THE RESEARCH 

The purpose of this research was to examine differences 

which existed between companies which have and have not 

furnished management reports on internal controls in an 

effort to gain some insight into the incentives corporate 

managers have for disclosing this information. 

Specifically, I looked at the existence of internal control 

disclosures versus characteristics of companies to determine 

if the dimensions identified by Gibbins et al. [1990] help 

to explain the existence or absence of disclosure of 

management reports. These authors identify two dimensions 

of corporate reporting practices: ritualism and opportunism. 

According to Gibbins et al. [1990], companies develop 

disclosure positions in response to both internal and 

external conditions. These authors point out that some 

managers may provide information through disclosure as a 

matter of compliance with some perceived set of reporting 

norms. On the other hand, managers may pursue an active 

disclosure policy designed to maximize specific benefits. 

That is, managers may wish to signal some underlying 

characteristic of their company in an effort to gain some 

advantage. In the following sections of the chapter, I will 
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relate the results of the hypotheses testing to these two 

dimensions. 

Ritualism 

Gibbins et al. [1990] define ritualism as the 

"propensity towards uncritical adherence to prescribed norms 

for the measurement and disclosure of financial information" 

[p. 130]. Norms are the beliefs or standards shared by 

members of a particular group. Therefore, I posited that 

the decision to report on internal controls would be related 

to membership in key groups, if the behavior was of interest 

to the group. 

My analysis seems to lend credence to this notion of 

ritualism. Reporting on internal controls was associated 

with membership in the Financial Executives Institute (FEI) 

(p values = 0.0001), auditor choice (p value = 0.0767) and 

certain industry designations (IND2 p value = 0.0896; IND4 

p value = 0.1065). FEI membership was closely related to 

initial reporting decisions as well. In fact, FEI 

membership appears to have been a significant factor across 

several of the possible partitions of the data. For those 

companies not in the FEI, auditor influence seems to have 

been more of a factor in the reporting decision. These 

reported results are consistent with my contention that the 

FEI and external auditors had an influence on the decision 

to report on internal controls. Companies may have provided 

a report on internal controls in order to comply with the 
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suggestions provided by these external sources. These 

companies would be seen as actively supporting issues which 

were important to the group as a whole, thus enhancing their 

reputation within and/or outside the group. 

In addition, companies seem to have developed internal 

reporting norms. That is, once a report on internal 

controls was included in the annual report, it appears that 

managers were not likely to discontinue the practice. Once 

the pattern of providing the information was established, it 

appears to have persisted. The results with respect to 

these internal norms persisted over a variety of partitions 

of the data set. These patterns provide strong evidence of 

ritualism with respect to this reporting issue. Gibbins et 

al. [1990] indicate that "ritualistic behavior is 

repetitive, involving passive roles for managers" [p. 130]. 

The strong relationship between the current inclusion of 

such a report and the prior inclusion of the information, 

indicates to me that the initial decision to report may have 

been influenced by external events and/or company specific 

factors; however, the subsequent inclusion of the report 

appears to have become-a matter of habit. 

Opportunism 

I was interested to determine if companies would 

disclose this information in an effort to gain some type of 

advantage. Gibbins et al. [1990] observed such 

opportunistic behavior with respect to other reporting 
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issues. Opportunism entails an active role for company 

officers in the management of disclosure. Effectively, the 

opportunism described by these authors is equivalent to 

signalling behavior. My reading of these authors and some 

of the related signalling literature [Spence, 1973; 

Verrecchia, 1983; Waymire, 1985] led me to expect two 

things. First, companies that could produce this signal at 

a low cost would be likely to do so. In addition, companies 

which could benefit the most from making the disclosure 

would opt to include the information. 

Low Cost Hypotheses 

Presumably, companies which already had adequate 

controls in place could have begun to report on internal 

controls at very little cost. Extant auditing research 

[Mautz et al., 1980] has made a connection between the size 

of a company and the devotion of resources to the 

development and maintenance of control systems. Therefore, 

I reasoned that larger companies would be more likely to 

include reports on internal controls in their annual 

reports. I indeed found this to be the case. The 

association between the SIZE variable and the decision to 

report was present, not only in the overall sample, but also 

within the partitioned results. Therefore, it seems that 

within all subsets of my data, the larger (and presumably 

better controlled) companies were more likely to report on 

internal controls. 
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Conversely, I posited that companies without adequate 

controls in place would not be likely to report, due to the 

high cost of the disclosure. I chose three characteristics 

which have been suggested to relate to the inadequacy of 

internal controls in order to test the relationship between 

the cost and the likelihood of disclosure. The three 

variables I chose were relative growth rates, relative 

amounts of working capital (as measured by a variety of 

financial ratios) and the presence of corrections in the 

unaudited, quarterly financial information. I found that 

companies exhibiting extreme growth rates were less likely 

to report on internal controls. Kinney and McDaniel [1990] 

indicated that these extreme growth rates could be 

associated with weaker control systems. They posited that 

high growth rates may increase the chance that a company has 

outgrown existing controls. Low growth rates, on the other 

hand, may increase the pressure to manipulate financial 

information, requiring a circumvention of control systems. 

My results are consistent with this posited relationship 

between growth rates and adequacy of controls. If these 

companies do indeed have weaker systems of controls, the 

cost of providing the report on internal controls might be 

prohibitive. In this case, the cost of providing the report 

(claiming an adequate system of controls) would include the 

costs associated with either strengthening the controls or 
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making fraudulent statements (if any deficiencies were not 

corrected). 

I did not find a relationship between the other two 

variables and the likelihood of reporting. It may be that 

the relationship does not exist, or that I was not able to 

detect it. The corrections of quarterly data were reported 

by a very small number of my total sample, making meaningful 

analysis of this issue difficult to achieve. The working 

capital adequacy variables did not produce significant 

results either. It is possible that I did not properly 

capture the working capital adequacy. It is also possible 

that the link between working capital adequacy and strength 

of internal controls that I posited may not be strong enough 

to produce the effect I was expecting. If this is the case, 

there would be no clear relationship between the relative 

values of the variables I chose to capture and the costs of 

providing disclosures on internal controls. In the absence 

of that relationship, I would not expect to find 

significance. 

If the link between company size and devotion of 

resources to controls is a valid one, then I have found 

support for my underlying hypothesis. That is, companies 

which have adequate controls in place are able to provide 

information on internal controls at little or no cost. 

Therefore, these companies will be likely to include such 

information in their annual reports. In reexamining the 
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data, I found that the size of the companies which reported 

this information in 1978 were significantly larger than 

companies which began reporting in 1979, 1980 and 1981. 

Again, these results are at least consistent with the 

posited relationship between size (and the adequacy of 

controls), the low cost and increased likelihood of 

reporting on internal controls. 

Greatest Benefits Hypotheses 

I advanced three hypotheses which relate to the 

signalling notion that companies which stand to benefit from 

making disclosures regarding their internal controls will be 

more likely to do so. I looked for a relationship between 

the decision to report on internal controls and a company's 

relative debt level, the issuance of publicly traded 

securities in the succeeding period and the percentage of 

management ownership of stock. Two of these hypotheses were 

supported by the results of my analysis. 

Using agency theory arguments, I posited that companies 

with moderate degrees of leverage, relative to others in 

their industry, would be more likely to report on internal 

controls. To recap the argument, I reasoned that managers 

of companies with low levels of debt would not be motivated 

to provide additional evidence of their monitoring efforts. 

In addition, managers of companies which are heavily debt 

laden are under more pressure to manipulate key financial 

data and thereby weaken existing control systems. Somewhere 
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between these two extremes, agency theory would suggest that 

managers will provide for additional monitoring devices in 

order to convey their commitment to their fiduciary duty to 

absentee owners. I did indeed find that companies with 

relatively moderate amounts of leverage were more likely to 

provide information on internal controls. 

It seems that the preceding hypothesis has elements of 

both the low cost and high benefits arguments. For example, 

companies at the low debt range are not motivated to report 

on internal controls because they will gain no benefits from 

doing so. As the debt load increases, relative to other 

companies, these managers have more to gain by making the 

internal control information available to investors. That 

is, these managers find it in their best interests to inform 

others of their commitment to controls and to their 

fiduciary duties. As the relative debt level increases, the 

cost to companies of making these voluntary disclosures also 

increases as pressures on the control systems increase. 

Whether I group this with the low cost hypotheses or 

the greatest benefit hypotheses is of little consequence 

perhaps. The important thing is the observed result. The 

association between the relative debt level and the 

likelihood of reporting was quite strong. This relationship 

held for both the overall sample and the sample of initial 

reporting decisions. The result is consistent with the 

thought that companies which stand to gain from making 
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disclosures regarding their internal controls will be more 

likely to do so than those companies which are not in a 

position to benefit greatly. 

Gibbins et al. [1990] indicate that the frequency of 

use of the capital markets will have an impact on financial 

reporting decisions. Companies which issue publicly traded 

debt and equity securities may wish to create a favorable 

impression in the minds of potential investors by providing 

information which puts them in good light. In light of 

these ideas, I posited that companies which issue publicly 

traded securities in an immediately subsequent period are 

more likely to report on internal controls in the current 

period than a company which is not going to issue such 

securities. My results supported this idea. I found an 

association between the decisions to report on internal 

controls and the subsequent issuance of securities for both 

my overall sample and the sample of initial reporting 

decisions. 

These results are consistent with opportunistic 

behavior patterns of managers with respect to internal 

control disclosures. Managers apparently act as if the 

dissemination of this information will enhance the corporate 

image within the securities markets. Again, this result is 

related to the agency theory notion that as the supply of 

outside capital increases, the need for providing additional 

evidence of monitoring efforts also increases. 
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I attempted to extend this idea to.the percentage of 

management ownership. Managers of companies with higher 

percentage of management ownership of stock should be less 

inclined to provide additional information of this type to 

outside owners and creditors. I was unable to collect this 

data on my entire sample of companies. I had to settle for 

a reduced sample to perform this analysis. I found no 

consistent association between the percentage of management 

ownership and the likelihood of reporting on internal 

controls. 

As a whole, the results of my analysis with respect to 

these agency variables were fairly strong. I concluded from 

this that managers at least act as if this information on 

internal controls was going to provide some benefit to the 

company. That is, the decisions to report on internal 

controls are associated with key variables which are 

consistent with the theorized benefits to be derived from 

such disclosures. In my opinion, these results along with 

the results of the low cost hypotheses summarized above 

indicate that managers are acting opportunistically. In 

conclusion, I would contend that the framework provided by 

Gibbins et al. [1990] is useful in analyzing voluntary 

reporting decisions of management. 

Additional Results 

The remaining hypothesis relates to the effect of 

external events on the decisions of managers regarding 
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reporting on internal controls. In researching this issue, 

I found that there had been much discussion of this issue 

over my analysis period. I found also that the pattern of 

adoption varied over time. Therefore, I was interested to 

determine if certain periods (and the related events) were 

associated with increased likelihood of reporting. I found 

that for both initial reporting decisions and for the 

overall sample, the likelihood of reporting on internal 

controls increased significantly in the 1979 and 1980 

Compustat reporting periods (representing calendar time of 

June 1, 1979 to May 31, 1981). The SEC withdrew their 

original reporting proposal in 1980 but continued to monitor 

reporting into 1982. For my sample the likelihood of 

reporting declined significantly for reporting periods 1981 

through 1986. This corresponds to the period of time over 

which impending legislation on the reporting issue became 

less likely. Interest was renewed again in late 1987 with 

the issuance of the final report by the Treadway Commission. 

This pattern of behavior is consistent with at least 

two things. Companies may have been responding to the 

reporting issue in anticipation of impending legislation. 

They may have chosen to adopt the report early to indicate 

their willingness to comply with the proposed regulation and 

to project a favorable corporate image. Alternatively, the 

company managers may have voluntarily reported information 

on internal controls in an effort to delay and/or prevent 
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harsh legislation from being enacted. The original SEC 

proposal would have required auditor involveiment and an 

explicit assessment of control adequacy. The. reports, as 

issued, largely fell short of making explicit statements 

regarding the adequacy of their controls. Perhaps managers 

chose to report some level of information in an effort to 

prevent the more stringent regulations from being enacted. 

This latter possibility would be more indicative of 

strategic behavior by the part of management. That is, they 

responded more for political reasons than for any company 

specific reason. I find this possibility quite interesting. 

If the companies did respond initially to forestall 

potentially restrictive regulation, they have by and large 

been successful. That is, to date, no mandcitory reporting 

requirement is in place. 

Implications and Significance of the Research 

A study of this sort does have some interesting 

implications. I have examined possible incentives for 

companies to disclose a management report in internal 

controls. Specifically, I examined whether disclosure of 

this information is. associated with company specific 

variables which are representative of ritualistic or 

opportunistic behavior. I found some evidence of both 

dimensions in the reporting on internal controls which has 

taken place. 
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If the disclosure is largely ritualistic, the content 

of the report may not be particularly informative. That is, 

managers are including these reports in the annual report to 

comply with some internalized set of norms. The act of 

disclosure becomes the important thing. 

If on the other hand, the disclosure is provided for 

opportunistic reasons, both the message and the act of 

disclosure are important. Managers of companies are drawing 

attention to themselves by the act of disclosure. The 

message itself is designed to provide comfort to outsiders 

that management is upholding their fiduciary duty to the 

shareholders by providing adequate controls and thereby 

reliable financial reports. 

I find it likely that some elements of both dimensions 

are present with this reporting issue. Gibbins et al. 

[1990] describe these elements as two ends in a continuum. 

Companies may be at different positions along that continuum 

and elect to voluntarily report this information. My 

analysis of the partitioned data suggests this to be the 

case. That is, the reason for reporting on internal 

controls does not have to be the same for all companies in 

my sample. 

Another important implication of these results is that 

the framework suggested by Gibbins et al. [1990] is useful 

is examining a variety of reporting issues. These authors 

have suggested that their theory could be helpful in 
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explaining voluntary disclosure of both qualitative and 

quantitative data. I have indeed found that to be the case. 

Beyond my specific conclusions and the adaptability of 

this framework to voluntary reporting issues, this research 

represents the first step in understanding the response of 

managers to this reporting issue. Disclosures regarding 

internal controls have continued to be of interest over an 

extended period of time. The question remains whether the 

content and dissemination of the disclosures should be left 

to the discretion of corporate management or mandated by the 

SEC. Because the cost/benefit incentives of signalling have 

been associated with inclusion of the report, then some may 

suggest that mandatory reporting is not required. That is, 

if the market provides the incentive for firms to disclose 

information of this sort, then an SEC ruling is not really 

necessary. In addition, the existence of informal reporting 

norms may effectively minimize the need for formal reporting 

requirements. 

Still others would contend that regulation may be 

required anyway. Voluntary disclosure exists at this point, 

but in the absence of regulation, reports may not be 

consistent with respect to the definition of internal 

control or the standards by which managers judge 

effectiveness. My research was not designed to produce an 

assessment the quality of existing disclosure. Therefore, I 

must refrain from judging its adequacy. That is an entirely 
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different question. To the extent that this research adds 

to our understanding of existing disclosures of this type, 

it is useful. 

Limitations of the Research 

The validity of any conclusions I have reached based on 

this research are limited to my ability to capture the 

underlying concepts of interest. To the extent that I 

successfully captured the dimensions of ritualism and 

opportunism as they relate to this reporting issue, my 

conclusions are valid. However, if the characteristics I 

identified in my study really represent other factors, my 

conclusions will have been in error. 

For example, I maintained that the size of a company is 

related to the devotion of resources to the development and 

maintenance of internal controls. As I previously stated, 

this maintained hypothesis is subject to debate and further 

analysis. It is possible, for instance that size could also 

be a proxy for political visibility. If company managers 

reacted to the SEC reporting proposals in an effort to 

prevent harsh regulations from being passed, then perhaps 

the large companies were more likely to report because of 

their increased political visibility. That is, if General 

Motors voluntarily discloses this information, that is more 

noticeable than if some small, lesser known company takes 

the same action. This latter thought is related to the 

political cost argument in much of positive accounting 
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research. Positive theorists argue large companies choose 

certain accounting methods to reduce reported income so as 

not to be perceived as earning excess profits. In both 

cases, these large companies are trying to minimize 

potential political costs. 

Another issue which could have an impact on the 

analysis is the choice of analysis period. I chose July 

1978 (and reports issued for periods ending after that date) 

as the appropriate starting point for my examination. The 

Foreign Corrupt Practices Act as issued late in 1977. The 

FEI officially began urging inclusion of this report in 

annual reports of its members in June 1978. At that time, 

the FEI issued reporting guidelines for its members to 

follow. The American Institute of Certified Public 

Accountants followed suit in December of that same year. I 

believe that my choice of starting point coincides with the 

emergence of the issue of reporting on internal controls. 

I did go back and examine earlier annual reports issued 

by the companies which reported on their controls in the 

initial period of my analysis. I found five reports issued 

the previous year. For those five companies I coded the 

prior report variable to indicate submission of a previous 

report. In addition, these companies were excluded from my 

analysis of the initial reports given in Table 26. 

In collecting the data for this research I assumed that 

the information reported by the databases was accurate. For 
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example, I assumed that the National Automated Accounting 

Service (NAARS) data was accurate with respect to initial 

report inclusions. I used the NAARS database as my primary 

source of these reports, and I assumed the service 

accurately reported the contents of the annual reports. The 

accuracy of this report information could be investigated in 

the future. 

A general limitation of this type of research is the 

inability to generalize the results beyond the particular 

sample. The associations I found with this sample may not 

carry over to other companies or subsequent time periods. 

Some of the variables (prior reporting, FEI membership, and 

size) did prove to be significant across a variety of 

partitions within my sample. In addition, I included 989 

companies in my logit analysis of the data. This sample 

represents a fairly large portion of the total population of 

public companies. These factors lead me to believe that the 

particular relationships I identified might exist outside of 

my sample. Only continued examination of the issue will 

provide an answer to this question. 

Perhaps the most significant weakness of research of 

this type is the inability to prove causation. At most I 

can identify associations between various factors of 

interest and the decision to report on internal control. I 

cannot conclude that the reason managers reported was due to 

ritualistic or opportunistic motives. I can only judge the 
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associations as being consistent or inconsistent with the 

theories I have cited. 

Descriptive research such as this is limited in its 

ability to explain behavior. However, that does not mean it 

should be disregarded. The main purpose of my research was 

to shed some light on the decisions made by corporate 

managers regarding internal control disclosures. In my 

opinion, I have accomplished that purpose, within the limits 

of the research methodology. In conclusion, my findings are 

consistent with the existence of ritualistic and 

opportunistic behavior patterns with regards to voluntary 

internal control disclosures. 

Future Research 

I view this research as a first step in gaining an 

understanding of the corporate response to the internal 

control reporting issue. With respect to the work I have 

already dome, there are some related questions which could 

be examined further. As I noted, I assumed that NAARS 

accurately reported the incidence of internal control 

reporting with respect to the period of initial adoptions. 

I plan to establish the reasonableness of this assumption. 

In addition, I plan to experiment with further 

refinement of the logit analysis. For example, it is 

possible to convert parameter estimates into the probability 

associated with increased values of the independent 
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variables. This analysis would enable me to describe with 

more precision the relationships within my data. 

In collecting the internal control report data, I 

assumed the content of the reports remained constant over 

time and across companies. The dependent variable was 

dichotomous. I coded all report observations with a value 

of 1. Differences may exist in the report content and these 

differences could be analyzed to provide additional insight 

into the corporate response to the reporting issue. 

Conducting this research led me to other questions as 

well. In the future, I plan to look at some of the 

companies which elected to discontinue reporting. What 

factors led these companies to pull the information from 

their annual reports? In addition, I would like to continue 

to monitor the response of companies following the issuance 

of the Federal Deposit Insurance Corporation Improvement Act 

in 1992. This legislation requires large banks and their 

auditors to report on the adequacy of company controls over 

financial reporting. I believe the issue of reporting on 

internal controls is going to continue to be an important 

one. 
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APPENDIX A 

The following is a sample management report on internal 
control taken from the 1988 annual report of Goodyear Tire 
and Rubber Company. This letter is fairly representative of 
the reports currently being furnished by other companies. 

Goodyear Responsibility for Financial Statements 

The financial statements of The Goodyear Tire & Rubber 
Company and subsidiaries were prepared in conformity with 
generally accepted accounting principles. The Company is 
responsible for selection of appropriate accounting 
principles and the objectivity and integrity of the data, 
estimates and judgments which are the basis for the 
financial statements. 

Goodyear has established and maintains a system of 
internal controls designed to provide reasonable assurance 
that the books and records reflect the transactions of the 
Company and that its established policies and procedures are 
carefully followed. This system is based upon written 
procedures, policies and guidelines, organizational 
structures that provide an appropriate division of 
responsibility, a program of internal audit and the careful 
selection and training of qualified personnel. 

Price Waterhouse, independent accountants, examined the 
financial statements and their report is presented below. 
Their opinion is based on an examination which provides an 
independent, objective review of the way Goodyear fulfills 
its responsibility to publish statements which present 
fairly the financial position and operating results. They 
obtain and maintain an understanding of the Company's 
accounting and reporting controls, test transactions and 
perform related auditing procedures as they consider 
necessary to arrive at an opinion on the fairness of the 
financial statements. While the auditors make extensive 
reviews of procedures, it is neither practicable nor 
necessary for them to test a large portion of the daily 
transactions. 

The Board of Directors pursued its oversight 
responsibility for the financial statements through its 
Audit Committee, composed of Directors who are not employees 
of the Company. The Committee meets periodically with the 
independent accountants, representatives of management and 
internal auditors to assure that all are carrying out their 
responsibilities. To assure independence, Price Waterhouse 
and the internal auditors have full and free access to the 
Audit Committee, without Company representatives present, to 
discuss the results of their examinations and their opinions 
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of the adequacy of internal controls and the quality of 
financial reporting. 

Robert E. Mercer Oren G. Shaffer 
Chairman of the Board Executive Vice President 

and 
Chief Financial Officer 
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APPENDIX B 

The following is a summary of the important aspects of the 
reporting guidelines issued by the AICPA [1979] and the FEI 
[1978] . 

Both groups suggested that the management report include the 
following: 

1. discussion of managements' responsibility for the 
financial statements. 

2. discussion of managements' responsibility for internal 
controls. 

3. some assessment of the effectiveness of the internal 
controls; the AICPA publication advocated the use of 
the term "reasonable" (rather than absolute) assurance. 

4. discussion of the role of the independent auditors. 

5. discussion of the role of the audit committee. 
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APPENDIX C 

The following is a summary of the significant events which 
may have had an impact on a company's decision to report in 
internal controls. 

Year 

1977 

1978 

1979 

1980 

1982 

1986 

1987 

1988 

Event 

Passage of the FCPA in December 

Final report issued by the Cohen Commission 

FEI statements issued in June and October 
1978 urging inclusion of the report 

AICPA Special Advisory Committee on Reports 
by Management issued tentative report in 
December which provided reporting guidelines 

SEC reporting proposal was issued in April 

FEI statement issued in December 1979 again 
urging continued support of the reporting 
effort 

AICPA Special Advisory Committee on Reports 
by Management issued final report 

SEC withdrew their 1979 reporting proposal in 
June 

Federal Managers' Financial Integrity Act 
passed 

Treadway Commission issued their preliminary 
recommendations in December 

Treadway Commission issued their final report 
in October 

SEC reporting proposal was issued in July 
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APPENDIX D 

The following is a list of the hypotheses as they appear in 
the paper. 

HI: FEI membership of key corporate officers increases 
the likelihood of inclusion of a management report 
on internal control. 

H2: Exchange listing does affect the decision to 
disclose a management report on internal controls. 

H3: Industry classification does affect the decision 
to disclose a management report on internal 
controls. 

H4: Use of a Big Eight auditor increases the 
likelihood of disclosure of a management report on 
internal controls. 

H5: Inclusion of a management report on internal 
controls in the prior year increases the 
likelihood of inclusion of such a report in the 
current year. 

H6: As the size of a company increases, the likelihood 
of inclusion of a management report on internal 
controls also increases. 

H7: As the growth rate of earnings changes, the 
likelihood of inclusion of a management report on 
internal controls also changes. 

H8: As the adequacy of working capital decreases, the 
likelihood of inclusion of a management report on 
internal controls decreases. 

H9: As the percentage of stock owned by management 
increases, the likelihood of inclusion of a 
management report on internal controls decreases. 

H10: As the debt to asset ratio becomes more extreme, 
the likelihood of inclusion of a management report 
on internal controls decreases. 

Hll: Issuing publicly traded securities in the year 
following release of the annual report makes 
inclusion of a management report on internal 
controls more likely. 
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H12: Companies which are required to correct quarterly 
data are not as likely to include a management 
report on internal controls for the same period, 
(not included in the logit model) 

H13: Initial reporting decisions are correlated with 
significant events related to potential 
regulation. 
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The following is a list of the variables defined in the 
paper and the proposed source of the data. 

Variable 

Dependent variable 

FEI (HI) 

Exchange (H2) 

Industry (H3) 

Auditor (H4) 

PRR (H5) 

SIZE (H6) 

GROW (H7) 

QR (H8) 

ART (H8) 

APT (H8) 

INT (H8) 

CFA (H8) 

Definition 

Include = 1 
Not included = 0 

membership of key 
officers 

exchange on which 
securities are listed 
EXCH = 1 for NYSE 

primary SIC code 

Big Eight = 1 
Other = 0 

existence of report 
in prior year 

asset size/price 
index 

rate of earnings growth 

relative value of 
the quick ratio 

relative value of 
A/R turnover 

relative value of 
A/P turnover 

relative value of 
inventory turnover 

relative value of 
cash flow from 
operations 

Source 

NAARS Data 
Base 

FEI 
membership 
rosters 

Compustat 
II 

Compustat 
II 

Compustat 
II 

NAARS 
Data Base 

Compustat 
II 

Compustat 
II 

Compustat 
II 

Compustat 
II 

Compustat 
II 

Compustat 
II 

Compustat 
II 
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PMAN (H9) 

LEV (H10) 

NSEC (Hll) 

CORR (H12) 

% of stock owned by 
management 

relative value of the 
debt to asset ratio 

existence of security 
issue in period t + 1 

existence of correction 
due to material mis-
statement of quarterly 
data. 

Value Line 
Investment 
Survey 

Compustat 
II 

Directory 
Corporate 
Finance 

NAARS 
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The table below represents a summary of information 
relating to the number of internal control reports issued by 
the companies in my sample. 

Table 27 
Frequency of Internal Control Reports 

reports issued 
over test period 

# of companies 
issuing reports 

# of report 
observations 

0 631 -

1 96 96 

2 77 154 

3 47 141 

4 27 108 

5 27 135 

6 19 114 

7 33 231 

8 53 424 

9 114 1026 

10 136 1360 

11 88 968 

total 1348 4757 
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Below is the information to be solicited from a subsample of 
all firms in my analysis. Separate surveys will be sent to 
the disclosing and non-disclosing companies. 

The financial officers of all companies I sent 
questionnaires to were asked to respond to the following 
question regarding the adequacy of their internal controls. 

Which of the following statements best describes your 
internal control system. 

Excellent - includes all possible cost -
beneficial features. 

Approaching excellence - slight improvements are 

being made. 

Adequate - minor improvements are necessary. 

Less than adequate - major weaknesses have been 
identified and are being addressed. 
Inadequate - major areas of weakness remain in the 
system. 

Other (please specify) 

Please use the back of this page (or add a page) for your 
comments regarding your view of incentives corporate 
managers have for voluntarily disclosing information 
regarding internal controls. 

If you desire a summary of the responses to this 
questionnaire, please check the following: 

Please send a summary of the responses to 
your questionnaire to the name on the cover 
letter (or to the name on the business card 
enclosed in the self addressed envelope). 

Continued . . . 
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Examination of your annual report to shareholders reveals 
that your company currently discloses a management report on 
internal control. 

Which of the following statements best describes the 
reason(s) the management of your company chose to include 
the report? If more than one reason is appropriate, please 
rank them in order of importance. [Use 1 to represent the 
most important] 

Report is included 

in anticipation of impending regulation. 

in order to put forth a good corporate image. 

to signal lower risk of fraudulent financial 
reporting to existing and potential investors 
and creditors. 

because we could do so at little or no cost. 

because management believes that the 
establishment of controls is an important 
part of our fiduciary duty to the 
shareholders and creditors. 

in response to encouragement made by 
professional and trade organizations to which 
our company and/or officers belong. If 
selected, please specify the name of the 
organization. 

because we believe that some minimal level of 
report is needed. 

despite our opinion that the information has 
little or no value to investors or creditors. 
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because we must provide this or related 
information to regulators and therefore we 
can easily include the disclosure in our 
annual report. If this applies to your 
company, please indicate to which regulatory 
agency you currently report and the nature of 
the information reported. 

Other (please specify briefly) 

[For those companies which currently do not disclose the 
report the second page of the request was as follows:] 

Examination of your annual report to shareholders reveals 
that your company currently does not disclose a management 
report on internal control. 

Which of the following statements best describes the 
reason(s) the management of your company chooses not to 
include the report? If more than one reason is appropriate, 
please rank them in order of importance. [Use 1 to represent 
the most important item] 

Report is not included 

• because the information is not pertinent. 

because the potential legal liability to 
officers and directors is not clear. 

because it is a firm policy not to disclose 
any information not currently required. 

despite encouragement made by professional 
and trade organizations to which our company 
and/or officers belong. If selected, please 
specify the name of the organization. 

because our company is not fcimiliar with the 
reporting issue. 

because the incremental benefit is not 
sufficient to warrant any additional costs of 
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disclosure. If selected please indicate the 
primary cost of disclosure your company would 
face. 

because the effectiveness of our control 
systems is not sufficient to make such 
assertions. 

Other (please specify) 
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Survey Results 
As I mentioned earlier, I sent out a survey to a 

randomly selected group of both reporting and non-reporting 
companies. The primary purpose of sending the survey was to 
corroborate the selection of variables for my research. I 
selected 80 companies which had reported information 
regarding their internal controls in their 1.988 annual 
report. I then selected 76 companies which were shown not 
to have reported on internal controls in their annual 
reports. After obtaining corporate addresses from Standard 
and Poors Corporate Register I mailed out the survey. 

I received a total of 64 responses, 48 from the initial 
mailing and 16 from the second request. A summary of the 
response information is provided below. 

Table 28 
Survey Responses 

reporting 
companies 

nonreporting 
companies 

total sent 80 76 

returned for address 
problems (3) 

responded on first mailing 31 

(V) 

17 

responded after second 
request 

percent responding 

8 

50. 6 

8 

36.2 

I performed a Chi-Square test to determine if the 
response rate varied between the two groups. I found that 
the response rate was significantly different for the 
reporting and nonreporting companies. Specifically, the 
companies which reported on internal controls had a 
significantly higher response rate (Chi-squcire = 2.79, 
degrees of freedom = 1). 

I asked the respondents to provide an overall 
assessment of their internal control systems. Not 
surprisingly, no companies indicated that their systems were 
less than adequate or inadequate. Furthermore, I found no 
statistically significant difference between the assessments 
of the reporting versus the nonreporting companies. The 
summary of the survey results are presented below. 
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Table 29 
Overall Rating of Control Systems 

Internal Controls reporting nonreporting 
Rated as companies companies 

Excellent 5 1 

Approaching excellence 20 10 

Adequate 13 14 

One reporting company indicated their control system 
was somewhere between adequate and approaching excellence, 
so I did not include it in Table 29. Based on the data 
reported here, I found that a test for differences revealed 
no statistically significant results (Chi-square = 2.68, 
degrees of freedom = 2). However, a greater percentage of 
the responses of the reporting companies fell in the top two 
categories than that of the nonreporting companies. 

I also asked respondents to categorize their reasons 
for their reporting decision. Below is a summary of the top 
three first choices (and the number of companies which chose 
each) by reporting and non-reporting companies. 

Table 30 
Summary of Ranked Responses 

Report is included: 

part of the fiduciary duty 23 (59%) 

good corporate image 6 (15%) 

anticipation of impending regulation 3 (7%) 

Report is not included: 

firm policy 12 (48%) 

insufficient incremental benefit 4 (16%) 

information not pertinent 3 (12%) 

potential legal liability 3 (12%) 
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A few companies at least acknowledged that 
encouragement from professional groups had an impact on 
their choice. The organizations mentioned were the FEI, 
AICPA, and the Institute of Internal Auditors. 

The responses were consistent with my use of ritualism 
and opportunism in selecting the variables for 
considerationi I did not make any adjustments to my 
variables as a results of the information gathered with 
these surveys. 
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Below are tne results of the correlation analysis that 
I performed. I calculated the Spearman's Correlation 
Coefficients for all independent variables in my model. 
Within each cell I have presented the coefficient of 
correlation and the related p value. The sample size for 
each set of correlation statistics was 10,879 with the 
exception of the PMAN comparisons. The sample size for each 
of these measures was 870. 

Table 31 
Correlation Coefficients 

SIZE 

ART 0 . 0 1 7 

0 . 0 7 1 

ART APT INT CFA GROW QR LEV EXCH FEI 

APT 0 . 0 5 8 0 . 2 9 1 

0.001 0.001 

INT - 0 . 0 0 2 0 . 2 1 7 0 . 2 2 1 

0.865 0.001 0.001 

CFA 0 . 1 1 6 - 0 . 1 1 5 - 0 . 0 8 9 - 0 . 0 8 7 

0.001 0.001 0.001 0.001 

GROW 0 . 0 1 2 - 0 . 0 7 7 - 0 . 0 3 8 - 0 . 0 3 6 0 . 0 5 1 

0.181 0.001 0.001 0.001 0.001 

QR 

o 
o 

o 
—

» 
O

 
00

 

0 . 1 6 6 

0 . 0 0 1 

- 0 . 1 3 5 

0 . 0 0 1 

- 0 . 0 5 7 

0 . 0 0 1 

- 0 . 0 5 3 

0 . 0 0 1 

0 . 0 5 8 

0 . 0 0 1 

LEV - 0 . 1 2 3 

0 . 0 0 1 

- 0 . 0 0 7 

0 . 4 5 7 

0 . 0 1 1 

0 . 2 4 9 

0 . 0 1 3 

0 . 1 8 6 

- 0 . 0 3 2 

0 . 0 0 8 

- 0 . 0 1 7 

0 . 0 6 9 

0. 

0, 

. 0 8 8 

. 001 

-

EXCH 0 . 5 2 4 

0 . 0 0 1 

0 . 0 2 8 

0 . 0 0 3 

- 0 . 0 1 9 

0 . 0 4 6 

0 . 0 4 3 

0 . 0 0 1 

0 . 0 8 4 

0 . 0 0 1 

0 . 0 1 6 

0 . 0 9 7 

- 0 , 

0, 

. 083 

. 0 0 1 

- 0 . 0 7 8 

0 . 0 0 1 

-

FEI 0 . 4 0 9 

0 . 0 0 1 

0 . 0 0 4 

0 . 6 1 1 

- 0 . 0 2 9 

0 . 0 0 2 

- 0 . 0 0 6 

0 . 5 1 7 

0 . 1 0 2 

0 . 0 0 1 

0 .C01 

0 . 9 9 5 

- 0 , 

0. 

. 0 6 1 

. 0 0 1 

- 0 . 1 2 3 

0 . 0 0 1 

0 . 2 0 8 

0 . 0 0 1 

-

AUD 0 . 1 6 8 

0 . 0 0 1 

- 0 . 0 2 8 

0 . 0 0 3 

- 0 . 0 5 8 

0 . 0 0 1 

- 0 . 0 3 2 

0 . 0 0 1 

0 . 0 4 5 

0 . 0 0 1 

0 . 0 0 8 

0 . 3 5 9 

0. 

0, 

. 0 0 1 

. 9 8 9 

- 0 . 0 7 1 

0 . 0 0 1 

0 . 1 2 3 

0 . 0 0 1 

0 . 1 7 9 

0 . 0 0 1 

NSEC 0 . 2 1 7 

0 . 0 0 1 

- 0 . 0 0 9 

0 . 3 1 2 

0 . 0 2 7 

0 . 0 0 4 

0 . 0 0 1 

0 . 8 7 7 

0 . 0 1 7 

0 . 0 7 8 

0 . 0 5 2 

0 . 0 0 1 

- 0 . 

0 , 

. 101 

,001 

- 0 . 0 5 5 

0 . 0 0 1 

0 . 1 3 8 

0 . 0 0 1 

0 . 1 0 1 

0 . 0 0 1 

0, 

0. 

. 0 3 6 

.001 

PRR 0 . 3 7 2 

0 . 0 0 1 

0 . 0 0 1 

0 . 8 9 4 

0 . 0 1 1 

0 . 2 4 5 

- 0 . 0 0 1 

0 . 9 1 1 

0 . 0 7 8 

0 . 0 0 1 

- 0 . 0 2 4 

0 . 0 1 2 

- 0 . 

0 . 

,079 

,001 

- 0 . 1 1 8 

0 . 0 0 1 

0 . 1 5 2 

0 . 0 0 1 

0 . 3 5 7 

0 . 0 0 1 

0, 

0 . 

.096 

.001 

0 . 

0 . 

,112 

,001 

PMAN - 0 . 5 1 8 

0 . 0 0 1 

0 . 0 7 7 

0 . 0 2 3 

0 . 0 0 3 

0 . 9 3 7 

- 0 . 0 2 5 

0 . 4 4 8 

- 0 . 0 2 5 

0 . 4 5 8 

0 . 0 1 3 

0 . 6 9 6 

0 , 

0 . 

.236 

.001 

0 . 3 0 1 

0 . 0 0 1 

n / a - 0 . 2 4 8 

0 . 0 0 1 

- 0 . 0 3 3 

0 . 3 2 7 

- Q . 

0 . 
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001 

- 0 . 1 7 7 

0.001 
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