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Is Mandated Internal Control Reporting Necessary?
The Experience of Listed Dutch Companies

Abstract
The purpose of this study is to examine voluntary reporting on internal control as a monitoring mechanism to reduce agency costs.  Theoretical and empirical agency literature has shown that company management voluntarily adopts monitoring mechanisms in the presence of potential agency problems.  By testing the hypothesis that company management voluntarily reports more (less) on internal control in the annual report if agency problems are higher (lower), this study examines whether voluntary reporting on internal control serves as a monitoring mechanism.  Company characteristics proxy for agency problems and a disclosure index measures the extent of voluntary reporting on internal control.  The sample consists of Dutch companies listed on the Amsterdam Stock Exchange during the period 1997 to 1999.  While the Sarbanes-Oxley Act of 2002 has settled the issue in the US for the time being, the debate about internal control reporting continues.  A study of voluntary reports can inform the debate about mandatory reporting by providing insight into the costs and benefits of voluntary internal control reporting.  The main results indicate that voluntary reporting on internal control can be viewed as a monitoring mechanism.  Controlling for other factors, the extent of reporting on internal control is systematically related to company characteristics that proxy for agency problems.  Sensitivity analyses reveal that two items in the disclosure index are most consistently associated with agency problems: (1) Disclosures about activities to manage risk and (2) disclosure that the supervisory board discussed the internal control system in their meetings.
Is Mandated Internal Control Reporting Necessary?

The Experience of Listed Dutch Companies

Introduction

Reporting on internal control has been of considerable interest to policy makers and researchers for a number of years.  While the Sarbanes-Oxley Act of 2002 has settled the issue in the US for the time being, the debate about internal control reporting continues.  Indeed, the complex and expensive nature of Section 404 and the related requirements of Auditing Standards No. 2 (issued by the PCAOB) have highlighted the continuing controversy surrounding such reporting (Manne 2005).  Other countries and regulatory bodies are currently evaluating whether to adopt similar requirements in other markets (FEE 2005).  Although various groups have recommended that management report on internal control, others have questioned its usefulness (McMullen, Raghunandan and Rama 1996; Hermanson 2000).  Motivated by this ongoing controversy, several authors have investigated the subject (Raghunandan and Rama 1994; McMullen et al. 1996; Hermanson 2000; Willis and Lightle 2000).  More recently, the effect of Section 302 and 404 of the Sarbanes-Oxley Act has received significant research attention (Ge and McVay 2005; Ashbaugh-Skaife, Collins and Kinney 2005; Bédard 2005). The purpose of this study is to examine voluntary reporting on internal control as a monitoring mechanism to reduce agency problems.  While findings concerning voluntary reporting can not be directly generalized to a regulated environment, a study of voluntary reports can inform the debate about mandatory reporting by providing insight into the costs and benefits of internal control reporting. 
Theoretical and empirical agency literature has shown that company management voluntarily adopts monitoring mechanisms in the presence of potential agency problems.  By testing the hypothesis that company management voluntarily reports more (less) on internal control in the annual report if agency problems are higher (lower), this study examines whether voluntary reporting on internal control serves as a monitoring mechanism.  We find that company characteristics that proxy for agency problems are positively associated with a disclosure index that measures the extent of voluntary reporting on internal control.  The sample consists of Dutch companies listed on the Amsterdam Stock Exchange during the period 1997 to 1999 since internal control reporting was not legally required in the Netherlands during this period. The following section presents a brief background on public policy recommendations on internal control reporting.  Section 3 discusses previous empirical research and our theoretical framework.  Section 4 develops the hypotheses and Section 5 details the research design.  The results are presented in Section 6.

Background

Internal control has received a great deal of attention over the past decade.  In the US, the attention took the form of improved guidance on developing and implementing internal control as evidenced by the COSO report (COSO 1992).
  In the UK, the Cadbury report (1992a, 1992b) and the Hampel Committee (1998a, 1998b) also focused on internal control, including suggestions for public reporting to outside parties.  In the Netherlands, The Peters Committee (1997), followed by the Tabaksblat Committee (2003), developed a number of recommendations regarding the role of the supervisory board in monitoring internal control.  Both groups have suggested that the supervisory board discuss the effectiveness of internal control.  The fact that such a discussion has been held (but not necessarily the content of the discussion) should be mentioned in the supervisory board’s report in the company’s annual report.  The Peters Committee further recommended that management keep the supervisory board informed about mechanisms to control financial risk.  The Tabaksblat Committee extended this recommendation by strongly encouraging the managing board to declare in the annual report that internal control is ‘adequate and effective’.
Compared to recommendations and regulations in the United Kingdom
 and the United States,
 the recommendations of the Peters Committee and the Tabaksblat Committee are less extensive and detailed. Moreover, before the corporate governance code of the Tabaksblat Committee in 2003, reporting on internal control was completely voluntary in the Netherlands. In the UK, stock exchange rules strongly encouraged reporting on internal control as a requirement of the Combined Code of the Hampel Committee (1998b).   Currently, the most rigorous rules for reporting on internal control apply to US-listed companies that are subject to the Sarbanes–Oxley Act of 2002 (SOX).
  In the US, management must certify to internal controls over financial reporting, and annual reports must contain an internal control report wherein management affirms its responsibility for maintaining an adequate system of internal control and assesses the effectiveness of the system.  Moreover, an independent external auditor must issue an attestation report on management’s assessment of internal controls.
Theory and Prior Research

Considering the attention focused on internal control reporting, relatively little empirical research has been conducted in this area.  While recent research has been stimulated by the requirements of Section 302 and 404 of the Sarbanes-Oxley Act of 2002 (Ge and McVay 2005; Ashbaugh-Skaife, Collins and Kinney 2005; Bédard 2005), there is minimal research on the voluntary reporting regime that existed prior to passage of the recent regulations.  What is known is that there is some evidence of voluntary reporting in the US prior to SOX but little evidence as to the incentives or effect of such reporting.  Analysis of annual reports of Fortune 100 companies in the United States revealed that 80% of the companies voluntarily included a management report on internal control in 1993, declining to 76% in 1998 (Raghunandan and Rama 1994, Willis and Lightle 2000).  While all such reports stated that the company maintained an internal control system, the level of detail about the internal control system varied greatly with only six out of 80 companies who issued a report on internal control actually indicating if the system was effective.  McMullen et al. (1996) examined the annual financial statements of 2,221 companies in 1993 and found that of the 742 companies that were voluntarily issuing a management report on internal controls, only 55 included a statement that “internal controls are effective as of fiscal year end”.  Willis and Lightle (2000) suggest that the variations in disclosures are due to differences in each company’s approach to internal control and/or differences in their incentives to report.  Furthermore, management may perceive potential legal issues related to the disclosures they choose to make (Raghunandan and Rama 1994; McMullen et al. 1996).   
Based on survey data, Hermanson (2000) observes that many stakeholders feel that internal control aids decision making and voluntary reporting motivates management to improve internal control.  However, reporting on internal control is costly due to the need to collect and evaluate information about internal control prior to preparing a report (Solomon and Cooper 1990), and these costs may be disproportionately higher for smaller companies (McMullen et al. 1996).
  Furthermore, preliminary evidence concerning compliance with Section 404 of SOX suggests these costs may be substantial (Eldridge and Kealey 2005; Foley & Lardner LLP 2005; FEI 2005; Gurchiek 2005; McCollum 2005; Shearman and Sterling LLP 2005).
Although prior research provides insight into the potential usefulness and perceived costs and benefits of voluntary reporting on internal control, the observed cross-sectional variation in voluntary reporting on internal control remains unexplained.  Why does one company voluntarily report on internal control while another does not?  What determines the extent of disclosure about internal control?  This study contributes to prior research by examining whether management employs voluntary reporting on internal control as a monitoring mechanism to reduce agency costs.  Our view is consistent with the underlying rationale of Section 404 of SOX, which requires reporting on internal control over financial reporting so as to constrain inappropriate financial reporting.  The analysis in this paper focuses on whether the potential reduction of agency costs explains the cross-sectional variation in the extent of voluntary reporting on internal control.  
Agency Theory Arguments for Voluntary Reporting
Prior studies have generally relied on Jensen and Meckling (1976) to explain the voluntary adoption of monitoring mechanisms. While the agency relationship between managers and investors is well understood, an important aspect of coping with agency problems is the need to monitor contracts and the behavior of management.  Since investors can price protect themselves, management has an incentive to expend resources on monitoring mechanisms that reduce the efficiency loss of agency problems (Watts and Zimmerman 1986).  The larger the potential agency costs, the greater managements’ incentives to voluntarily employ monitoring.

Prior empirical research has examined various monitoring mechanisms within this framework.  For example, Chow (1982) examines the association between voluntary external auditing and agency costs.  In a similar vein, voluntary financial reporting can be considered a monitoring mechanism (Leftwich et al.1981; Chow and Wong-Boren 1987; Craswell and Taylor 1992).  Others investigate the relationship between agency problems and quality differentiated external audits (Francis and Wilson 1988; DeFond 1992), timely financial reviews (Ettredge et al. 1994), and the voluntary formation of audit committees (Pincus et al. 1989; Bradbury 1990; Collier 1993; Menon and Williams 1994; and Collier and Gregory 1999).
Voluntary Reporting on Internal Control

Internal control (and internal auditing) may serve as a monitoring device that reduces the efficiency loss of agency problems (Anderson et al. 1993; DeFond 1992). Internal control is viewed as a monitoring mechanism because the system provides management with more reliable information for financial reporting purposes (Keasy and Wright 1993).  Although external governance and auditing may have an advantage over internal control in detecting management fraud, internal control may be better in detecting unintentional errors and employee wrongdoing (Hay and Knechel 2005). Besides traditional accounting controls, the current concept of internal control also refers to operational controls and includes risk assessment and risk management (Mills 1997; Short et al. 1999; COSO 2004; Hay and Knechel 2005).

Internal control is not directly observable by investors because it comprises a set of activities within the organization.  As a result, dispersed investors may have little or no incentive to actively monitor internal control and investors are unlikely to be fully informed about the extent or quality of a company’s internal controls.
  Management may want to convince investors that they have effective internal control by disclosing private information that internal control over financial reporting is reliable.  If investors perceive that the information is credible and relevant, voluntary reporting on internal control can serve as a monitoring mechanism that mitigates the efficiency loss of agency problems.  
Hermanson (2000) reports that financial statement users perceive voluntary reporting on internal control as informative above and beyond the information content of the audit report.  An external financial statement audit may not be an efficient way to communicate the effectiveness of internal control for at least two reasons (Hermanson 2000).  First, auditing standards require that the external auditor obtain an understanding of the internal control system sufficient to plan the audit.  However, the external auditor may or may not evaluate the strength of internal control when certifying financial statements.  In particular, the auditor may decide that it is more economical to audit details of financial statements (e.g., transactions and balances) than the reporting process.
  Second, in cases where the auditor evaluates the strength of internal controls, the evaluation focuses primarily on internal controls over financial reporting, which are not necessarily the same internal controls that are relevant for the efficiency and effectiveness of business processes. 

Besides informing investors about the companies’ internal control system, voluntary reporting on internal control may also improve the quality of internal control.  The Public Oversight Board (1993) notes that company management must first evaluate internal control before reporting on it, and this evaluation can lead to improvements. McMullen et al. (1996) argue that reporting on internal control communicates the ‘tone at the top’ to the entire organization. Finally, management may make additional investments in internal control to be able to report on ‘good’ internal controls.  Hermanson (2000) observes that survey respondents perceived voluntary reporting to motivate management to improve internal control. 

Finally, credibility may be an issue in internal control reports.  Although the COSO framework for evaluating internal control has been available since 1992,
 its use was not mandated.  Consequently, measurement and reporting standards admit much room for judgment and flexibility.  However, the credibility of voluntary disclosures can be augmented in a variety of ways.  For example, the presence of outside directors and auditor review of unaudited portions of the financial statements may help to ensure truthful reporting by management.  Reputational costs may also influence reporting by management (and the auditor).  Finally, in the Netherlands the source of the report may matter to investors, with supervisory directors, who are essentially independent, being deemed more trustworthy than managing directors.

Hypothesis Development,
Agency theory predicts that if voluntary reporting on internal control is a monitoring mechanism, company management will voluntarily report more (less) on internal control if agency problems are higher (lower).  We assume that reporting on internal control is costly, either in the form of production costs or potential loss due to the revelation of proprietary information (Botosan 1997), so management will not offer such information publicly unless motivated by the reduction of agency costs.  We also assume that there is a reputational cost for presenting unreliable information to the market so the internal control reporting will be considered somewhat credible.  For our analysis, we distinguish between agency problems between management and shareholders, and agency problems between shareholders and debt holders.  
Agency Problems Between Management and Shareholders

The first proxy for agency problems between management and shareholders is management’s ownership share of the company. Higher managerial ownership will lower agency problems because managers’ and shareholders’ incentives are more aligned (Jensen and Meckling 1976).  This leads to the first hypothesis:


H1:
Ceteris paribus, there is a negative association between the degree of managerial ownership and the extent to which company management reports on internal control.

The second proxy for agency problems between management and shareholders is the extent to which small (individual), rather than large (institutional) investors hold the company’s shares. The net benefit of monitoring mechanisms implemented by company management may be higher for individual investors with small shareholdings as it is relatively more expensive and difficult for these investors to actively monitor management’s activities. Milgrom and Roberts (1992) argue that larger shareholders are possibly more willing and able to play an active monitoring role. Following this argument, agency problems are lower if a company is owned by large investors. This leads to the second hypothesis:

H2: 
Ceteris paribus, there is a negative association between the degree of ownership by large investors and the extent to which company management reports on internal control.

Agency Problems Between Shareholders and Debt Holders

Leverage is used in this study as a proxy for agency problems between shareholders and debt holders. One problem between shareholders and debt holders is that shareholders have an incentive for excessive risk taking. Jensen and Meckling (1976) and others have suggested that higher leverage will increase agency costs because the potential for wealth transfers from debt holders to shareholders increases. This leads to the third hypothesis:


H3:
Ceteris paribus, there is a positive association between the degree of leverage and the extent to which company management reports on internal control.
Company Size

Chow (1982) argues that external agency problems increase with company size because the amount of potential wealth transfers increases with size, thus, the benefits of monitoring will be larger.  Furthermore, monitoring may involve costs that are subject to economies of scale (Pincus et al. 1989).  Finally, company size may proxy for the problem of moral hazard ‘internal’ to the company since larger organizations are more difficult for top management to control, necessitating enhanced controls (Williamson 1967, Abdel-khalik 1993).  The presence of more controls in larger organizations implies increased likelihood of reporting on internal control, leading to the fourth hypothesis: 


H4: 
Ceteris paribus, there is a positive association between company size and the extent to which company management reports on internal control.

Research Design

Sample and Data Collection

The data used in this study is obtained from publicly-traded companies in the Netherlands during the period 1997-1999.  In many ways, equity markets in The Netherlands are similar to the US and the UK.  The Netherlands is generally regarded as a country with a well-developed capital market system, with broad share ownership, although with more concentrated ownership than in the US (Kabir et al. 1997).  Dutch accounting and auditing traditions are closer to the Anglo-American than to the Continental-European tradition (Mueller et al. 1994; Nobes 1998; De Jong et al. 2001).
  Also, the Dutch stock exchange is highly active with a number of very large multinational corporations, e.g., Philips, Shell and Unilever (Nobes 2004).  On the other hand, the litigation environment in The Netherlands is less severe than in the US (Wingate 1997).

While highly developed, the corporate governance structure of Dutch companies differs somewhat from the US and the UK in that they have a two-tier board structure, with a managing board consisting of inside directors and a supervisory board consisting of outside directors. In accordance with Dutch law, the supervisory board is responsible for the supervision of management policy.  Although the supervisory board does not specifically represent shareholders or any other group of stakeholders, it is required to act in the best interests of the corporation as a whole (Douma 1997; Maassen and Bosch 1999).  Furthermore, the corporate governance system in the Netherlands reflects a large degree of networking across organizations, allowing for tight direct control over organizations by strategic partners (Moerland 1995).  
We feel that the Netherlands offers a unique setting to study the issue of voluntary reporting on internal control for a number of reasons.  First, due to the relatively lower risk of litigation, management is likely to be more forthcoming with such information than in the US.  Also, because the available Dutch guidance is less specific than in the US or the UK, there may be a greater variability in the nature of the disclosures.  As a result, we expect to observe a relatively wide range of disclosure practices.  The sample consists of all Dutch companies listed on the Amsterdam Stock Exchange during the period 1997 to 1999 for one or more years, excluding investment funds and financial institutions (e.g., banks and insurance companies).  The final sample contains 155, 168 and 167 observations for 1997, 1998 and 1999, respectively (i.e., 490 company-year observations).  There are 192 unique companies in the final sample.  Data on the dependent variable was retrieved from companies’ annual reports.  Most data on the independent variables was available in the public Dutch databases ‘REACH’ and ‘Het Financieel Economisch Lexicon’.  In addition, data was obtained from public databases of the Dutch exchange supervisor ‘Autoriteit Financiële Markten’.
Dependent Variable
The extent of voluntary reporting on internal control is measured with an internal control reporting score (ICRS).  ICRS was obtained in three steps (described below) following a process similar to other studies of disclosure (e.g., Chow and Wong-Boren 1987, Botosan 1997).  
Defining Disclosure Items: The first step in determining ICRS was to identify the disclosure items included in reports on internal control.  We identified a list of six separate reportable items based on a review of public policy reports on corporate governance and internal control (see Table 1 panel A).

· Item 1: The Peters Committee (1997) recommended that at least once a year the supervisory board should discuss the results of the managing directors’ assessment of internal control.  The fact that such a discussion has been held (but not necessarily the content of the discussion) should be mentioned in the supervisory board’s report included in the company’s annual report.  Item 1 takes a value of 1 if the report discloses that the supervisory committee discussed internal control.  Examples of disclosures for item 1 include: ‘in our meetings attention was paid to the internal control system’ or ‘in the presence of the external auditor, the internal control system was discussed’.

· Item 2: COSO (1992) recommended that management report whether a system has been established to achieve the objectives of internal control. Item 2 takes a value of one if the managing board states the objectives of the company’s internal control system in the annual report.  Reported objectives of internal control include managing risk associated with business activities, controlling the effectiveness and efficiency of business activities, safeguarding assets, complying with laws and regulation, and providing reliable reports.

· Item 3: COSO (1992), the Cadbury Committee (1992a), the Hampel Committee (1998a) and the Turnbull Committee (1999) have all emphasized management’s responsibilities for internal control and recommended that management report on those responsibilities.  Item 3 takes a value of 1 if management acknowledges their responsibility for internal control in the annual report.  Most companies reporting on this item stated that ‘within the framework established by the managing board, operational management is responsible for the functioning of the internal control system’.

· Item 4: COSO (1992), the Cadbury Committee (1992a) and the Hampel Committee (1998a) recommended that directors report on the effectiveness of the company’s system of internal control.  Item 4 takes a value of 1 if directors give an opinion on the effectiveness of internal control.  Generally, companies reporting on item 4 stated that ‘the managing board considers the internal control system to be adequate’ or ‘the system provides reasonable assurance’, without addressing the basis for those assessments.

· Item 5: The Turnbull Committee (1999) and COSO (1992) recommended reporting about internal auditing to indicate how management monitors internal control.  Item 5 has a value of one if the annual report describes the role of internal auditing in the company.  Typically, companies make statements similar to: ‘the internal auditors monitor the internal control system and report their findings to the managing board’.

· Item 6: COSO (1992) identifies risk assessment as an important component of internal control and the Turnbull Committee (1999) mentions that internal control should include an on-going process for identifying, evaluating and managing risk.  Item 6 has a value of one if a company discloses specific risk management activities.   Typically, companies mentioned activities to transfer risk (e.g., through derivatives or insurance), activities to share risk (e.g., via alliances or pricing), policies and procedures to mitigate risk (e.g., credit checks or centralized approvals), and activities to avoid risk (e.g., avoiding interest rate risk by borrowing in local currencies).

Scoring and Aggregating Disclosure Items: The second step in obtaining ICRS was to carefully examine annual reports to identify the presence or absence of each disclosure item. Dutch annual reports consist of the primary financial statements plus ‘other information’, e.g., the report of the supervisory board and the report of the managing board.  Item 1 was found in the report of the supervisory board.  Item 2, item 3, item 4 and item 5 were found in the report of the managing board.  Item 6 was found in both the report of the managing board and the footnotes to the financial statements.  To control for subjectivity in interpreting the annual reports, a second independent rater examined the annual reports. Inter-rater agreement ranged from 94% to 100% for different disclosure items.  Perreault and Leigh’s interjudge reliability index ranged from .93 to 1.00, where .80 is considered an acceptable lower limit (Perreault and Leigh 1989). After jointly re-examining the annual reports for which the initial examinations differed, the researchers agreed upon the classification of each item.

The third step was to calculate an unweighted score for each company in the sample by summing across the six disclosure items.  This places equal weight on all items.  The result, ICRS, scores the extent to which company management voluntarily reports on internal control from 0 (no items disclosed) to 6 (all items disclosed), and is treated as an ordered variable in the analysis.  Subsequent analysis examines the sensitivity of the results to our specification of ICRS.

Test Variables: Agency Costs
The test variables used in this paper follow directly from the stated hypotheses. Each test variable is defined below.
· Managerial ownership (MO): In the Netherlands, owners of more than 5% of the shares of a listed company are required to report their share of ownership to Dutch stock exchange supervisor ‘Autoriteit Financiële Markten’. Because this data is publicly available, the names of the shareholders were compared with the names of the members of the managing board. Management’s ownership was calculated by adding up the percentage of shares held by members of the managing board. Management shareholdings smaller than 5% are not disclosed. 
· Ownership by large investors (LI): The percentage of shares owned by large investors was calculated by summing the percentages of shareholdings of non-managers greater than 5% (i.e., shareholdings of less than 5% are considered to be small investors).
· Leverage (LEV): Leverage is measured as the ratio of the book value of debt to the sum of the market value of equity and the book value of debt. 
· Company size (SIZE): Company size is measured as the natural logarithm of the sum of the market value of equity and the book value of debt. 
Control Variables

The likelihood and extent of voluntary reporting on internal control may also depend on a number of other attributes of an organization.  We use the following control variables in our analysis:

· Foreign operations (FO): The establishment of foreign operations creates political, economic and cultural risks not found in domestic companies. In addition, the complexity of transactions often increases due to joint ventures, international tax issues, and foreign exchange transactions. Thus, foreign operations require additional internal control (Hermanson and Hermanson 1994). Because disclosures about internal control can inform investors about how management is dealing with control problems resulting from foreign operations, the degree of companies’ foreign operations may affect the extent of voluntary reporting on internal control.  We define FO as the ratio of foreign subsidiaries to total subsidiaries.

· Industry classification (MAN and TRADE): In general, different industries display different patterns of disclosure (Botosan 1997). Watts and Zimmerman (1986) argue that companies in the same industry face similar incentive problems and use similar contracting structures and accounting procedures. Others suggest that industry membership is a surrogate proxy for variables that are associated with voluntary disclosure, like political costs (Bazley et al. 1985) and proprietary costs (Craswell and Taylor 1992, Harris 1998).  Also, risk in an organization may relate to industry so internal control (and reporting) may be conditional upon industry (Knechel and Willekens 2005). MAN and TRADE are defined as dummy variables for companies in the manufacturing and trade sector.
 

· Quality of independent auditor (AQ): Better quality external audits may complement (reinforce) or substitute for other monitoring mechanisms (Francis and Wilson 1988, DeFond 1992). On the one hand, the review of unaudited parts of the annual report by a high quality auditor may increase investors’ perception of the credibility of voluntary reporting on internal control, increasing the benefits of such reports as a monitoring mechanism.  As a result, voluntary reporting may be positively associated with a high quality audit.  On the other hand, investors may perceive that voluntary reporting on internal control is less necessary (relevant) if the financial statements are audited by a high quality auditor, reducing the incentive to voluntarily report on internal control.
  We define AQ as a dummy variable indicating the presence of a Big Six or Big Five auditor.

· Monitoring by outside directors (OD): Monitoring by outside directors may increase or decrease the benefits of voluntary reporting on internal control. The level of monitoring by outside directors may increase investors’ perception of the credibility of voluntary reporting on internal control, and hence its effectiveness as a monitoring mechanism. Alternatively, substitution may occur if investors perceive that voluntary reporting on internal control is less relevant because management is monitored by outside directors. We define OD as the ratio of the number of outside directors (i.e., the number of supervisory directors excluding so-called ‘affiliated’ directors) to total directors. 
· Foreign stock exchange listing (LSE and NYSE): Foreign stock exchanges have different requirements regarding reporting on internal control. Listing rules in the United Kingdom allow less discretion in the reporting on internal control. Because the Dutch stock exchange requires that companies with a listing at a foreign stock exchange provide the Dutch market with the same information as the foreign market, a foreign stock exchange listing may influence the extent to which company management reports on internal control.  We define LSE and NYSE as dummy variables that identify companies traded on the London Stock Exchange and the New York Stock Exchange, respectively.

Results

Descriptive Statistics Pertaining to ICRS

Panel A of Table 1 shows the frequencies of reporting on separate items of ICRS during 1997 to 1999 for companies in the sample.  Management most frequently reports item 1 and 6. McNemar tests are used to investigate the significance of the year-to-year differences in reporting on elements of ICRS.  When comparing the reporting of 146 companies that are included in both sample years 1997 and 1998, the test indicates that these companies report significantly less on item 2 in 1998 (p<.05). When comparing the reporting of 152 companies that are included in both sample years 1998 and 1999, the test indicates that these companies report significantly less on item 1 in 1999 (p<.05).

[Insert Table 1 Here]

Panel B of Table 1 presents the descriptive statistics for ICRS.  Although ICRS is ranked from 0 to 6, few companies reported 3 or more items. As a result, the average value of ICRS is relatively low.  Kolmogorov-Smirnov tests show that the assumption about the normality of the distribution for ICRS in all sample years can be rejected (p<.01).  Panel B shows that for the full sample the mean value of ICRS decreases from 1997 to 1998.  Wilcoxon signed-rank tests indicate that the distribution of the aggregate ICRS does not differ significantly between the years in spite of the significant year-to-year differences in specific disclosure items: ICRS for 1997 was paired with 1998 (p>.47; N=146) and 1999 (p>.84; N=130), and ICRS for 1998 was paired with 1999 (p>.94; N=152).
  This suggests that managements’ overall strategy for reporting on internal control did not change over the three year period.
  Panel C of Table 1 presents the Spearman-rank correlations among ICRS in paired samples. The high and significant correlation coefficients further indicate that company management consistently reports on internal control during the period 1997 to 1999.

Reliability of ICRS

Several tests were carried out to assess the statistical reliability of ICRS.  A first indication of the reliability of ICRS is the consistency in reporting of companies in the paired samples during 1997 to 1999.  A second measure of reliability is internal consistency, which applies to the consistency among the items in a summated score.  Individual items of the score should all be measuring the same construct and should be highly inter-correlated with item-to-total correlations in excess of .50 and inter-item correlations in excess of .30 (Robinson et al. 1991).  For the total sample of 1997, 1998 and 1999, the average item-to-total correlation is .57.  All coefficients of the item-to-total correlations are statistically significant at the 1% level.  In addition, the average inter-item correlation is .39 and most coefficients of the inter-item correlations are statistically significant at the 1% level.  The high inter-item correlations show that some items comprising ICRS tend not to be reported unless another item is also reported, e.g., item 2 was not reported unless item 6 was also disclosed.  Another type of diagnostic measure is Cronbach’s alpha, which tests the consistency of the entire scale.  Cronbach’s alpha for the sample of 1997, 1998 and 1999 is .72, .74 and .70, respectively. The generally agreed lower limit for Cronbach’s alpha is .70, although it may decrease to .60 in exploratory research (Robinson et al. 1991).
 

Descriptive Statistics of Agency and Control Variables

Table 2 presents the descriptive statistics of the agency and the control variables. Several variables are skewed and have high kurtosis.  Lilliefors tests show that the assumption about the normality of the distribution can be rejected at the p<.10 level for LEV in 1999 and for MO, LI, FO and OD in all sample years.

[Insert Table 2 Here]

Univariate Tests

Panel A of Table 3 presents pairwise Spearman-rank correlations among ICRS and agency variables.
  The correlations provide a univariate test for each agency variable.  The results show that MO and SIZE are significantly correlated with ICRS in the direction hypothesized in all sample years (p<.01).  LI is significantly correlated with ICRS in the direction hypothesized in 1997 (p<.01), 1998 (p<.10) and 1999 (p<.05).  LEV is significantly correlated with ICRS in the direction hypothesized in 1998 and 1999 (p<.01), but is not significantly related to ICRS in 1997.  In general, these results show consistent preliminary support for all four hypotheses.
[Insert Table 3 Here]

Multivariate Tests

Panel B of Table 3 shows that many of the agency variables are highly correlated, suggesting that the univariate results may be overstated.  We use ordered probit analysis to estimate a multivariate model using the specified agency and control variables simultaneously (Aitchison and Silvey 1957, Greene 2000).  The ordered probit model takes into account the ordinal nature of ICRS and makes no assumptions regarding the distribution of the independent variables.
  Table 4 shows the results of the ordered probit analysis.  Additional tests gave no indication of multicollinearity problems.  Considering the maximized values of the log-likelihood function and the values of the models’ likelihood ratio (LR) statistic, the null hypothesis of no statistical association can be rejected at the .001 level of confidence in each sample year.  The ‘pseudo’ R2 is 16%, 19% and 16% for 1997, 1998 and 1999, respectively.

 [Insert Table 4 Here]

The results of the ordered probit analysis show that all agency variables are significantly associated with ICRS at the 5% level in the direction hypothesized in at least two sample years.  As expected, MO, the first proxy for agency problems between management and shareholders, is negatively associated with ICRS in all sample years (p<.01 in 1997 and 1998, and p<.05 in 1999).  LI, the second proxy for agency problems between management and shareholders, is negatively associated with ICRS in 1997 and 1999 (p<.05), but is only weakly significant in 1998 (p<.10).  LEV, which proxies for agency problems between shareholders and debt holders, is positively associated with ICRS in 1998 and 1999 (p<.01), but is not significantly correlated with ICRS in 1997.  Finally, SIZE is positively associated as expected with ICRS in all sample years (p<.01).  Overall, the results of the ordered probit analysis show that ICRS is systematically associated with agency variables in the direction hypothesized.  Hence, the results are consistent with the explanation that voluntary reporting on internal control is a monitoring mechanism.

The results further show that LSE, a control variable for a listing at the London Stock Exchange, is positively associated with ICRS in all sample years (p<.10 in 1997 and 1998 and p<.01 in 1999).  The lack of significance for NYSE may not be surprising because internal control reporting was less generally practiced in the US at the time.  FO, a control variable for the degree of a company’s foreign operations and OD, a control variable for the degree of monitoring by outside directors, are both weakly positive in 1997 and 1998 (p<.10).  Measures for the control variables for industry membership and the quality of the independent auditor are not associated with ICRS.  In summary, the findings for the control variables correspond with the explanations for a positive association between ICRS and a listing at the London Stock Exchange, the degree of foreign operations and the level of monitoring by outside directors. 
Sensitivity of the Results

Obtaining a disclosure score is difficult because deciding which items should be included in calculating the score and how they should be weighted requires subjective judgment.  As previously described, ICRS is the number of items reported by management.  Although ICRS is ranked from 0 to 6, few companies reported more than 3 items.  Moreover, all items are equally weighted.  Because item 1 and item 6 are most frequently reported, these items may dominate ICRS, and the main results are likely to be most influenced by these items.  Consequently, we test the sensitivity of the main results by separately examining the most frequently reported items.  ICR1 is a dummy variable with a value of 1 if item 1 is reported and ICR6 is a dummy variable with a value of 1 if item 6 is reported.  We combine items 2 to 5 together since they are less frequently reported and, as a result, can not be tested separately.  ICR2-5 is a dummy variable with a value of 1 if any of the items 2 through 5 are reported.  We also examine two ‘truncated’ scores: TRICRS1 is calculated by summing ICR1, ICR2-5 and ICR6 (values range from 0 to 3) and TRICRS2 is calculated by summing ICR1 and ICR6 (values range from 0 to 2).  We use binary probit regression for ICRS1, ICRS6 and ICRS2-5, and ordered probit regression for TRICRS1 and TRICRS2.  Table 5 presents the results of the sensitivity analysis. 
[Insert Table 5 Here]

For TRICRS1 the significance of the coefficients of the agency variables is identical to those reported in Table 4.  Comparing the results of TRICRS1 and TRICRS2, it appears that including items 2 to 5 in the score strengthens the significance of the coefficients of the agency variables only slightly.  More specifically, including items 2 to 5 in the score improves the significance of the coefficient of LI in 1998 from not significant (p>.10) to weakly significant (p<.10), improves the coefficient of MO in 1999 from moderately significant (p<.05) to strongly significant (p<.01) and improves the coefficient of MO in 1999 from weakly significant (p<.10) to moderately significant (p<.05).  This confirms the expectation that the significance of the coefficients of the agency variables in the main analyses are primarily influenced by the most frequently reported items (i.e. item 1 and item 6).  The results for ICR1, ICR2-5 and ICR6 further indicate that:

· Item 1 accounts for the significance of the coefficients of MO in 1997 and 1998 and for the significance of the coefficient of LI in 1997.
· Item 6 accounts for the significance of the coefficient of LI in 1999 and for the significance of the coefficients of LEV in 1998 and 1999.
· Both item 1 and item 6 account for the significance of the coefficients of SIZE in 1997, 1998 and 1999.

So, while the main results are primarily influenced by item 1 and item 6 (the two most frequently reported items), the influence of item 1 on the results decreases, and the influence of item 6 increases, during the period 1997 to 1999.  
Overall, the findings for items 1 and 6 support the explanation that management reports on these items for monitoring purposes.  However, the findings for items 2 to 5 provide only weak support for this explanation, in spite of the fact that reporting on these items was strongly recommended in international policy reports on corporate governance.  One possible explanation for finding rather weak associations between agency proxies and reporting on items 2 to 5 is that these items were not recommended by the Peters Committee (1997).  As a result, a number of managers in the sample may have been uninformed about these recommendations.  In addition, managers who were familiar with the recommendations may have thought that this information was not useful for investors since the purpose of an internal control system (item 2) and management’s responsibility for internal controls (item 3) is implicit in any organization (COSO 1992).  
With respect to reporting on the effectiveness of internal controls (item 4), a further explanation may be that this issue was rife with controversy, in particular about the costs of such disclosures.  A significant constraint on voluntary reporting by corporations is the potential risk to an organization’s reputation that arises if reported information turns out to be inaccurate.  Also, disclosures of effectiveness may be limited because of inherent limitations on internal control as well as uncertainty about what criteria to use for the evaluation.   Since there was little guidance available on the scope of controls to be tested for effectiveness (e.g., internal controls over financial reporting, internal controls over operations or both) and the time period a report should cover (e.g., past performance versus current or future performance), it is unclear how credible such disclosures would be considered.  As a result, the companies in the sample may have perceived that reporting on the effectiveness of internal controls was too costly and/or problematic.  Taken together, we believe that these results indicate that management will voluntarily report on internal control when adequate motivation exists in the form of agency costs.  However, the variance in the nature of reporting may point to a need for guidance on what such reports should include so as to avoid confusion among market participants.
Summary and Conclusions

The aim of this study is to examine the monitoring role of voluntary reporting on internal control by management.  For this purpose, we argue that voluntary reporting on internal control is a monitoring mechanism that mitigates the efficiency loss of agency problems, that is, management will voluntarily report more (less) on internal control if agency problems are higher (lower).  The sample consists of Dutch companies listed on the Amsterdam Stock Exchange during the period 1997 to 1999.  A disclosure score (ICRS) measured the extent of voluntary reporting on internal control.

Overall, the results correspond with the explanation that voluntary reporting on internal control is a monitoring mechanism.  The main results show that ICRS is systematically associated with company characteristics that proxy for agency problems, after controlling for the degree foreign operations, industry classification, the quality of the independent auditor, the level of monitoring by outside directors and foreign stock exchange listing.  The results support all four hypotheses: reporting on internal control (ICRS) increases if managerial ownership is lower (H1), decreases if ownership by large investors increases (H2), increases when leverage is higher (H3, except for 1997), and increases with company size (H4).  The results further suggest that ICRS is higher for companies that are listed at the London Stock Exchange (but not the New York Stock Exchange), and higher for companies with a higher degree of foreign operations and a higher level of monitoring by outside directors.

Sensitivity tests indicate that two items in the disclosure index account for the main results: disclosures of activities to manage risk (item 6) and reporting the fact that the supervisory board discussed the internal control system in their meetings (item 1).  Moreover, the influence of item 1 on the results decreases, and the influence of item 6 increases, during the period 1997 to 1999.  On the other hand, the sensitivity tests reveal that relatively infrequent disclosures about the purpose of internal controls (item 2), managements’ responsibilities for the system (item 3), the effectiveness of internal controls (item 4) and the role of the internal auditor (item 5) are only weakly associated with company characteristics that proxy for agency problems. 
The findings of this study may be relevant to the public policy debate on internal control reporting and motivate further research.  Part of the public policy debate has focused on the issue of whether reporting on internal control should be voluntary or mandatory.  Empirical evidence on relative costs and benefits of private production of information and governmentally regulated production of information can inform this discussion.  The results of this study suggest that private contracting incentives exist for reporting on internal control.  Mandated reporting may upset those incentives and reduce the informative value of voluntarily reported information.  Without further empirical evidence of the relative cost and benefits of regulation it is unclear whether regulation will improve economic efficiency, although our results suggest that further guidance on the contents of reports might remove possible sources of confusion in the market.  
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a

MO = Proportion of shares held by company management;

LI = Proportion of shares held by large investors;

LEV =

SIZE = Natural logarithm of the sum of the market value of equity and the book value of debt;

FO = Ratio of number of foreign subsidiaries to total subsidiaries;

MAN = Industry dummy variable, 1 if industry classification is manufacturing, else 0;

TRADE = Industry dummy variable, 1 if industry classification is trade, else 0;

AQ = Independent audit quality dummy variable, 1 if external auditor is Bix Six or Big Five, else 0;

OD = Ratio of outside directors to total directors;

LSE = Stock exchange listing dummy variable, 1 if listed at the London Stock Exchange, else 0;

NYSE = Stock exchange listing dummy variable, 1 if listed at the New York Stock Exchange, else 0.
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*

-.43 .54 .19

**

-54 32

***

23%

ICR6 1997 155 61 94 - - -.94 -.63 .84 .32

***

-77 54

***

26%

1998 168 67 101 - - -.37 -.79 2.08

***

.30

***

-74 79

***

35%

1999 167 66 101 - - -.61 -1.86

***

3.13

***

.35

***

-64 95

***

43%

TRICRS1 1997 155 41 47 48 19 -2.16

***

-1.01

**

.29 .26

***

-169 76

***

18%

1998 168 48 60 47 13 -1.60

***

-.68

*

1.50

***

.34

***

-169 92

***

21%

1999 167 48 66 40 13 -.99

**

-.82

**

1.22

***

.26

***

-175 74

***

17%

TRICRS2 1997 155 42 54 59 - -1.95

***

-.95

**

.35 .32

***

-134 69

***

20%

1998 168 48 68 52 - -1.27

**

-.37 1.43

***

.36

***

-145 76

***

21%

1999 167 48 78 41 - -.85

*

-.86

**

1.32

***

.26

***

-147 60

***

17%

a

Variable definitions: MO =

ICR1 = Internal control reporting dummy variable, 1 if reporting on item 1, else 0; LI =

ICR2-5 = Internal control reporting dummy variable, 1 if reporting on item 2, 3, 4 or 5, else 0; LEV =

ICR6 = Internal control reporting dummy variable, 1 if reporting on item 6, else 0;

TRICRS1 = Truncated internal control reporting score 1, sum of ICR1, ICR2-5 and ICR6; SIZE =

TRICRS2 = Truncated internal control reporting score 2, sum of ICR1 and ICR6;

b

The binary and ordered probit models were estimated including all agency and control variables. Reported are the statistics of the agency variables.

Proportion of shares held by company management;

Proportion of shares held by large investors;

β MO

(+)

Log 

Likelihood

(–)

equity and the book value of debt.

TABLE 5

Binary and Ordered Probit Results of Sensitivity Tests 

a, b

 (+)

β SIZE Dependent 

variables

(–)

β LI Number of companies reporting

Ratio of the book value of total debt to the sum of the

market value of equity and the book value of debt;

'Pseudo' R

2

Natural logarithm of the sum of the market value of 

LR    

Statistic

β LEV

*

, 

**

, and

 ***

 indicate significance at p < .10, p < .05, and p < .01, respectively, based on two-tailed tests.


� Further guidance on internal control has been provided in the follow-up COSO report, Enterprise Risk Management (COSO 2004)


� Cadbury Committee 1992a, 1992b, Rutteman Committee 1994, Hampel Committee 1998a, 1998b, Turnbull Committee 1999.


� Cohen Commission 1978, Treadway Commission 1987, Committee of Sponsoring Organizations of the Treadway Commission (COSO) 1992, Public Oversight Board 1993 and especially the Sarbanes-Oxley Act of 2002.


� See McMullen et al. (1996) and Hermanson (2000) for an extensive overview of the public policy debate and recommendations on internal control reporting in the United States. Geiger and Taylor (2003) discuss the background and details of the Sarbanes-Oxley Act’s internal control certifications. Mills (1997) provides an overview of public policy recommendations on internal control reporting in the United Kingdom up to the Hampel Committee (1998a, 1998b). The final report of the Hampel Committee (1998a) and its Combined Code (Hampel Committee 1998b) recommended that directors review the effectiveness of the internal control system and report to the shareholders that they have done so. The auditor should report on internal control privately to the directors. A working party of the Committee (Turnbull Committee 1999) issued new guidance to implement the requirements on internal control and reporting on internal control.


� McMullen et al. (1996) also find that smaller companies are less likely to have financial reporting problems if management reports on internal control.  


� Based on a survey of finance directors of large listed companies in the United Kingdom, Mills (1997) observes that most respondents perceive that their internal control system includes both financial and operational controls, and that risk assessment and risk management are essential aspects of internal control.


� Jensen and Meckling (1976) demonstrated that investors do not care if monitoring is conducted because competition in the capital market leads to price protection and ensures that investors earn a normal return. Others have argued that monitoring is a public good and that investors will free ride.


� While internal control over financial reporting is now an integrated part of the audit in the US under the rules of the PCAOB, similar rules do not yet apply outside of the US, nor do they apply to non-public companies.


� See also Criteria of Control Committee (COCO 1995).


� For instance, LaPorta et al. (1997, 1998) show that in terms of shareholder and creditor rights, quality of law enforcement, quality of accounting standards, and ownership concentration, The Netherlands are closer to the common law countries than to the code law group to which they belong. 


� In addition to the five control variables described in the text, several other variables were considered, including asset composition (measured as the ratio of receivables and inventory to total sales), labor intensity (measured as the ratio of personnel expenses to total expenses or as the ratio of employees to total sales), book-to-market value, profit margin, net loss in the last two years, and presence of an audit committee. Additional tests including these additional control variables did not substantially influence the reported results.


� Analyses were also performed with a more elaborate set of industry dummy variables based on two- and three-digit codes of the North American Industry Classification System (NAICS). The manufacturing sector, where almost half of the companies in the sample are active, was subdivided into: manufacturing of food and beverage; textile, apparel and paper; chemicals, plastics and rubber; primary metal and metal products; and machinery, computer, electronic products and electrical equipment. The trade sector was subdivided into: wholesale trade and retail trade. Companies active in other sectors were subdivided into: construction; transportation and warehousing; information services; professional scientific and technical services; and other. Including dummy variables for each of these sub sectors does not influence the results.


� From the perspective of the auditor, more complete disclosures about internal controls may benefit the reputation of the audit firm. Independent auditors that seek to maintain a reputation of higher quality or to increase fees may influence the extent of internal control reporting in their clients' annual reports (Haring 1979, Watts and Zimmerman 1986, and Meier, Alam and Pearson 1993).


� Wilcoxon signed-rank test are used because aggregate ICRS is a not normally distributed ordered variable.


� Mann-Whitney U tests showed that for 9 companies that are only included in 1997, the mean value of ICRS is not significantly different from the other 146 companies in sample year 1997 (p>.88; N=155). In contrast, for the 22 companies that are new in 1998, the mean value of ICRS is significantly lower compared to the other 146 companies included in sample year 1998 (p<.001; N=168). A likely explanation for this finding is that the new companies in the sample of 1998 have significantly different company characteristics that are hypothesized to influence ICRS. Consistent with the hypotheses in section 5, MO is 15% higher (p<.001; N=168), LEV is 22% lower (p<.001; N=168), and the sum of the market value of equity and the book value of debt is €1.88 billion lower (p<.05; N=68) for new companies in sample year 1998. An alternative explanation is that new companies in the sample recently went public and may have issued a prospectus containing similar information. Supplemental analysis controlling for the possibility that going public is systematically related to management’s decision to report on internal control did not alter our primary results.


� By comparison, Botosan (1997) used a similar disclosure index to investigate the determinants of corporate disclosure, reporting a Cronbach’s alpha of .64.


� Kendall’s tau, another nonparametric measure of association, yielded identical results for both direction and significance of all reported correlation coefficients.


� Although the outcome of ICRS is discrete, multinomial logit analysis would fail to account for the ordinal nature of this variable. Ordinary regression on the other hand would treat the difference between a score of 0 and 1, the same as the difference between a score of 1 and 2, whereas in fact they are only a ranking (Greene 2000). In addition, several variables have a non-normal distribution. Ordinary regression requires that for each value of the independent variable, the distribution of the dependent variable is normal.
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