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ABSTRACT 

Nowadays, there exist two reporting regimes, rules-based and principle-based 

(comply-or-explain). In the rules-based environment, researchers have studied the 

relationship between internal control quality and accounting quality. Prior studies have 

suggested that reports on internal control are an effective way for investors to evaluate the 

quality of the firm‟s internal control. By having a sound system of internal control, it 

creates reliance upon the firm‟s financial reporting. Therefore, the condition of internal 

control has direct connection to the investors‟ decision making. In U.S., where the 

corporate governance has been known to be typically rules-based, most researches have 

shown a positive relationship between internal control reporting and accounting quality. 

In the comply-or-explain reporting regime, there has only been one research as far as we 

know, that investigates the relationship between internal control reporting and accounting 

quality. The research took place in Netherlands; their study provided positive association 

between internal control reporting quality and accounting quality, particularly earnings 

quality. The result is consistent with other research in rules-based regime.  

 

The Swedish code has been enacted for five years and it is in the same regime as 

Netherlands. However, under current Swedish code, we are not aware of any empirical 

research that has taken place to address the effectiveness of the code. Therefore, we 

conducted the study with 152 firms listed on Swedish NASDAQ OMXS to test internal 

control reporting quality and accounting quality. We used proxies for internal control 

reporting quality: effectiveness statement of internal control, internal control reporting 

score and internal control proportion. Simultaneously, we use discretionary accruals as a 

proxy of accounting quality. Our result showed a negative significant relationship 

between internal control reporting score and discretionary accruals but this relationship is 

quite weak and sensitive. It is broken with the presence of one more variable in regression, 

such as size variable. The result could not give any evidence for relationships between 

either effectiveness statements or extent of internal control reporting with discretionary 

accruals. Although, the relationship between internal control reporting score and 

discretionary accruals is not tight, it still encourage the notion that firms with good 

internal control report will improve their accounting quality. Our research contributes 

knowledge to wide-range of concerned parties. Moreover, it also suggests valuable ideas 

for further studies in the same area. 

 

Keywords: corporate governance, internal control, internal control report, 

effectiveness statement, discretionary accruals, earnings management, ICRS, 

principle-based, rule-based, accounting scandal, Sweden. 
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CHAPTER I: INTRODUCTION 

 

1.1 Background  

 

In the early years of this decade, worldwide witness enormous accounting scandals such 

as Enron and Worldcom (U.S.), Parmalat (Italia), Skandia (Sweden), Fisher Partner 

(Sweden), etc. These scandals have damaged investor‟s confidence on capital market. 

The occurrence of accounting scandals was caused by poor internal control system within 

the company (Agrawal & Chadha, 2005).When shareholders (principal) and the manager 

(agent) are separate individuals it creates some problems for shareholders (Jensen & 

Meckling, 1976). As both individuals want to maximize utility, the agent might adapt a 

managerial behavior that is not in the interest of the principal (Jensen & Meckling, 1976).  

 

Shankman (1999) argues that appropriate governance mechanisms between the principal 

and agent would minimize the conflicting interests them. Corporate governance was seen 

as mechanism to minimize information asymmetry between owner and managers (Mallin, 

2004). In the early of 2000s, U.S. as well as European Community enacted corporate 

governance codes to regain the investors‟ faith after a series of accounting scandal. Two 

corporate governance regimes nowadays, which create controversy, are rule-based and 

principle-based. U.S. corporate governance, Sarbanes – Oxley Act of 2002 (“SOX”), has 

been known as typically rule-based approach. According to this Act, all listed companies, 

including small, medium and large companies, must comply in detail with the Act; 

otherwise, they may take serious penalties from Securities and Exchange Commission. 

Unlike U.S., most of other countries set up their Code based on principle-based 

(comply-or-explain) (Van de Poel & Vanstraelen, 2009). 

 

Important function of corporate governance is internal control, which is a process inside 

firm to provide “assurance reliability of financial reporting” (PCAOB, 2004). Financial 

reporting “…is to provide information about the financial position, performance changes 

in financial position of an entity that is useful to a wide range of users in making 

economic decision” (The IASB, 2009). Combining role of internal control with definition 

of financial report, we realize indirect involvement between internal control and financial 

user‟s decision. From the objects of internal control, so many studies have researched 

about the impact or relationship between internal control quality and financial statement 

quality (accounting quality). However, accounting quality is opaque definition (Morais & 

Curto, 2008, p. 105) and we need to use proper proxies to evaluate it. Morais & Curto 

(2008) said earnings management is normally used as an indicator to measure accounting 

quality. Earnings management can be defined as the managers using different accounting 

principles to mislead stakeholders about the underlying economic performance of the 

firm (Healy & Wahlen, 1999). Firms with lower earnings management have generally 

higher accounting quality. In fact, the relationship between internal control and earnings 

management has been affirmed in rules-based regime (in U.S.). Companies with material 

weakness disclosure are positively associated with discretionary accruals (Doyle, Ge & 
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McVay, 2007a; Ashbaugh-Skaife, Collins & Kinney Jr, 2008). In other words, 

requirement on mandatory internal control report improves internal control system.   

 

Swedish Code was firstly issued in 2005 and it is following the “comply-or-explain” 

regime. This means that companies voluntarily choose to report on internal control 

information in compliance with Swedish code or they need to describe the alternative 

solution and explain the reason if they do not comply with the code (The Swedish 

corporate governance board, 2008). The Code identifies what should present and act of 

management, regarding good practice. The aim of Swedish Code is “…ensuring that 

companies are run as efficiently as possible on behalf of their shareholders (The Swedish 

code, 2008, p. 5). By ensuring that the firm's internal control system is run efficiently it 

creates more reliance on the firms‟ financial statement. The purpose of our research is to 

use internal control reporting quality as a proxy of internal control quality. In order to 

reveal the quality of internal control, we test the relationship between internal control 

reporting and discretionary accruals in Swedish corporate governance.    

 

McMullen, Raghunandan, & Rama (1996) believes voluntary reporting enhance the 

internal control of a firm for two reasons. Firstly, it increases the control awareness of 

manager. Finally, it communicates to the rest of the organization about management 

expectation on control environment. The users of financial statements perceived the 

voluntary internal control reporting to be valuable for decision-making (Hermanson, 

2000). However, there are few researches investigating the real efficiency of voluntary 

report on internal control and whether it is fairly reflecting internal control quality. As far 

as we know, there is only one study in Dutch researching about voluntary internal control 

report and accounting accruals. The study provided that informative internal control 

report with effectiveness statement of internal control is positively associated with high 

earnings quality (Van de Poel & Vanstraelen, 2009). In other words, Dutch internal 

control report fairly reflects internal control quality.    

  

Swedish code has been enacted for five years but we have not been aware of any research 

addressing the effectiveness of the code regarding whether the Code achieves the aim or 

not, whether requirement about internal control report improves internal control quality 

or not. In Swedish history, there were several scandals involved in internal control such as 

Skandia (2003), Fisher Partner (2005) and recently Red Cross (2009). Thus, no one could 

assure that those scandals would not happen. Therefore, research on these purposes is 

essential and reality to maintain a good code. Aimed to this target, we realize that it is 

opaque to consider the quality of internal control only. Therefore, we will use internal 

control report to evaluate internal control quality in relation with earnings quality. From 

the theory and empirical study about internal control reporting enhancing internal control 

quality, we would like to expect positive effect of internal control reporting quality to 

improve earnings quality. 

 

Consistent with Van de Poel & Vanstraelen (2009) and Franck (2009), we use 

information from internal control report as proxies of internal control quality. We will use 
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three proxies: effectiveness statement of internal control, internal control reporting score 

and internal control disclosure proportion. Some researchers before us used voluntary 

internal control reporting score as an indicator of internal control quality (Deumes, 2000; 

Van de Poel & Vanstraelen, 2009; Franck, 2009). However, they do not discuss the role 

of voluntary internal control report in relation to internal control system. Some will argue 

that voluntary internal control reporting is not worth to do research on because it does not 

reflect internal control system. In our research, we will show the role of voluntary internal 

control report in literature review and its role in enhancing quality of internal control 

system. Then, we will use it to find the coefficient with accounting quality, particularly 

discretionary accruals. 

 

Our research results contribute knowledge for a wide-range of concerned parties. The 

first, lawmakers or regulators are concerned with efficiency of the code. Indeed, our 

research provides empirical study to attest the efficiency of Swedish internal control 

regime. In the case we do not find any relationship between informative reporting and 

accounting quality; it would imply that current informative reporting is not enough to 

reflect internal control quality. Second, its target groups, the financial statement users, 

which includes investors, financial analysts, creditors, employees, etc. Before investing 

in firms they want to be sure that their investment are secured, therefore they need to read 

the financial statements in order to evaluate the firm‟s ability to generate a return on their 

investment (Penman, 2007). Their investment decisions rely on the quality of the report 

and the reliability of this information in financial statements. By finding evidence that the 

content of financial statements is adequate it provides assurance for the information 

disclosed in it. In addition, Botosan (1997) have stressed the important role of financial 

statements in reducing equity cost of capital. Finally, our findings implicate for further 

research in the same area about the model to investigate the relationship. 

 

1.2 Research Question 
 

Based on presentation of background, we have formulated following research question:  

“How is internal control reporting quality associated with accounting quality?” 

  

1.3 Purpose of the research 

 

The purpose of the study is to find out about internal control reporting quality regarding 

higher accounting quality in Swedish context. Furthermore, the result of this research 

may provide evidence to whether Swedish code‟s requirement of report on internal 

control enhances internal control quality despite the fact that report is not mandatory in 

“comply-or-explain” regime.  

 

1.4 Research scope  

 

In our research, we aim for Swedish companies listed on the NASDAQ OMX Nordic 

Stock Exchange Stockholm market (OMXS) including large, mid and small cap lists for 
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the year 2009.  

 

We know there are many ways to approach knowledge about corporate governance and 

internal control. For this research we chose Agency-Principle theory approach to 

understand the importance of corporate governance and internal control. We consider 

corporate governance and internal control to solve interest conflicts and information 

asymmetry between principle and agency. We are also aware of many measurements for 

accounting quality (quality of financial statement), but in our research, we will use 

discretionary accruals to measure accounting quality. It implies that lower discretionary 

accruals indicate higher accounting quality.     

 

Swedish corporate governance principle is “comply-or-explain” that allows company 

voluntarily to choose disclosure information regarding the good corporate governance or 

explain their own way and reason why they do not comply with Swedish Code. To this 

extent, the internal control reporting can be considered as voluntary in which company 

can disclose all main points suggested or just some of them. In that case, there might be a 

scenario when internal control reporting would not reflect internal control quality.   
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Conclusion and 
recommendation

Result and analysis

Empirical Study

Research Methodology

Theoretical framework 

Introduction

1.5 Structure of the report 

 

Chapter 1 is intended to give the reader an introduction for the 

chosen research topic. The introduction part starts with a 

discussion on background to facilitate the understanding of 

chosen research question and the purpose of the study.  

   

Chapter 2 presents relevant literature pertaining to corporate 

governance and internal control. The section wraps it up with 

discussing the relationship between internal control reporting 

and discretionary accruals.  

 

Chapter 3 will discuss the research philosophy that will be 

applied and the motives for the choice of research approach as 

well as strategy. Further information on the method of data 

collection, sampling and validity and reliability can be obtained 

in this section. 

 

Chapter 4 we will present the collected data and the method for 

evaluating internal control quality and discretionary accruals.  

 

Chapter 5 After the analysis of the data it should provide us with 

the answer to our research question, whether there is a 

relationship between internal control and discretionary accruals.  

 

 

Chapter 6 we will present our conclusion and further 

recommendation for future research. 

Figure 1 Structure of the 

report 
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CHAPTER II: THEORETICAL FRAMEWORK 

In this chapter, we will present relevant theories and empirical studies regarding 

corporate governance and internal control, which aims to build strong knowledge for us 

to approach research question as well as identify our research position.  

   

2.1 Agency-Principle theory 
 

In this part, we will consider Agency-Principle theory that provides us with 

understanding of the crucial role of corporate governance and internal control in the 

relationship between shareholders and company as well as internal agents within a firm. 

 

Wieland (2005) explains that there exist three different forms of theories to explain 

corporate governance codes in Europe. Those are the organizational theory, transaction 

cost theory and agency theory. The organizational theory defines the organization as a 

pool of human and organizational resources and capabilities. The governance code serves 

as to combine and activate these resources of the firm to achieve competitive advantages. 

In other words, it assists the organization in utilizing their resources and resolve conflicts 

among its staff (Daily, Dalton, & Cannella 2003). The transaction cost theory identifies a 

number of costs that occurs in a contractual relationship. Because of these transaction 

costs, the involving parties might try to gain more benefits by writing incomplete set of 

contracts in which they can renegotiate later when they acquire more information. 

Ambiguous contract like these might result in a legal dispute between the parties. The 

governance code will act as a mechanism for decision-making in areas where the contract 

does not cover (Hart, 1995). Agency theory is mostly concerned with protection of 

ownership rights of shareholders. Due to the separation of ownership and control, 

conflicts of interest can occur due to both parties wish to maximize utility. Agency theory 

deals with how to solve those conflicts with the help of governance code, allowing them 

to monitor and control managers‟ behavior (Jensen & Meckling, 1976). 

 

As our focus for this thesis is not on corporate governance, but on internal control, the 

agency theory is the most suitable theory to explain the internal control structure since 

many principal-agency relationships could be identified among internal stakeholders of a 

firm (Franck, 2009). As there might be at least one individual within the organization 

motivated by self-interest, effective internal control mechanisms reduces such behavior 

and lessens the internal agency costs (Abdel-Khalik, 1993). In the following section, we 

will discuss briefly about corporate governance, and internal control from the perspective 

of agency theory.  

 

2.1.1 Agency theory explaining Corporate Governance  

 

The agency theory is concerned with the relationship between two individual parties; one 

is delegating the work to someone else to perform the work (Jensen & Meckling, 1976). 

The one performing the work is called agent and the one delegating the work is called 
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principal and in a public corporation, the relationship could consist of the CEO and the 

shareholder, but even the council for a municipality can be principal and members of 

boards and committee will become the agents (Nyman, Nilsson, Rapp, 2005).  

 

In a corporation, it is often assumed that the agent has more information about the firm 

than principals do. This is called information asymmetry. Because of the agent‟s position 

in the firm, he has the possibility to easily acquire a deeper understanding of the firm, for 

that reason he has the upper hand when taking decisions upon the development of it in 

comparison to the principal (Eilifsen, Messier, Glover & Prawitt, 2006). Both parties 

want to maximize their benefits and the agent might act in a way that is not in the interest 

of the principal. The principal will as a result try to minimize potential harmful behaviors 

of the agent by incurring monitoring mechanisms or provide incentives to prevent these 

harmful actions. Practically, it is impossible for the principal to fully monitor the agent 

and try to control his behavior at zero costs. When any control mechanisms are incurred, a 

cost for controlling the agent‟s behavior will occur, so called agency cost (Jensen & 

Meckling, 1976).   

 

Eisenhardt (1989) suggest that development of information system could help controlling 

the behavior of the agent. She stress the importance of well-informed board members. If 

the board is well informed about the performance of the agent, then the stimulus for the 

agent will be more likely based on his knowledge and contributions rather than the 

performance of the firm. Another viewpoint of it is that it might as well be the lack of 

information on the goal of the principal, which makes the agent work towards other goals 

than what is expected. Then the board needs to provide the agents with better information 

about those goals.  

 

The code of corporate governance can also help to minimize the information asymmetry 

between principal and agent (Mallin, 2004). It forces public corporations to disclose more 

information about the company. Based on those information made public, the principal 

can better evaluate whether the agent has fulfilled its responsibilities or not.  

 

2.1.2 Agency theory explaining internal control 

 

Agency theory is concentrated mostly on the relationship between the CEO and the 

shareholders, same theory could be used to explain the internal control structure within a 

firm. There are different internal agents working under the CEO. The board members, top 

managers along with the internal agents create numerous agency relationships (Franck, 

2009). Assuming that the agent and principal are to maximize their interest, the agent will 

not always act in the favor of the principal. In an internal control setting, the conflict will 

arise between top management and the employees working under him. Internal agency 

cost will occur due to the principal‟s wish to limit harmful behavior of the agent. The 

option would be to monitor the agent or create incentives to align the interest of the agent 

with the principal (Ettredge, Reed & Stone 2000). 
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Adams (1994) defined the internal auditor as a bonding function between the agent and 

the principal. Because of the principal‟s volition to protect economic interests, he might 

have incurred the cost of bonding function to monitor the agent. Shankman (1999) on the 

other hand say that it is the agent‟s wish to show his alignment in interest with the 

principal and his commitment to fulfill his responsibility as reason hire an internal 

auditor.  

 

To improve the internal control system to be more efficient, a starting point would be to 

review its internal governance (Fama & Jensen, 1983). The audit committee plays a very 

important role within the firm‟s internal governance. They share along with the board of 

directors the responsibility of the internal control, to make sure that it is functioning 

properly. 

 

In this part, we used the Agency-Principle theory to discuss the importance of corporate 

governance in minimizing the information asymmetry between the principal 

(shareholders) and agent (company’s managers) and corporate governance role as a 

monitoring mechanism to align agent’s incentive to principle’s interests. In other words, 

good corporate governance ensures that companies are run as efficiently as possible on 

behalf of their shareholders. Such good mechanism is crucial to maintain the confidence 

of existing and potential shareholders and keep their interest in investing in companies 

(The Swedish Code, 2010, p.3). 

 

2.2 Internal control reporting regime 
 

Recent decades, investor‟s trust has been damaged by accounting scandals (Low, Davey, 

& Hooper, 2008) in the most important economic part of the world are U.S. and European. 

This has lead to the development of corporate governance standards, which is mostly 

concerned with how to deal with business ethics and corporate internal control (Wieland, 

2005). These government set up good corporate governance code to regain confidence 

and trust of investors and others stakeholders on stock market. Below, we will observe the 

corporate governance code, especially governance regime and internal control report to 

understand diversification of codes regarding each country. The current part builds our 

knowledge to understand general development of codes and it is the base to understand 

Swedish code in relationship with other countries.             

 

In the different corporate governance codes, there are two trends of corporate governance 

regimes: rules-based and comply-or-explain. In the following part, we‟ll divide it into 

two regimes to see differences and developments of those countries following two rules. 

In rules-based, the up to date SOX is the most well known code (Franck, 2009). In the 

same trend with this regime is Japan and Canada. In rule-based regime, we will discuss 

internal control in U.S. and other countries such as Japan and Canada. Parallel with it, we 

then consider the internal control reporting in comply-or-explain regime such as UK, 

Belgium, Netherland, but we will not mention details about each country, we desire to 

find out the distinctive characteristics of them. 
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2.2.1 Internal control reporting in rule-based regime 
 

2.2.1.1 Internal control reporting in U.S. 

 

U.S. government enacted the Sarbanes-Oxley Act as of 2002 in July 30 in the wake of 

many egregious corporate scandals such as Worldcom and Enron involving fraud, greed, 

and breakdowns in internal controls. This Act made significant changes to many aspects 

of the financial reporting process, one of those changes is management‟s required 

assessment of the entity‟s internal control (Ramos, 2004). It requires manager to provide 

reports quarterly and annually on the effectiveness of certain aspects of internal control 

which are presented in two important sections: Section 302 and Section 404. Especially, 

Section 404 was believed providing greater assurance to investors so they could rely on 

management‟s published financial information (The Institute of Internal Auditors, 2008).  

 

SOX 404 require Chief executive officers (CEOs) and Chief financial officer (CFOs) to 

annually assess the effectiveness of the company‟s internal control over financial 

reporting which is presented separately as an “internal control report” in annual report. 

This report must contain management‟s statement of procedure and process of internal 

control structure and assess the effectiveness of this system. Moreover, internal control 

reports have to be audited by external auditor that differentiates to disclosure controls and 

procedures of Section 302. Ever since SOX 404 was enacted, there was controversy about 

implementation costs exceeding the benefit (Rittenberg & Miller, 2005). The opponents 

said that implementation cost was too high, creating higher pressure on companies and in 

particular for smaller companies (Foley & Lardner LLP, 2006).  

 

Although the debate around the implementation cost of SOX 404, SOX is seen as 

stringently rule-based. Whatever action is to alter, destroy, conceal or attempting to create 

documents and reports that mislead the financial statement users, those who do not 

comply with the code may receive severe punishment. Auditors may be imprisoned up to 

20 years and will be considerably fined (Ramos, 2004).      

 

2.2.1.2 Rules-based regime in other countries 

 

In similarity, Canadian Code was commented moving towards a quasi-rules based 

environment since they preferred to outline Guidelines published in November 2001 

(Macnamara, 2004). The current rule regulating internal control reporting is National 

Instrument 52-109 Certification of Disclosure in Issuers' Annual and Interim Filings (NI 

52-109) (December 15, 2008). According to the code, companies must state conclusions 

about the effectiveness as well as describe procedures of effectiveness evaluation (NI 

52-109). Another code, considered as best corporate governance systems in the world 

was Japan (Shleifer & Vishny, 1997, p.1). With the guidance in details for Management 

Assessment of Internal control over financial reporing under Financial Instrument and 

Exchange Law in 2006, Japanese rules was well-known as Japanese SOX (“J-SOX”)  

(Deloitte, 2007). It also requires an effectiveness statement on the internal control over 
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financial reporting and was applicable from April of 2008. 

 

2.2.2 Comply-or-explain regime 

 

In the lights of scandals from U.S. (Enron) and Italy (Parmalat), European countries 

chose not to wait for response of EU Community initiatives, they already composed 

regulations or guidelines on Corporate Governance (Cleyn, 2008). In U.K., Hampel 

report with the title “Committee on corporate governance” was firstly issued in 1998 as 

an annex to the Stock Exchange Listing Rules and was known as the original combined 

code because of Hampel combining/improving two previous codes: Cadbury 1992 and 

Greenbury 1995. The Combined code was launched in 2003 as an independent code and 

now the current version of the Code was issued in June 2008 (The Combined Code on 

Corporate Governance, 2008). The Code applies “comply-or-explain” principle, until 

now it has been in operation for 13 years and has been adopted by different EU members 

(Cleyn, 2008). The statement of effectiveness of internal control system in annual report 

is not mentioned. Similarly, Belgian Code is comply-or-explain regime that encompasses 

guidelines for companies; there is no legal obligations. The Code mentions that external 

auditors need to review internal control system and inform Board of directors in case of 

material weakness. 

 

The current Code of Netherland is “Principles of good corporate governance and best 

practice provisions” from 2008, which replaced the old code Tabaksblat (FEE 2003). 

This code is also principle-based approach. However, among others Dutch Code is one of 

the most stringent codes (Van de Poel & Vanstraelen, 2009) because it requires the board 

to provide a description of the design of internal control system as well as report its 

effectiveness during the fiscal year in annual report (Tabaksblat code, 2003). Board of 

Directors should disclose an explicit statement of effectiveness of internal control system 

otherwise they must explain the reason why they do not comply with it.    

 

Overall, in many countries around the world it is sufficient that management merely 

describe the firm’s internal control and risk management system in the annual report 

without giving an explicit statement on the effectiveness of these systems (Van de Poel & 

Vanstraelen, 2009).  

 

2.3 Swedish internal control report  
 

2.3.1 Swedish code among other codes: 

 

The Swedish which was first enacted in 2005 and shares many similarities with codes 

among other countries in Europe such as UK, Netherland, Belgium. This is believed due 

to Sweden‟s membership in the European Union and the fact that most of the EU 

countries are following the comply-or-explain principle (Franck, 2009). The Swedish 

code of corporate governance is also based on the principle of comply-or-explain, which 

means that companies following the code are allowed to depart from individual rules as 
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long as they explain the reason why they do not comply it in the report. In addition, the 

Code does not pass any judgment on whether the company has disclosed a valid reason 

for departure, it is up to the market to decide whether the company has stated a valid 

reason for a departure from the code and in the case of market not accepting the 

company‟s reason it may impact the value of the company as it loses the confidence of the 

investors (Swedish code, 2008, p. 7).  

 

The first Code 2005 (original code) initially focused on the big companies and now 

current Code 2010 is applied for all types of companies. The original Code required “the 

board to submit an annual report on how that part of internal control dealing with 

financial reporting is organized and how well it has functioned during the most recent 

financial year. The report is to be reviewed by the company’s auditors” (Swedish code, 

2005, p.30). This clause requires the board to evaluate the firm‟s internal control and 

disclose an explicit statement of effective internal control system. This requirement 

created controversy. Many companies complained that it is costly to comply with the 

Code because they have deployed ambitious projects to develop internal control 

procedure as well as risk management (Swedish corporate governance board, 2006). 

From 2006 until now, the Swedish firms were no longer required to apply this clause after 

consulting with Association of Publicly Traded Companies, the Swedish Shareholders‟ 

Association, the Institute for the Accountancy Profession in Sweden, the Association for 

Generally Accepted Principles in the Securities Market, the Stockholm Stock Exchange, 

the Confederation of Swedish Enterprise and other key actors (Swedish corporate 

governance board, 2006). The requirement about effectiveness statement in current 

Swedish Code 2010 among other countries is illustrated by table 1below: 

 

Table 1 Effectiveness statement among the Codes 

No. Country 
Original 

code (year) 

Effectiveness disclosure in 

internal control report 

I Rule-based 

1 Canada 2001 Yes **  

2 U.S. 2002 Yes 

3 Japan 2004 Yes ** 

II Principle-based (Comply-or-explain)  

1 U.K* 1998 No 

2 Netherlands 2003 Yes 

3 Belgium 2004 No 

4 Sweden 2005 No 

    (*) Hampel report; (**) Applicable since 2008 

 

The table shows that requirement of effectiveness statement is mandatory in codes 

complying rules-based. Canada and Japan are newcomers because they just applied the 

requirement since 2008. It implies that assessment on internal control system is in essence 

of rule-based. In contrast to rules-based, most countries following principle-based has no 
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such requirement. Swedish original code was issued later and shared same traits with 

almost all of the other codes. The Dutch Code is perhaps one of few codes which require 

an effectiveness statement in a principle-based setting. Although the requirement on 

effectiveness statement is entirely voluntary, it is considered as one of the more strict 

corporate codes in Europe (Van de Poel & Vanstraelen, 2009). 

 

2.3.2 Characteristic of Swedish code 
 

Unique to the Swedish corporate governance is the external auditor. He is appointed by 

shareholders meeting to monitor the actions of the CEO and the board. If the board or the 

CEO has in some way neglected their duties, the external auditor will report it back to the 

shareholders (Franck, 2009). A special trait of the Swedish corporate governance is the 

shareholders‟ meeting ability to “discharge the board of directors and managing director 

from liability towards the company” (Swedish code, 2008, p. 11). The decision is based 

on the external auditors‟ proposal in the company‟s audit report (Swedish code, 2008, p. 

13). The auditor checks the company‟s accounts to detect any material misstatements, if 

the accounts are clean then the auditor issues a recommendation to discharge the directors 

from liability. If the shareholders agree to it they grant the management discharge from 

liability, or if they don‟t the shareholders can dismiss the person who did not perform 

their duties satisfactorily (Samlingsvolymen D.2., 2008). 

 

Due to Sweden‟s membership in the European Union, Swedish public companies are 

obliged to follow the 8th EU company law directive (2006)
1
. It states that public listed 

companies should have an Audit committee (Franck, 2009). According to code 10.1 

(Swedish code, 2008, p. 21) the board should establish an audit committee, with at least 

three members independent from the firm‟s executive manager. If the board feel it is 

appropriate the board members may take on the tasks of the audit committee, however 

executive managers are not allowed to take part in the work of audit committee. The audit 

committee‟s responsibility among other things is to keep frequent communication with 

the firm‟s external auditor and discuss about possible improperness, such as 

circumstances that may affect the quality of financial statements, evaluate the internal 

control, discuss about suitable non-audit fees and report about the auditor‟s work to the 

nomination committee (Swedish code 2008, p. 22, Franck, 2009). Depending on how 

many audit committee meetings takes place during a year it can improve the quality of 

financial reporting. Regular meetings with internal auditors and Chief financial officer 

will keep the audit committee updated on accounting and auditing issues (Franck, 2009).  

 

The presence of a separate risk management has a positive effect on the quality of internal 

control (Franck, 2009). One of the responsibilities of the chief risk officer is to develop 

appropriate controls (Franck, 2009). Despite that, the Swedish code does not place any 

requirements of audit committee meetings or the existence of a separate risk management 

department. Similar to Dutch code, the Swedish code does not place any requirements on 

a separate internal audit department, however if the firm does not have internal audit, the 

                                                             
1
The implementation of 8

th
 directive is due to the 1

st
 of July 2009 
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board needs to annually evaluate a need for one and state the reason for not acquiring it. 

Also, Swedish code does not specifically require a published Code of conduct. 

 

2.3.3 Swedish internal control report 

 

Regulation of Swedish internal control report can be found in section 10.5 of the Swedish 

code (2008) as well as in the Annual Accounts Act (Årsredovisningslagen) (SFS 

1995:1554). According to the Swedish code (2008), the board‟s responsibility is to ensure 

that the firm has good internal controls and is following the standard accounting 

principles and other legal frameworks for listed companies. In addition they need to 

highlight key aspects of the firm‟s system of internal control and risk management over 

financial reporting annually (Swedish code, 2008, p. 22). However, nowhere in the code 

do they mention any requirement for the company to have audited governance report. 

Unlike Dutch, the Swedish code does not require a statement of effectiveness in internal 

control, nor does it require any minimum meetings of audit committee. The Swedish code 

remains less demanding on internal control reporting as stated by Franck (2009).  

 

In supplement to the Code, the Institute for the accountancy profession in Sweden and 

Confederation of Swedish enterprise issued a guidance in 2005 on how to comply with 

the code. The guidance has later been revised 2008. Its main purpose is to ease the work 

of internal control reporting for the board, by providing a model over the main contents of 

it. However, it is fully voluntary to apply it during their reporting process, if they find it 

more appropriate, they are allowed to apply other guidances as well (Svernlöv & Boström, 

2008). When Sweden was following the 8
th

 directive of the EU company law, it required 

that the description should follow the standard framework of internal control reporting 

given out by COSO (Franck, 2009, p. 102). However, this is not a formal requirement in 

the Swedish code (2008), the Confederation of Swedish Enterprise and 

FAR(Confederation of Swedish Enterprise and FAR, 2008) just offers internal control 

framework according to COSO. Internal control report structure offered by the Guidance 

(2008) includes five components: control environment; risk assessment; control activities; 

information and communication and monitoring. As a last guideline, the board needs to 

evaluate the need of an internal auditor annually and provide motives if they do not plan 

to acquire one.  

 

In current circumstance in Swedish context, companies are allowed to choose to disclose 

about internal control or not. Moreover, Swedish Code does not place as much demand 

on internal control report as Dutch, it doesn’t mention about disclosure quality of internal 

control. If companies disclose this information or convince annual report users about the 

quality of internal control, there is currently no research about the relation between such 

disclosures with promising internal control quality. Effects of voluntary report to internal 

control system should be discussed and considered from theory and empirical study. The 

part below supports us in understanding about the notion.    
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2.4 Voluntary internal control reporting and internal control quality 
 

Voluntary management reporting is believed to be able to enhance the quality of internal 

control of a firm. Firstly it increases the control awareness of the managers because they 

need to evaluate the quality of internal control before issuing an internal control report, 

second is by issuing an internal control report it facilitates the communication to the rest 

of the organization about the managers expectation on the control environment 

(McMullen, Raghunandan, & Rama, 1996). Hermanson (2000) investigated the demand 

of internal control reporting by issuing surveys to nine different user groups of financial 

statements. Overall, the result showed respondents agreeing that voluntary internal 

control reporting would motivate managers to improve internal controls and the 

monitoring of controls. The firm‟s long term viability would be more clearly displayed 

than just issuing a financial statement. In addition the respondents perceived voluntary 

internal control reporting to be valuable for decision making while staying neutral to 

whether mandatory control reporting would have the same value. Especially, among 

individual investors voluntary internal control reporting has been perceived to be useful, 

possibly due to difficulties for them to actively monitor the internal control (Hermanson, 

2000). Because internal control is an internal process within the company it is difficult for 

individual investors to observe it, hence they seldom possess enough information about 

the quality of the firm‟s internal control (Deumes & Knechel, 2005) 

 

In contrary, one research in Sweden showed that lenders might not be concerned about 

internal control quality in decision for loans. He found that leverage is negatively related 

to internal control quality (Franck, 2009). This relationship is opposite to 

agency-principle theory which predicts that companies with high leverage ratio will have 

incentive to improve internal control quality because of reputational capital. The reason 

can be explained by lender not being aware of the importance of internal control quality. 

In other words, internal control quality doesn‟t impact credit decision of lender. Deumes 

& Knechel (2005) argues that voluntary reporting on internal control can be regarded as a 

monitoring mechanism depending on whether investors (financial users) perceive such 

information as reliable or not. Swedish financial institutions might not place importance 

on quality of internal control report because they have other mechanisms more reliable 

for their decision-making such as contracting mechanisms (by Jensen & Meckling, 1976, 

cited in Franck 2009, p.108).    

 

McMullen et al. (1996) investigated firms that were voluntarily reporting on internal 

control in US prior to the SOX-era. By voluntarily issuing an internal control report, the 

authors believed that those firms were less likely to have financial reporting problems. 

“Financial reporting problems” was referred to as either restatements of prior reporting 

statements or an accounting treatment that lead to SEC enforcement actions. Their study 

showed that small firms
2
 with financial reporting problems were less likely to issue an 

internal control report and concluded that the lack of managerial control consciousness 

was a possible explanation for the absence of voluntary internal control reporting.  

                                                             
2
 Firms with total assets less than 250 million dollars 



Theoretical framework 

Internal control report and discretionary accruals Page 15 
 

However, Deumes & Knechel (2005) hypothesized that the extent of internal control 

reporting will increase with agency cost. The study was based in a Dutch environment 

where reporting on internal control is voluntary. Deumes & Knechel (2005) argued that at 

the presence of agency problems, managers will have more incentives to voluntarily 

report on internal control. Said researchers also suggested that manager‟s voluntary 

control reporting signalized managerial wish of interest alignment with the shareholders 

(Deumes & Knechel, 2005). By identifying a number of variables that proxy for agency 

costs and comparing it to the extent of voluntary internal control reporting it showed that 

companies with higher level of agency costs reported more on internal control (Deumes 

& Knechel., 2005). The overall result lends support to the notion of voluntary internal 

control reporting to be considered as a monitoring mechanism (Deumes & Knechel, 

2005). However, Deumes (2000) suggests that voluntary internal control reporting cannot 

stand alone as the only monitoring mechanism of a firm; it should be viewed as a 

supplementary to other monitoring mechanisms. His result found that external audit 

quality with a Big 5 audit firm would be a complementary monitoring mechanism to 

support the role of internal control report. 

 

2.4.1 Company manager statement of effective internal control 

  

Framework for internal control and principal areas related to internal control over 

financial reporting are all oriented to COSO model (Guidance, 2008). The description of 

internal control report following COSO is suitable with requirement by the 8
th

 directive of 

the EU company law in Europe where Sweden is a member (Franck, 2009, p. 102).  

 

Following the orientation given by Appendix 2 of the Swedish Guidance (2008), we then 

access Internal control-Integrated Framework launched in 1992 by COSO. In the model, 

they have a separate part concerning “Reporting to External Parties”, where companies 

presents management report on internal control in their annual report to shareholders 

(COSO , 1992). The Treadway Commission suggests that management should report 

effectiveness of internal control report (COSO , 1992, p. 143). Commission gives three 

main reasons for that:  

   Investors are concerned with legitimate interests, not only extent of manager‟s 

responsibility but also management discharging their responsibility. 

   A statement on effectiveness is much better than providing description on 

management‟s responsibilities or the design of the internal control system because 

it‟s easier for reader to recognize in wording.  

  “Effectiveness” terminology is reasonable assurance of quality of internal 

control system. “Reasonable assurance” concept means that management can 

ensure about the quality of it in certain scope but no one can decline limitations 

inherent in all internal control systems.    

 

From this point of view, managers might address effectiveness of internal control or 

adequate internal control system in their report (Deumes, 2000). Deumes (2000) in his 

research found that Dutch companies in voluntary internal control report stated about 
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effectiveness like “the board of directors considers the internal control system to be 

adequate”.   

 

2.4.2 Internal control reporting scores (ICRS) 

 

Deumes (2000) used a score system including 8 items which are divided into 2 groups: 

Items reported by the supervisory in the supervisory board‟s report (including meetings 

about internal control and discussion of it with external auditor) and items reported by the 

board of directors. In 2005, another research with Deumes and his colleague Knechel they 

managed 6 items for the same name as year 2000 but reduced two items related to 

external auditor and elements of internal control system. In Sweden context, Franck 

(2009) adapted internal control quality score with 7 items. Van de Poel & Vanstraelen, 

(2009) used 9 items and the number of items was more than the other researchers. Their 

scores are summarized by Table below:  

 

Table 2 Internal control reporting score 

No. Items 

 

Deumes 

(2000) 

Deumes 

& 

Knechel 

(2005) 

Van de Poel 

& 

Vanstraelen 

(2009) 

Franck 

(2009) 

1 Existence of audit committee     x x 

2 Internal audit x x x x 

3 Financial expert at the audit committee       x 

4 Frequency of audit committee meeting       x 

5 Risk management function x x x x 

6 Code of conduct     x x 

7 Whistleblower policy     x x 

8 

The supervisory board discussed (elements of) 

the internal control system in at least one 

meeting x x x   

9 The purpose of the internal control system x x x   

10 

Management's responsibilities for internal 

control x x x   

11 

A statement on the internal control system 

effectiveness x x     

12 

The supervisory board discussed (elements of) 

the internal control system with external auditor x       

13 

The board of directors reports to the 

supervisory board on elements of the internal 

control system x       

14 Accounting manual     x   

  Total Items 8 6 9 7 
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The table provides us with an overview about the four scores following timeline from 

2000 to 2009. First three set of scores were used for Dutch internal control and the 

remaining one for Sweden. All scores used the same item, internal audit and risk 

management function. Indeed, internal auditor is seen as a bonding function between the 

agent and principle within the firm (Adams, 1994). Risk management function is Chief 

risk office or similar position (Franck, 2009, p. 105). Liebenberg & Hoyt (2003, p. 37) 

found appointment of Chief risk officer to reduce information asymmetry about 

companies‟ current and expected risk profile. A statement on internal control system 

effectiveness and the purpose of internal control system are mentioned in Dutch code 

(Dutch Code, 2008). Most of the other remaining items are suggested from COSO.   

 

Among other items, Franck‟s score included seven items which is quite consistent to 

describe internal control quality. Three in seven items focus on audit committee function 

which plays a very important role within the firm‟s internal governance and responsibility 

of the internal control (Fama & Jensen, 1998). The items were existence of audit 

committee, financial expertise at the audit committee and frequency of audit committee 

meeting. Audit committee doesn‟t work well without the support of internal auditors 

(Goodwin-Stewart & Kent, 2006, p.16). Those items were gathered to create a sound 

audit committee function. Besides, he also used risk management function, code of 

conduct which communicates and spread ethical values within the firm while 

whistleblow policy protects employee who reports fraud (Franck, 2009).         

 

2.4.3 Quantity of internal control reporting (ICproportion) 

 

ICproportion is proportion of internal control report in total number of pages of annual 

report excluding financial statements (financial statements are not part of formal financial 

statements as stated by Confederation of Swedish Enterprise and FAR, 2008) 

(Confederation of Swedish Enterprise and FAR, 2008). Van de Poel & Vanstraelen (2009) 

purely considered quantity of internal control report without evaluating the content of it. 

The purpose of this measurement is to test the consciousness of management about 

relative importance of internal control report in annual report (Van de Poel & Vanstraelen, 

2009). 

 

This part provided us with understanding that voluntary internal control report can be 

seen as monitoring mechanism and enhances the internal control system in some ways. 

Mainly, voluntary report impact to awareness of managers to improve firm’s control 

system. Besides, some researches realized investor’s attention to internal control report 

for their investment decision. Most researchers use internal control reporting score to 

evaluate quality. However, Van de Poel & Vanstraelen (2009) have used two other 

proxies which are also useful for evaluating the perception of management on the role of 

internal control system. It induces us to use internal control report as a proxy of internal 

control quality. In the next part, we would like to review internal control report and its 

relationship with discretionary accruals.  
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2.5 Internal control report and discretionary accruals 

 

2.5.1 Discretionary accruals 

 

After recent scandals, investors have paid greater attention to quality of financial report 

(Morais & Curto, 2008, p. 105). Despite higher attention, accounting quality term is still 

vague and difficult to define (Morais & Curto, 2008; Schiller & Vegt, 2010). Although 

IASB listed components of accounting quality such as relevance, faithful representation, 

comparability, verifiability, timeliness, and understandability (Schiller & Vegt, 2010, p. 

2), IASB doesn‟t provide precise definition of accounting quality (Morais & Curto, 2008, 

p. 105). Therefore, for most of the studies they have used several methods to measure 

accounting quality. Among them is earning management which has been used popularly 

as a proxy for accounting quality (Morais & Curto, 2008, p. 105). Healy & Wahlen (1999, 

p.368) defined earnings management which “…occurs when managers use judgment in 

financial reporting and in structuring transactions to alter financial reports to either 

mislead some stakeholders about the underlying economic performance of the company, 

or to influence contractual outcomes that depend on reported accounting numbers.”. 

Earnings management aims to mislead stakeholders; firms with lower level of earnings 

management are associated with higher accounting quality. However, earnings 

management is also opaque.  

 

Accounting accruals is the difference between earnings and cash flows from operating 

activities and includes two components: discretionary and non-discretionary accruals. 

Discretionary accruals occur when managers transfer the accounting earnings from one 

period to another by using accounting methods, for example, changing depreciation 

methods (Al-Fayoumi, Abuzayed & Alexander, 2010, p.38). Discretionary accruals are 

used as proxy to measure earnings management (Al-Fayoumi et al., 2010, p.28; Becker, 

Defond, Jiambalvo, & Subramanyam, 1998, p.9; Doyle, Ge, & Mc Vay, 2007b, p.1145). 

There is a public perception that earnings management benefit firm managers themselves 

rather than the stockholders (Al-Fayoumi et al., 2010, p.29). In other words, it damages 

stockholders‟ interest. From shareholders perspective, important part of monitoring 

component of internal control is internal auditing (Franck, 2009, p.19), which is defined 

as contracting process between shareholders and managers of the firm (Adams, 1994).  

 

Discretionary accruals are measured by the Jones model with estimating accruals 

pertained in assets, revenue and gross property plant and equipment. However, a 

disadvantage with this model is that it assumes changes in revenue to be 

non-discretionary. So the model is not efficient in detecting earnings management 

through manipulation of revenues (Dechow, Sloan, & Sweeney, 1995). The Modified 

Jones model (modified by Dechow et al. 1995) minimizes this problem, by assuming all 

credit sales to be a result of earnings management. The authors suggest that it is easier to 

exercise earnings management by manipulating credit sales than through manipulation of 

cash sales (Dechow, Sloan, & Sweeney, 1995). The modified Jones model have been 

praised to be one of the more powerful tools in detecting earnings management and one of 
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the most used models (Dechow, Sloan, & Sweeney, 1995; Guay, Kothari & Watts et al. 

1996). With the use of this model it can detect income-decreasing as well as 

income-increasing earnings management (Dechow, Sloan, & Sweeney, 1995). In case of 

negative estimated discretionary accruals, the managers are suspected of engaging in 

income decreasing earnings management and vice versa (Al-Fayoumi, Abuzayed, & 

Alexander, 2010). A good way to capture both income-decreasing and income-increasing 

earnings management is to take the absolute value of discretionary accruals (Warfield, 

Wild, & Wild, 1995).  

 

2.5.2 Internal control report and discretionary accruals  

 

From notions of discretionary and earnings management above and considering them 

with internal control, we realize the important role of internal control to protect 

shareholder‟s interest. Through internal control reporting, all researchers we mention 

below found the positive association between internal control quality and accruals or 

discretionary accruals (Bédard, 2006; Doyle, Ge, & McVay, 2007b; Ashbaugh-Skaife et 

al., 2008; Van de Poel & Vanstraelen, 2009).   

 

Doyle et al. (2007b) examined internal control quality association with accruals quality 

using 705 firms which disclosed at least one material weakness from August 2002 to 

November 2005. They used four common proxies for accruals quality which includes: 

discretionary accruals (Jones, 1991), average accruals quality (Dechow & Dichev, 2002), 

historical restatements (Anderson and Yohn, 2002), and earnings persistence (Schipper & 

Vincent 2003). Generally, they state that internal control problem is the root cause of 

lower accruals quality in which is consistent with previous empirical researches (Doyle, 

Ge, & Mc Vay, 2007b, p. 1143). Particularly, the findings also showed that material 

weaknesses are positively associated with discretionary accruals (Doyle et al., 2007b, 

p.1158). Further, they tested material weaknesses among two groups classified by 

account-specific and company-level material weaknesses. Firms with account-specific 

material weaknesses are not associated with lower accruals quality whereas ones with 

company-level materials weaknesses have lower accruals quality. On the other hand, 

their findings provide convincible evidence about the effectiveness of SOX 302 and SOX 

404 pertaining accruals quality, in other words, earnings quality (Doyle et al., 2007b, 

p.1143). Consistent with this study, Bédard (2006, p.30) also posits the role of SOX 

internal control regulations in improving of the quality of earnings.         

 

In addition, Ashbaugh-Skaife, Daniel, Kinney, & LaFond (2008) organises their study to 

investigate whether the changes in accruals quality are contemporaneous with changes in 

internal control effectiveness. The result confirmed that companies which changed the 

accruals quality in period 2004-2005 also changed the strength of internal control. 

Besides, their result gave evidence that accruals quality significantly increased for 

companies who recovered from internal control deficiencies in 2004 and maintained 

effective internal control in 2005.  
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Different to previous researches undertaken in U.S. and in rules-based principle, Van de 

Poel & Vanstraelen (2009) are the first authors (as far as we know) who investigates the 

relationship of internal control reporting and accruals quality in Comply-or-explain 

regime in Dutch context. In the same internal control reporting regime as Swedish 

Corporate Governance, Dutch Code does not require internal control reporting to be 

attested by external auditor, unlike SOX 404 regulation. As the two codes share similar 

characteristics, our research will be based a lot on Dutch study which will become the 

guideline for further contents of our research. In evaluation of the accruals quality, Van de 

Poel & Vanstraelen (2009) used three proxies: industry-adjusted abnormal total accruals; 

industry-adjusted abnormal working capital accruals and discretionary accruals from a 

cross-sectional modified model. Van de Poel & Vanstraelen (2009) adapted regression 

models to test each proxy of dependent variables in the regression. Besides dependent 

variables, their regression model used wide-range of independent variables including 

internal control quality and control variables. The comply-or-explain regime allows 

companies to explain their own way if they do not comply with the Code, therefore in 

their study, the authors also considered the extent of internal control reporting (internal 

control reporting score and internal control proportion) in correlation with accruals 

quality. Actually, their result didn‟t give any confirmation for this hypothesis (Van de 

Poel & Vanstraelen, 2009, p.32). However, their findings are still consistent with previous 

researches of companies with effective internal control system being associated with 

higher accruals quality (lower level of discretionary accruals) (Van de Poel & 

Vanstraelen , 2009, p.32). 

 

As far as we have known, only one study exists in a comply-or-explain context until now. 

We are not aware of any recent research that has been undertaken in a Sweden context for 

similar topic. The results from the Dutch research about the relationship between internal 

control report and accounting quality induces us to expect similar results in a Swedish 

context.  
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Conclusion of findings from Theoretical framework and research position: 

 

Theoretical framework provided us with relevant theories for our topic to see the whole 

picture of internal control quality and internal control reporting quality. Agency-Principle 

theory explained about conflicts occurring in external governance (shareholders and 

companies) as well as internal governance within a firm. This lead to the global demand 

of corporate governance and internal control quality. Among current internal control 

reporting regimes, rule-based regime has attracted many researchers to investigate the 

relationship between internal controls and accounting quality, whereas it has been fewer 

in a comply-or-explain regime. The difference originates in special traits of internal 

control reporting in rule-based regime, which is the most stringent. Researchers have 

found the strong relationship between internal control reporting quality with higher 

accounting quality. In contrary, internal control reporting in comply-or-explain regime is 

less strict and allows companies voluntarily choosing practice which is most suitable in 

consideration to surrounding circumstances. Although internal control report is voluntary, 

it has positive effects on internal control quality, which was attested by theory and 

empirical studies as well. However, only one Dutch study was deployed to find the 

relationship between internal control reporting and accounting quality. Measurements of 

internal control quality by using internal control reporting is quite tough, thus information 

in internal control reports such as effectiveness statement of internal control or internal 

control reporting score is used as proxy for internal control quality. With this 

measurement, a study in Dutch listed companies was held and result showed that internal 

control reporting is positively associated with high accounting quality or lower 

discretionary accruals. Swedish internal control reports shares many similar traits with 

Dutch but we have not been aware of any similar studies taken place in Sweden. 

Therefore, research question is coming to reveal the relationship between internal control 

reporting and discretionary accruals in Swedish context.  

 

Our own figure below would will provide visual overview about the theoretical 

framework and locate our research question. The figure captures the relationship among 

all parts of this chapter to answer questions such as what and why these theories were of 

such importance for our research.     
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Figure 2 Theoretical framework overview 
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Looking at the figure, the main part of figure is the relationship between shareholders and 

the big sphere (inside company). According to Agency-Principle theory, shareholders do 

not have enough information about the reality of company‟s financial position as well as 

management, this is called information asymmetry. Thus, conflict interest arises from the 

bias information between owner and agent.  

 

Among other information channels, annual report is one of the most popular channels for 

shareholders to observe company which they have invested in. Their decision is 

dependent upon the information in this report. Annual report, among other things, 

includes two main components, financial statement and internal control report. 

Information in financial statement reflects accounting quality and internal control report 

reflects internal control quality, respectively. In rule-based regime, we can easily 

understand that assessment of internal control in their report reflects internal control 

quality. Northern hemisphere in our figure shows that there are many researches finding 
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the relationship between internal control quality and accounting quality in U.S. 

(rules-based regime). This relationship implies that it enhances the relationship between 

shareholders and company because quality of annual report is high and reflect company 

position fairly. One notice in this hemisphere is that Dutch research also found the same 

result although its internal control report belongs to comply-or-explain regime. 

 

Finally, Southern hemisphere in the figure is Swedish market where the same relationship 

has not been revealed yet. Our study will provide empirical study for this relationship in a 

Swedish comply-or-explain regime.    

 

       



Research methodology 

Internal control report and discretionary accruals Page 24 
 

CHAPTER III: RESEARCH METHODOLOGY 

Before deploying any type of research, we need to understand the philosophy approach to 

be concrete for our research. It helps us clarify research strategy as well as other 

relevant research methods.   

 

3.1 Research philosophy 

 

In this section we will present different research philosophies. By initially acquire an 

understanding for the different research philosophies it will make it easier to understand 

the choice of research approach and research strategy later. There are two philosophy 

approach methods: ontological and epistemological orientations.  

Ontology concerns with the questions of whether or not entities exist and it includes two 

view positions: objectivism and constructionism (Bryman & Bell, 2003, p. 19). 

Objectivism says that social phenomena and their meanings exist independent of the 

social actor. Culture is one of such social phenomena. Culture can be viewed as a social 

entity which values and customs gets absorbed by actors to unit them with other people 

sharing the same cultural believes. For the actor, the culture is interpreted as something 

external and it is almost as a real object to him (Bryman & Bell, 2003, p. 19) (something 

that is pre-existed). Constructionism says that actor and social reality have correlation and 

social phenomena are continually being accomplished by actor (Bryman & Bell, 2003, p. 

20). Referring back to the culture example, this implies that culture is something the 

social actor has constructed and it is always in a state of development. Culture should not 

be viewed as something that constrains people; rather it is acting as a reference and will 

always be in the process of reconstruction (Bryman & Bell, 2003, p. 20 -21).      

 

Epistemology concerns with the questions of “How to study social reality?”, “What is 

regarded as acceptable knowledge?” It raises questions to whether the social word can be 

studied in the same manner as natural science (Bryman & Bell, 2003, p. 13). Similar to 

ontology, it also includes two view positions: interpretivism and positivism. 

Interpretivism suggests that the way to understand the reality is by interpreting the reality. 

This approach has the capacity to generate new interesting findings in which positivism 

wouldn‟t be able to find. When natural sciences method fail to answer the research 

question, the researcher may need to change his method to take on an interpretive 

approach and gain a new perspective on the subject in order to find the answer to his 

research. This method commonly involves qualitative design, which means the 

researcher tries to interpret the world from the perspective of the individuals belonging to 

that world. However, in interpreting his findings, the data may be subjected to bias from 

the researcher, as his way to interpret the data will influence the outcome of his research 

(Bryman & Bell, 2003, p. 18). Positivism has its roots in natural sciences but it can be 

used in social science as well. It concedes reality exiting outside and the way to prove its 

existence is to generate hypotheses that in turn will be subjected to rigorous testing. For 

the outcome of this research to be generalizable to our selected population, it often 

requires sampling of sufficient quantitative data, the sample must also be representative 
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of its population and the researcher must remain objective in his work (Bryman & Bell, 

2003, p. 81). In comparison to the interpretivism, this method is less subjected to bias as 

the positivist researcher is seldom part of the world he is conducting his research in 

(Saunders, Lewis, & Thornhill, 2007, s. 103). Depending of what type of research 

question to be answered, it determines the choice of research philosophy and which 

research approach to adopt (Saunders, Lewis, & Thornhill, 2007, s. 102). 

 

As we have mentioned before, the accounting scandal which occurred in US has lead to 

the creation of the SOX to regain the stockholders‟ confidence of the capital market. 

However, as the implementation of this regulation, many have had doubt about the 

overall effectiveness of this code. First issue is that it is too costly for companies, 

especially for the smaller ones (Rittenberg & Miller, 2005).  

 

Van de Poel & Vanstraelen (2009) tries to shed some light upon other alternatives to strict, 

mandatory internal control reporting. They look at other internal reporting regimes, such 

as the comply-or-explain in Netherlands, where companies can choose to comply with 

current code or not and explain the reason behind it. Their study showed a positive 

relation between statement of effective internal control and accruals quality. This brings 

us to our research question: 

 

"How is internal control reporting quality associated with accounting quality?" 

 

We would like to see if there are any association between internal control quality and 

accruals quality and whether the same result can be obtained in a Swedish context. We 

need sufficient sample size to express a generalizable answer to our field of study 

(Bryman & Bell, 2003, p. 81). Therefore, epistemology approach along with positivism 

orientation is the most suitable philosophy in conducting our research. Moreover, we also 

want to acquire knowledge of what factors (internal and external) influences internal 

control reporting quality in context of current “comply-or-explain” regime. Therefore, we 

will apply an objectivist‟s perspective in trying to identify these factors. To have a 

thorough understanding of our research question, Bryman & Bell (2007) claims that we 

cannot separate ontology to epistemology approach, we need to apply both.  

         

3.2 Research approach 
 

Along with the choice of type of research philosophy, the choice of research approach 

will come naturally. We will, however start by giving a brief presentation of the different 

research approaches. There are two ways to approach the research question: inductive or 

deductive.  

 

From an inductive approach, the researcher is part of the world he investigates and he 

tries to acquire a deeper understanding of the environment around him, such as feelings of 

human beings belonging to that world. The inductive approach often deals with collection 

of qualitative data, in other words conducting interviews. After the collection of data the 
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researcher will attempt to analyze it and this later forms a theory. Within social science, it 

is common to use inductive method, as it concerns with the way to build a theory when no 

previous theory in this field exists (Saunders et al. 2007, p. 118).  

 

Deductive method has its origins in the natural science researches, it often requires a large 

sample size to enable the researches to draw a general conclusion, therefore the nature of 

the data collected are often quantitative. The first step in this approach is to develop a 

theory/hypothesis to later be exposed to continuous and careful testing. Depending on the 

findings, the hypothesis is either confirmed, discarded or formed to become basis for a 

new theory. The strong point of deductive is that it tries to explain causal relationships 

between variables (Saunders et al, 2007). This method is appropriate to use when already 

established theories exist and one wants to test whether the theory is valid in a different 

environment (Long, White, Friedman, & Brazeal, 2000).  

 

 
Figure 3 Deductive vs inductive approach (adapted from Bryman & Bell, 2003) 

Given the characteristics of the different approaches, we believe that a deductive method 

would suit our research question since we desire to test an already existing theory but in a 

different environment. Our hypothesis will be translated into variables, for us it will 

create a number of independent variables and one dependent variable. In order to 

determine if there is a relationship among then we need to acquire data, those will be 

collected manually using softwares and online documents. The variables will then be 

tested with the use of appropriate software to analyze if there is any relationship between 

them. The outcome of this analysis will lead us to the conclusion of either accepting the 

hypotheses or discard them.  
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between quantitative and qualitative might not always be so distinct, but there are some 

features of quantitative method that distinguishes it from qualitative, those are the 

involvement of theory testing and it lends much of its practices and norms from 

positivism (Bryman & Bell, 2003, p.11).  

 

The process of quantitative research often involves the consciousness of concepts. 

Bryman & Bell (2003) explains concepts as the foundation of a theory. The concept arises 

as individuals start to notice some variations among subjects in their environment. For 

example, the concept of earnings management might have arisen when one discovers 

variations in accruals quality among organizations; some have higher accruals quality 

some have lower in relation a static variable, such as internal control reporting (Van de 

Poel &Vanstraelen, 2009). This will lead to the development of theories (Bryman & Bell, 

2003, p. 12). One might think it is because the system of internal control is not in a good 

shape in some organizations as a reason for lower accruals quality for those firms. An 

effective internal control system is supposed to detect and prevent any cases of material 

misstatements (Samlingsvolymen D.2., 2008). If there are any internal control 

deficiencies then it might not detect potential frauds on a timely basis. One way for 

investors and stakeholders to evaluate how well the internal control has functioned during 

the year is through the boards report on internal control (Franck, 2009, Swedish Code, 

2008). However, how does one know that the boards report truthfully about the state of 

the firm‟s internal control? One way is to analyze the firm‟s accruals quality, in relation to 

a static variable. If the boards reports truthfully about a company‟s internal control, then it 

would be associated with higher accruals quality (Van de Poel & Vanstraelen, 2009). In 

quantitative approach this will most likely result in a measurement of this theory. 

Measurement has its advantages as it allows us to detect differences among subjects 

studied that would otherwise be difficult to notice, and it provides more assurance if there 

is a relationship between concepts and how closely related they are (Bryman & Bell, 2003, 

p. 80). The authors also state that indicators need to be found in order to provide a base for 

the concept. In our case low accruals quality in relation to internal control reporting 

indicates earnings management, which in turn indicates a poor internal control system 

(Van de Poel & Vanstraelen, 2009). In order to gain some conclusions for his study the 

researcher needs to collect quantifiable data that can be measured (Bryman & Bell, 2003, 

p. 80). The collection of data from documents and online sources will provide us with the 

material we need. We will collect samples of financial data using Datastream Advance 

and manually collect non-financial data from annual reports of each company.  

 

Table 3 Quantitative vs Qualitative (adapted from Bryman & Bell, 2003) 

 
 

  Quantitative Qualitative 

Principal orientation to the role 

of theory in relation to research  Deductive; testing of theory Inductive; generation of theory 

Epistemological orientation Natural science model, positivism Interpretivism 

Ontological orientation  Objectivism Constructionism 
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3.3 Research strategies: Cross-sectional design 

 

As we have outlined previously, we will use an epistemological research approach with a 

positivist orientation for the construction of our main study as well as apply an 

objectivists point of view for the definition of internal control reporting score, we have 

decided to adapt a cross-sectional design for our study since we has many variables to 

test.  

 

Cross-sectional involves collection of quantitative data for two or more variables at a 

single point in time to later study the relationship between them (Bryman & Bell, 2003, p. 

48). A common misunderstanding about the cross-sectional design is that it is thought of 

being a method preferably for research involving primary data, such as surveys and 

questionnaires, however this is not the case as cross-sectional can be used for content 

analysis and structured observations as well (Bryman & Bell, 2003, p. 48). In our research, 

we will observe the relationship between multiple variables, consisting of three 

independent variables, a set of control variables and one dependent variable. Consistent 

with previous research by Van de Poel & Vanstraelen (2009), effectiveness statements, 

internal control reporting score and internal control proportion will proxy for internal 

control. We will test the relationship of them with proxies for earnings quality 

(discretionary accruals) with the presence of organizational attributes such as 

performance, loss and sales volatility etc. in a Swedish environment. In accordance to 

epistemology and positivism approach we will try to study concerned area from the 

perspective of an objective researcher, in addition we also need sufficient data in order to 

conduct a quantitative research. Since our research question involves theory testing, we 

have a lot of variables to test, so the choice lends itself naturally towards the collection of 

quantitative data. In addition we will apply an objectivist‟s perspective in order to 

identify the organizational environment surrounding the system of internal control. 

 

According to Bryman & Bell (2003), a certain feature of the cross-sectional design is the 

ability to replicate the same research by a different individual as long as there exist a fully 

structured description of the different steps of the research process. As we base our 

research on the working paper by Van de Poel & Vanstraelen (2009), we try to identify 

the critical steps in their research in order to be able to produce a similar research but in a 

Swedish context. The licentiate thesis by Peter Franck (2009) will be used as well for 

guidance in identifying the internal control reporting score in a Swedish environment. In 

his licentiate thesis he outlined the necessary steps to be taken in order to calculate an 

internal control reporting score. We try to carefully follow these steps as to create a thesis 

as highly valid as possible.  

 

3.4 Data collection method 

 

For our research we will use secondary data. Secondary data has already been collected 

for some other purposes. By using secondary data it saves time and money (Saunders, 

Lewis, Thornhill, 2009). Secondary data can include raw data and published summaries. 
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For example payroll or account payables were collected by company for their own 

business operation purpose (Saunders et al., 2000, p. 189). There are different types of 

secondary data, Saunders et al. (2000) distinguishes between three different categorizes 

of secondary data, documentary, multiple sources, and surveys. Further, it is divided into 

seven sub-categories; it can take the form of written, non-written materials, industry 

statistics and censuses. Our research question is to consider the relationship between 

internal control report and discretionary accruals, so we will collect non-financial data as 

well as financial data. For non-financial data, we will collect it from documentary – 

annual report, particularly internal control report where we will find information about 

audit committee department or information about internal audit. This work is compiled 

manually whereas financial data is collected from Datastream application supplied by 

Thomson Reuters. We will base our data-collection on the NASDAQ OMXS Nordic 

stock exchange Stockholm. Only data from firms listed on the said stock exchange 

market will be collected, which mostly consists of Swedish firms. 

 

However, secondary data is not without its flaws. The first issue is that secondary data is 

not always up-to-date, some time have passed since the published original data, making 

the data not current and suitable to be used for a different time period. Secondary data 

have most of the time been aggregated to fit the original research which might not be so 

suitable for a research with different objectives than the first one. Second issue, secondary 

data is often collected for other purposes than what the second researcher had in mind. It 

may have been subjected to bias from the initial researcher rather than displaying an 

objective picture of reality. For example, some parts of the documents or reports may 

have been omitted as it is not considered to be of importance for their research but may 

impact on your research (Saunders, Lewis & Thornhill, 2009, p. 269-272).  

 

We will consider these disadvantages when collecting secondary data through-out the 

process of our research and we will list out how we did to overcome these shortcomings 

to assure that the research is reliable. We collected the financial data from each company 

using Datastream, which is maintained my Thomson Reuters. It is one of the world‟s 

largest source for financial statistical data. Previous researchers have also used similar 

databases to support them in their data collection (Ge & Mc Vay, 2005; Ashbaugh-Skaife 

et al., 2008). For non-financial data, we collected them from each company‟s annual 

report. We used the latest published annual report to minimize the up-to-date issue and 

we can to some extent trust the data contained in each report, because the annual report is 

a public good, companies need to review its operation processes before issuing the annual 

report otherwise they may face a loss in reputational capital. In addition, the annual report 

is also reviewed by an external auditor, providing reasonable assurance of the content.    

       

3.5 Sampling 

 

For the following part we intend to present underlying theory for our sampling. Indeed, 

this part does not represent the finalized sampling of our research; it will be further 

presented in the empirical part. Because we are applying a quantitative approach to our 
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research we want to make sure that the number of listed firms on the Swedish NASDAQ 

OMXS will fulfill the requirement of a minimum sample size. We will be consistent from 

now on and call it “estimated sample size”.  

 

By estimating the minimum sample size we can assure ourselves that collected data will 

reach the threshold and give an indication for continuing the current research scope or 

extend it to more markets. We decided to estimate the minimum sample size that will 

present the characteristic of the population (Saunders et al., 2000 p. 155). The formula 

follows.  

 
where 

n   is the minimum sample size required 

p% is the proportion belonging to the specified category 

q% is the proportion not belonging to the specified category 

z   is the level of confidence you desire for your sample 

e% is the margin of error required 

 

We have searched the list of publicly listed companies in Swedish NASDAQ OMXS and 

found that there are 255 companies (update until 24 March 2010). Since the models 

which we are going apply in this research are not suitable for financial institutions we will 

eliminate them, the reason is that financial institutions have some different characteristic 

than other industries (Van de Poel & Vanstraelen., 2009, p. 17). 213 firms will remain 

after excluding financial institutions. Further, we also exclude companies of which stocks 

are listed on the U.S. stock exchange. According to Van De Poel & Vanstraelen (2009), 

the aim of the elimination is to minimize the interference with SOX 404 and increase 

intra-sample. In addition firms with different fiscal years (other than beginning at 1-Jan 

and finishing at 31-Dec) will also be eliminated because it is not in consensus to compare 

financial data among companies with different timelines. 

 

As we mention above, we will collect financial data and non financial data. For financial 

data, we use Thomson Reuters Datastream to speed up the data collection but still 

maintain data quality. Because of time constraints we will also eliminate companies that 

don‟t have enough available data in Datastream for analysis (for example: cash, current 

liability) and/or financial data is not available in Swedish currency. Certainly, company 

which did not issue the annual report of fiscal year 2009 (at 15-May-2010) is also 

excluded from our sample.  

 

In brief, we will eliminate the company which has one of these characteristics (i) annual 

report following SOX; (ii) difference fiscal year; (iii) companies without enough data in 

Datastream and/or using currency in report other than Swedish currency; (iv) annual 

reports which have not been issued yet. After we have collected 213 companies, we 

calculated that 10% of them will be in the eliminated groups. Therefore, we estimate 
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those companies will occupy 10% of total population. Then estimated qualified 

companies will be 192.  

 

These estimations will then be used in the formula we mentioned previously. The 

estimated p% will be 90% and the q% to be around 10% considering the potential US 

companies, companies with difference in year-end and firms without data available in 

Datastream databases or no published annual report for the fiscal year 2009. These 

companies will be eliminated immediately as we discussed above. By applying a 95% 

confidence level of to the sample our estimated z-value will be 1.96. We estimated the 

margin of error to be around 5% considering that there will be some companies that might 

not fulfill the requirements of our research during the collection process, such as 

governance reports missing an internal control report. These companies will be 

eliminated from our sample as well.  

Based on these assumptions our minimum sample size can be calculated as follows. 

 

The calculation yields a result of 138 companies for our actual sample size (Saunders et al. 

2000, p. 157). Consequently, our actual sample size must be higher than 138 companies 

or at least ensure this minimum size. Our estimated sample is 192 companies which is 

higher than 138 companies, in percentage 139%. This result provides us evidence to 

believe that our sample is representative of whole OMX stock-exchange market. In the 

empirical part we will present our practical way of sampling. 

 

3.6 Validity and reliability 

 

So how does one know that there actually is a relationship between internal control 

reporting and accruals quality. The answer is that one does not really know for sure 

(Saunders et al. 2000, p. 100). However, one can reduce the possibility of getting wrong 

answers and increase the credibility of the research by being aware of two particular 

emphases when conducting the research, those are validity and reliability (Saunders et al. 

2000, p. 100). Validity is concerned with whether our selected set of measures is actually 

measuring what it should (Bryman & Bell, 2003, p. 77). Reliability deals with whether 

the selected method of measurement is reliable, and whether the same result can be 

obtained by a different researcher and at a different time (Bryman & Bell, 2003, p. 74).  

 

To achieve reliability of our research, we initially eliminate firms following SOX, having 

different year-end, firms with absent annual report and different currency or data missing 

in Datastream. We can assure to have high response rate of our sample since we will 

collect data from all qualified listed firms.  

 

Swedish code does not require firms to disclose effectiveness statement; it is voluntary 
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for firms to provide an effectiveness statement of their internal control. We take into 

account that the numbers of effectiveness statements are not so high and the disclosure of 

them might not be so clear. However, we expect to find at least some, because the 

Guidance recommends firms to follow the internal control framework as given out by 

COSO (Confederation of Swedish Enterprise and FAR, 2008). The Treadway 

Commission suggests that firms should disclose an effectiveness statement of their 

internal control (COSO , 1992, p. 143). Therefore, in order to keep the external validity 

high, we will display examples of such effectiveness statements in Appendix 4.  

 

3.7 Generalizability  

 

When conducting a quantitative research the researcher is often concerned with whether 

the research can be generalized beyond the research context (Bryman & Bell, 2003, p. 81). 

In order to be generalizable, three criteria need to be fulfilled; the requirement of 

sufficient data, sample representative of its population, and objective researcher (Bryman 

& Bell, 2003, p.81). We have calculated the minimum sample and estimated the sample 

size of our population and it fulfills the minimum sample size required for our research. 

The data is ensured to be representative of its population since we will collect data from 

all the listed companies. We will try to minimize bias throughout our research, since we 

will work with statistical tools such as SPSS, it is rather difficult to manipulate the data 

generated by the tool. Our personal interference of the research will only be applied 

during the interpretation of data. On the other hand, we are aware of the limitations of 

generalizability of our research, therefore, we do not claim that the generated result will 

be applicable to the concept of comply-or-explain regimes; generally it will only be 

applicable to the population from which the sample size was derived from, that is the 

Swedish NASDAQ OMXS stock exchange market. 
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CHAPTER IV: EMPIRICAL STUDY 

In this chapter, we will present in detail the steps from data collection process to the 

evaluation method for internal control quality and discretionary value until forming the 

final model to clarify the relationship between internal control quality and discretionary 

quality. The information in this chapter is necessary for us to conduct an analysis in 

Chapter V.   

 

4.1 Sample 

 

The following part will present our method of sampling and the actual sample size we 

acquired. Sample for our study is collected for the year 2009. We chose listed companies 

in Swedish NASDAQ OMXS Stock exchange market including large, medium and small 

cap lists. The total number of companies of whole market is 255 of which we eliminate 

financial institutions such as banking and financial services. The remaining companies 

are 213. We then select all their annual report. As we said at the previous part, we will not 

test those companies‟ annual report following SOX and companies having different fiscal 

year other than normal fiscal year (1
st
 of January until 31

st
 of December). After that, we 

have 192 firms for sample size.     

 

However, data which we need to collect from those companies includes financial data 

(current liability, current assets, total assets, etc.) and non-financial data (audit 

committee, meetings number, etc.), 38 items for financial data and 10 items for 

non-financial data, respectively. To collect 38 financial items, there are two methods to 

collect them (i) collect manually from annual report; (ii) collect automatically using 

DataStream databases and use excel to gather data. Between the two methods, 

Datastream supports us in speeding up data collection but still ensures reasonably the 

quality of data because this application is maintained by Thomson Reuters, which is the 

world‟s largest financial statistical database. Indeed, other researches (Ge & Mc Vay, 

2005; Ashbaugh-Skaife et al., 2008) also use financial databases to support their data 

collection, like Compustat developed by Standard&Poors. Therefore, using database to 

collect the data is considered to be a professional method for the researcher. In limitation 

of time, we decided to collect all companies which have data in Datastream. For  

companies that don‟t have enough data for analysis in the database or their data were not 

available in Swedish currency, we eliminated them. During the collection of data some 

companies were eliminated leaving the final sample size to be 152. This sample size is 

larger than minimum sample size at 138 companies (we disscussed this in the previous 

chapter about Sampling).       

 

In examining our sample in total number of companies, we compared our sample with 

total companies listed on OMXS stock exchange market. 
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Table 4 Distributed by business 

      

No. Industry 

Total 

company 

No. of 

Sample 

Percentage of 

total number 

sample 

Percentage 

in each 

industry 

1 Consumer discretionary 35 19 13% 54% 

2 Consumer Staples 8 5 3% 63% 

3 Energy 4 4 3% 100% 

4 Health care 28 16 11% 57% 

5 Industries 69 60 39% 87% 

6 Information technology 48 37 24% 77% 

7 Materials 13 7 5% 54% 

8 Telecommunications services 6 4 3% 67% 

9 Utilities 2 0 0% 0% 

  Total 213 152 100% 71% 

 

The table above shows that our sample size is 71% of total samples. However, in our 

sample we were missing companies in Utilities category; they don‟t have any data in 

Datastream. In consistency with other companies which do not have available data in 

Datastream, they would be eliminated from the sample. In addition, total of those 

companies is 2 and occupied only 0.9% of total population then it can‟t impact much to 

our model since our current sample size is already representative for all population. We 

decided to exclude it following the principle we set up above.  

 

4.2 Measurement 

 

To answer our research question about the relationship between internal control quality 

and discretionary accruals, we firstly have to evaluate their quality through proper 

proxies. We present them in these parts below, starting with internal control quality: 

 

4.2.1 Internal control quality 

 

To evaluate internal control quality we will use three proxies:  

(1) Company manager statement of effectiveness internal control  

(2) Internal control reporting score  

(3) Internal control proportion. 

These variables were hand-collected from annual report. We will discuss these 

independent variables more deeply below. 

 

4.2.1.1 Company manager statement of effective internal control 
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In our study, we look for how many companies that are concerned with this kind of 

statement and give their commitment of adequate system or at least try to persuade annual 

report users they do the best operations for effective system.  

The recognition of effectiveness can be found in two ways, first way is that we collect this 

information by recognizing manager‟s statements of effective internal control in their 

report. We provide an example of manager‟s statements of effective internal control taken 

from Alliance Oil Company, Ltd (2009). 

 

“The board has established a number of reporting requirements to assist in ensuring the 

effectiveness of internal control over financial reporting."  

 

Another way of recognizing effectiveness statements is managers statements ensuring the 

quality of financial reporting. An example is provided below, extracted from the internal 

control report of Boliden (2009)  

   

"Boliden has an internal control function responsible for implementing processes and 

frameworks that secure internal control and ensure the quality of the financial 

reporting." 

 

We will use this proxy as an independent variable in our model. This is a dummy variable 

that gets the value 1 if companies state effectiveness or similar of internal control system, 

otherwise value is 0.  

 

4.2.1.2. Internal control reporting score (ICRS) 

 

Our ICRS is mostly built on Franck‟s (2009) unweighted scores to evaluate the quality of 

internal control system. In his research, he used seven items to evaluate internal control 

quality. It includes: existence of an audit committee, frequency of audit committee 

meetings, internal audit functions, risk management function, code of conducts, financial 

expertise at the audit committee, and whistleblower provisions. In his survey, these items 

were collected where respondents answered directly whether they had these functions or 

not. For our study, all information we have currently is annual report. In scope of study as 

well as time limitation, we choose to use five first items in total seven items because we 

can extract it from annual report. Two eliminated items, whistleblower provisions and 

financial expertise at the audit committee, are not found directly in annual report. It will 

be suggested for future research in the same areas when primary data collection will be 

available.   

 

- Item 1- Audit committee: is expected to supervise internal control (Krishnan, 2005) and 

internal audit is to monitor the whole internal control environment and report to the 

committee (Franck, 2009, p.31). According to code 10.1 (Swedish code, 2008) the board 

should establish an audit committee, with at least three directors. Majority member of 

audit committee is independent of the firm and its executive manager. Entire board 

members may take on the tasks of the audit committee, if no member of the board is 
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holding executive manager position. In consistency with previous research, we give score 

1 for this item if the company has an audit committee and 0 if entire board perform the 

audit committee‟s tasks. 

 

- Item 2- Frequency of audit committee meetings: meeting frequency is one important 

component to assess audit committee efficiency and is often used as proxy for the level of 

audit committee activity (Abbott, Parker, Peters, & Raghunandan, 2003, p. 21). In 

addition, the committee with more frequent meetings will spend more time to issues such 

as earnings management  (Xie, Davidson, & DaDalt, 2003, p. 300). Indeed, Xie et al. 

(2003) found the significant negative coefficient of committee meetings and earnings 

management. It implies that more audit committee activity is associated with lower level 

of discretionary accruals (Xie et al., 2003, p.310). Therefore, it is necessary to put 

meeting frequency as a composition of ICRS.   

 

According to Blue ribbon committee recommendation, audit committee shall meet at 

least four times per year or more than that depending on certain circumstances (NACD, 

2000, p. 68). Consequently, we used four meetings per year of audit committee as a 

threshold to consider the quality of audit committee. We put 1 if audit committee has held 

more than 4 meetings annually and 0 if otherwise.   

 

- Item 3- Risk management function: there is a debate around association of quality of 

internal control system with existence of a Chief Risk officer (CRO) or similar position 

(Franck, 2009, p.105). Swedish code didn‟t mention about this position. However, it is 

necessary for Board of directors to describe the key aspects of risk management regarding 

financial reports (Swedish code, 2008, section 10.5). The objective of such description is 

to provide information to stakeholders who need to know about the risk circumstances.           

 

CRO‟s role is known as manager of the firm‟s risk management program (Liebenberg & 

Hoyt, 2003). Further, Liebenberg & Hoyt (2003) said that CROs are likely to have 

communication skills that are important to promote to the board. The most important role 

of CRO is to inform risk management objectives and strategies to outside stakeholders. 

They found the appointment of CRO to reduce information asymmetry about companies‟ 

current and expected risk profile (Liebenberg & Hoyt, 2003, p. 37). It seems the CRO 

have some influence on description of risk management.  

 

Franck (2009) suggests information for the item like chief-risk manager, risk 

management board or a similar function. Following his instruction, we look up the 

information in annual report whether they mention about separate position for risk 

manager or if they mention this function being within responsibility of any 

directors/senior managers or not. We give 1 if they mentioned it and 0 otherwise. 

 

- Item 4- Internal audit function: internal audit is an important function to ensure a sound 

audit committee (Goodwin-Stewart & Kent, 2006, p.16). The Swedish code does not 

have any requirements on a separate internal audit department, however if the firm does 
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not have one, the board needs to annually evaluate a need for one and state the reason if 

they have not acquired one (Swedish code, 2008).  

 

Empirical research gave evidence that companies with the function have higher level of 

fraud detection than others without this function (Coram, Ferguson & Moroney, 2008). 

Moreover, firms having their own internal audit are more likely to detect fraud than firms 

with outsourced function. We collected data for the item by marking 1 for those 

companies that have the function and 0 for others without it. In our research, we consider 

awareness of firms about internal audit function. Firms that don‟t have their own function 

but have outsourced internal audit or combination internal auditor with outsource auditor, 

we will classify them with 1.      

 

- Item 5- Code of Conduct: internal control system, among other things, encompasses 

“…established policies and procedures including a code of conduct to foster a strong 

ethical climate, which are communicated throughout the Company, and the careful 

selection, training and development of our people” (COSO , 1992, p. 140). The 

information about code of conduct is often found in Control environment part of firm‟s 

internal control report. Integrity and ethical values are essential elements of it because it 

affects design, administration and monitoring of other internal control components 

(COSO , 1992, p. 23). 

 

Similar to other items above, item 5 will be marked as 1 if company has their own code of 

conduct, otherwise it will get 0.  

 

 Ultimately, ICRS is computed by summing up 5 items with unweighted score, it 

means that each item is treated equally. Maximum score is 5 and minimum is 0. 

 

4.2.1.3 Quantity of internal control reporting (ICproportion) 

 

ICproportion is proportion of internal control report in total number pages of annual 

report excluding financial statements. The purpose of this variable is to test the 

consciousness of management about relative importance of internal control report in 

annual report (excluding financial statements) (Van de Poel & Vanstraelen, 2009). In this 

notion, we expect the positive relationship between report quantity and quality of internal 

control system.    

 

4.2.2 Discretionary accruals 

 

Discretionary accruals are dependent variables which we will use for our empirical 

model. We capture discretionary accruals by using the modified cross-sectional Jones 

model (1991) as described by Dechow, Sloan, & Sweeney (1995)(Dechow, Sloan, & 

Sweeney, 1995). Dechow, Sloan, & Sweeney (1995) gave evidence that this modified 

model provided the most powerful test to detect earnings management.  
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Discretionary accruals are estimated as the differences between actual value of the 

dependent variable minus the value predicted by the regression equation (or called the 

appropriate residuals from equation). Discretionary accruals are estimated by residuals of 

following regression:  

 

TA t = β1*(1/Assetst -1) + β2*(ΔREVt -ΔARt) + β3*PPEt+Ɛ t 

 

In which: 

TAt= total accruals in year t (defined as the change in non-cash current assets minus the 

change in current liabilities excluding the current portion of long-term debt, minus 

depreciation and amortization), scaled by lagged total assets; 

ΔREVt = sales in year t less sales in year t-1, scaled by lagged total assets; 

ΔARt = accounts receivable in year t less accounts receivable in year t-1, scaled by lagged 

total assets; 

PPEt = net property, plant, and equipment in year t, scaled by lagged total assets; 

ROAt = net income before extraordinary items scaled by lagged total assets; 

Ɛ t  = error term in year t or represents the level of discretionary accruals at time t (Jones, 

1991)  

 

According to previous researches, we want to capture both negative and positive earnings 

manipulation. Absolute value of discretionary is used to capture the combined effect of 

income-decreasing and income-increasing earnings management.   

 

4.3 Empirical models 
 

4.3.1 Internal control quality and discretionary accruals  
 

Based on Van de Poel & Vanstraelen (2009) and other empirical studies, we used the 

empirical model below to answer for our research question. We call it model 1 which is  

presented below:  

 

DACCt = β0 + β1*ICstatt + β2*ICRSt + β3*ICproportiont+ β4*Leveraget 

+β5*Performancet +β6*SalesVolatilityt + β7*Losst + β8*Growtht + β9*Industryt 

(

(1) 

 

In which: 

DACC absolute value of discretionary accruals measured by a variant of the 

modified Jones model. 

ICstatt dummy variable (management statement of an adequate and effective 

internal control system=1, else=0); 

ICRSt internal control reporting score; 

ICproportiont percentage of internal control report pages in total annual report pages 

(excluding financial statements)  

Leveraget  ratio of total debt over total assets; 

Performancet operating cash flow scaled by total assets; 
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SalesVolatilityt standard deviation of the change in sales, scaled by average assets in 

the preceding five years; 

Losst dummy variable (loss in the current year = 1; else = 0); 

Growtht percentage of year-to-year growth of sales; 

Industryt value from 1-9 for each industry classified following OMXS 

stock-exchange market; 1-Consumer discretionary; 2- Consumer 

staples; 3- Energy; 4- Health care; 5- Industries; 6- Information 

technology; 7- Materials; 8- Telecommunications services and 9- 

Utilities. 

         

We include following control variables to discover if the environmental impact 

(organizational attributes) has any effect on earnings management incentives.  

 

Leverage: Firms with high leverage is hypothesized to have lower quality of accruals 

(Van de Poel & Vanstraelen, 2009), the reason behind it could be to because of the firm‟s 

deteriorating financial status and will manage earnings upwards to prevent or delay 

potential liquidation (Jensen & Meckling, 1976). Defond & Jiambalvo (1994) suggests 

that management of earnings occurs prior to debt contract violations and cases of earnings 

management will be dependent on the existence of factors that prevents earnings 

management. Accordingly, if debt has already been issued the firm will have incentive to 

have low quality of control system which will increase their possibility to conduct 

earnings management and result in a lower accruals quality (Franck, 2009). Leverage will 

be measured as long-term debt scaled by total assets. 

 

Performance: According to Dechow, Sloan, & Sweeney (1995), financial performance is 

important to control since firms are following the matching-principle. Matching-principle 

concerns with matching expenses and revenues of goods in accordance to the year they 

belong to (Penman, 2007). Matching principle can result in a natural smoothing of 

accounting accruals consequently leading to a sharp increase in accruals during a period 

of low cash flow and vice versa (Dechow, Sloan, & Sweeney, 1995). This effect can be 

minimized by including a cash-flow based performance measure, because it is unaffected 

by earnings management. Performance will be measured by operating cash flow scaled 

by total assets.   

 

Sales volatility, Loss and Sales growth: By being aware of the natural volatility of 

accruals it lessens the potential bias that might arise from the use of discretionary accruals 

in their absolute form. The difference in natural volatility of accruals is dependent on the 

firm characteristics, such as volatility in sales, potential loss for the year and sales growth 

(Hribar & Nichols, 2007). Sales volatility is measured as the standard deviation of the 

change in sales scaled by average assets from 5 years back. The loss dummy is equal to 

one if the firm has a negative result in the current year. Sales growth is measured as the 

percentage of year to year growth of sales. 

 

Industry: The type of industry firms are engaged in might have potential effect on the 
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accruals quality (Van de Poel & Vanstraelen, 2009). In their model, they used dummy 

variables for 4 industries in Netherlands. However, there are 9 industries classified by 

NASDAQ OMXS. We are concerned with the use of too many dummy variables in the 

model, it can inflate the explanation capability of regression equation. Therefore we will 

use one or a few variables for industry instead of 9 variables. Following the classification 

of firms listed on Swedish NASDAQ OMXS, the industry variables takes the value of 

one for the corresponding industry category they belong to.1-Consumer discretionary; 2- 

Consumer staples; 3- Energy; 4- Health care; 5- Industries; 6- Information technology; 7- 

Materials; 8- Telecommunications services and 9- Utilities.  

 

Besides our current control variables, we would like to consider other control variables 

for the reasons below: 

 

Besides control variables in our current model, Van de Poel & Vanstraelen. (2009) also 

used company‟s size computed by natural logarithm of firm‟s total assets. Dechow & 

Dichev (2002) argued that increasing firm size is positively related to accruals quality, the 

reason for that is because the large firms have more stable and predictable operations.  

 

About industry variable: As we mentioned above, Van de Poel & Vanstraelen (2009) used 

industry dummy variable. In order to compare the result between using dummy variable 

and our current method as well as to prevent inflated explanation capability of regression, 

we will combine small groups together and test them in another test of Chapter 5.      

 

In order to be careful in the final result, we would like test sensitivity of our current 

regression by industry dummy and company‟s size. Both kinds of variables will be tested 

in part named another test of Chapter 5.    

 

4.3.2 Internal control components and discretionary accruals 

 

Beside the joint-effect of 3 proxies of internal control quality, we want to attest our 

research question carefully with each proxy of internal control quality on discretionary 

accruals separately. These will be tested following the model below:  

  

Model 2: effectiveness statement of internal control and discretionary accruals: 

 

DACCt = β0 + β1*ICstatt + β2*Leveraget +β3*Performancet +β4*SalesVolatilityt 

+ β5*Losst + β6*Growtht + β7*Industryt 

( 

) 

)

(2) 

 

Model 3: Internal control reporting score to discretionary accruals: 

 

DACCt = β0 + β1*ICRSt + β2*Leveraget +β3*Performancet +β4*SalesVolatilityt 

+ β5*Losst + β6*Growtht + β7*Industryt 

( 

( 

) 

)

(3) 

 

Model 4: Internal control reporting proportion to discretionary accruals: 
(

(4) 
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DACCt = β0 + β1*ICproportiont+ β2*Leveraget +β3*Performancet 

+β4*SalesVolatilityt + β5*Losst + β6*Growtht + β7*Industryt 

 

The table below will sum up total variables which we will use for these models above.  

 

                 Table 5 Definition of dependent and independent variables 

Variable Explanation of variable Definition of variable 

DACC (dependent 

variable) 

Estimated total discretionary accruals, 

absolute value.  

According to specification 

(following Van de Poel & 

Vanstraelen, 2009) 

ICstat 

 

Dummy variable for the statement of 

effective internal control 

Management statement of an 

adequate and effective internal 

control system=1, else=0; 

ICproportion Quantity of internal control reporting in 

total number of pages in annual report 

 

ICRS 

 

Unweighted score to evaluate the 

quality of internal control system 

Measured from 0 (zero items 

disclosed) to 5 (all items 

disclosed). 

Leverage Ratio of total debt over total assets  

Performance Operating cash flow scaled by total 

assets 

 

SalesVolatility Standard deviation of the change in 

sales, scaled by average assets in the 

preceding five years. 

 

Loss Dummy variable for profit status Loss in current year = 1; 

otherwise = 0. 

Growth Percentage of year-to-year growth of 

sales 

 

Industry Value from 1-9 for each industry 

classified following NASDAQ OMXS 

stock-exchange market 

1-Consumer discretionary; 2- 

Consumer staples; 3- Energy; 4- 

Health care; 5- Industries; 6- 

Information technology; 7- 

Materials; 8- 

Telecommunications services and 

9- Utilities.  
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CHAPTER V: RESULT AND ANALYSIS 

In this chapter, we will use Pearson correlation to find the relationship among variables. 

Our research question about relationship between internal control quality and 

discretionary accruals will be answered by results from ordinal least square regression 

(OLS). The strength and direction of association will be observed with this regression. 

We used the software SPSS in analyzing data. The significant level we accept for our 

research is 0.1 (90% level of confidence).  

 

At the beginning, we will use descriptive statistics which allows us to overview 

distribution value of both tendency and dispersion of each variable as well as provide us 

correlation among them. For the remaining part of the chapter, we will analyze four 

regression models. Model 1 examines join-effect of three internal control proxies. Model 

2 to model 4 are used to test individual internal control proxies, respectively (absolute 

discretionary accruals). Results of these regressions will provide us with evidence of 

whether there exists a relationship between internal control quality and discretionary 

quality or not. Besides, we will also test these relationships with signed-value 

discretionary accruals (negative discretionary accruals and positive discretionary 

accruals). Moreover, we would like to attest sensitivity of our regression result by using 

industry dummy variables and one more control variable (size). The purpose of this 

chapter is generalized by Figure 4 below.     

 

Figure 4 The relationship between internal control quality and discretionary accruals 
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5.1 Descriptive statistics 

5.1.1 Internal control quality 

5.1.1.1 Internal control effectiveness 

 

Figure 5 below shows that frequency of effectiveness statement differentiates between 

companies that states effectiveness and companies that don‟t. 22.4% of total companies 

state that their current system ensuring risk and control are managed effectively. This 

statement expresses company‟s commitment in control and management of an effective 

internal control system (Appendix 4). Majority of companies in Sweden doesn‟t supply 

such information, they describe their system rather than put a comment of it in the report. 

 

      Figure 5 Frequency of effectiveness statements 

 

 

Numbers of companies that mention about the effectiveness statement of their system is 

22.4%; numbers of such companies without this statement is 3 times higher (77.6%). In 

comparison with Netherlands, companies with this statement are 37.93% of total 

companies in year 2005 and 1.69 times higher than Swedish ones. The difference is 

explained by Dutch code requirement on this statement and induces more impact to 

companies. Besides, we are concerned about the distribution of the statement among 

Large – medium – small caps companies. The information is displayed below:    

 

Table 6 Descriptive statistics 

ICstat L M S Total 

 N 

%total 

type 

% total 

sample N 

%total 

type 

% total 

sample N 

%total 

type 

% total 

sample  

None 21 66% 14% 34 79% 22% 63 82% 41% 118 

Effectiveness 

statement 11 34% 7% 9 21% 6% 14 18% 9% 34 

Total 32 100% 21% 43 100% 28% 77 100% 51% 152 

77.6%

22.4%
None

Effectiveness 
statement
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Table 5 shows that 63 small companies in total of 118 companies do not have 

effectiveness statement. The number of small companies occupied majority among total 

sample at 41%. In addition, companies without statement are 82% among small 

companies. It would imply that small companies lack managerial control consciousness 

(McMullen et al., 1996). In the table, we easily observe that small type companies with 

effectiveness statement occupy 9% of total sample. The phenomenon can be explained 

that small companies is of majority, with 51% of total sample (77/152= 51%). Actually, 

large caps companies stating effectiveness are 34% of total large companies. This 

percentage shows that large companies are those most concerned of internal control 

quality than other types of company. 

 

5.1.2 Internal control reporting score 

 

5.1.2.1 Reliability of ICRS 

 

Since we have 5 items within our definition of ICRS (summated scale) we need to 

measure the scale reliability between the individual items of ICRS. Cronbach‟s alpha was 

used to affirm internal consistency among components of the summated scale (Reynaldo 

& Santos, 1999). The result described is in the table below:  

 

Table 7 Cronbach’s Alpha for computing scale 

Cronbach's 

Alpha 

Cronbach's Alpha 

based on Standardized 

items 

N of items 

 .706  .713 5  

 

Cronbach‟s alpha measures how well data set integration. Alpha value will be low if 

structure of data set is multidimensional (Van de Poel & Vanstraelen, 2009). Nunnaly 

(1978; cited in Reynaldo & Santos, 1999) has defined 0.7 as the lower acceptable 

reliability limit. The value of Cronbach‟s alpha is 0.706 for our ICRS. It qualifies 

acceptable lower limit of 0.7.   

 

5.1.2.2 Descriptive statistics on compositions of the ICRS  

 

As we mentioned above, we computed internal control reporting score based on 5 items 

and then attested the consistency of them with Cronbach‟s Alpha. From table above, it 

shows that the number of observation is 152 and there is no missing data. Besides, it 

provides information about mean, median, standard deviation, minimum and maximum. 

The average score of sample size is 2.05 and the median is 2.0, so most Swedish 

companies have ICRS quite central. The variability of the score presented by Std. 

Deviation is 1.495 on 5-points scale, which is moderate and reasonably close to the 

sample mean. Minimum score is 0 and maximum is 5. The minimum number of ICRS 

describes that some companies didn‟t provide any information about the content of 

internal control report and looking at Panel C will provide us with further information 
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about how many companies that don‟t disclose such information. We observe that total of 

companies that don‟t supply any information is 26 and those occupied 17% of total 

companies. This number is 3 times higher than total number of companies that have all 5 

items. Surprisingly, the percentage of those companies with score 0 is quite stable since 

the year 2006 according to data from Franck (2009). The fact that those companies with 0 

score are mostly distributed in Small cap companies (with 22 companies) and no 

company among small cap group have all 5 items. Turn back to the large companies, 

there is no place for score two, and most companies qualified at score 4 with 75% of total 

large companies. Actually, we want to compare those scores with Swedish companies in 

year 2006 studied by Franck (2009), but he didn‟t provide those information in his 

research.   

 

Table 8 Descriptive statistic of internal control reporting score  

         Panel A: Central tendency and dispersion of ICRS 

 Value Missing Mean Median S.d Min Max 

  152 0 2.05 2 1.495 0 5 

  

         Panel B: Compositions of ICRS (N=152) 

    

    

Frequency of report   

    

No. % 

 

    

Item 1: Audit committee 109 72.2 

 

    

Item 2: Frequency of audit committee meetings 59 39.1 

 

    

Item 3: Risk management function 13    8.6  

 

    

Item 4: Internal audit function 37 24.5 

 

    

Item 5: Code of conduct 89 58.9 

 

    

    

    

   Panel C: Number and % of company reporting 

 

    All 

      Large 

       Companies 

Medium 

companies 

Small 

companies 

  No. % No. % No. % No. % 

0 item 26 17.1 0 0 4 9.3 22 28.6 

1 item 36 23.7 4 12.5 7 16.3 25 32.5 

2 items 35 23 0 0 14 32.6 21 27.3 

3 items 24 15.8 8 25 8 18.6 8 10.4 

4 items 21 13.8 12 37.5 8 18.6 1 1.3 

5 items 10 6.6 8 25 2 4.7 0 0 

Total 152 100 32 100 43 100 77 100 

 

In the Panel B, we found that 72% of total sample companies have audit committee and 

the majority member of audit committee is independent of the firm and its executive 

manager. Perception of Board of directors about the role of Audit committee is quite high 

among Swedish companies and even higher than Dutch companies (55.17% in year 

2005). After that, number of companies that implement their own code of conduct are 
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58.9%. The aim of companies when they issued their code of conduct is to popularize and 

guide regarding ethical principles and applicable law and regulation for each employee. 

Although Swedish Code doesn‟t mention disclosure in the internal control report but half 

of them still disclose it according to suggestion by COSO model.  

 

Among other items, risk management function doesn‟t attract the attention of most 

Swedish companies, the companies with separate position for chief risk officers or risk 

managers or similar function are 8.6% of total sample.    

 

In figure 6 below shows the trend of ICRS for all the sample size. The highest frequency 

at two-score and then decrease slowly. The distribution slightly skews to the right but 

doesn‟t describe any abnormal.   

  

  

5.1.3 Internal control proportion 

 

The Figure below presents central tendency and dispersion for number of pages of 

internal control report in total number of annual report (excluding financial statement). 

Companies spent average 2% of total number to disclose information about internal 

control report. However standard deviation is 1.5%, in comparison with mean which is 

2%, so we can see quite big difference in total number of pages they spent for the same 

report. The number of companies which had used 1% of total annual report was much 

higher than the curl line; most companies use only 1% of total page for internal control 

report.  

 

Besides, average pages 2% for internal control report spent by Swedish companies is 

much lower than Dutch companies (6%). This information shows that concern of 

Figure 6 Distribution of ICRS 
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management for internal control report is quite low. In other words, this implies that the 

demand from shareholders on this report is not high enough to influence companies‟ 

manager effort in presenting report.   

 

   Figure 7 Frequency of ICproportion 

  

5.1.4 Other variables in final empirical model 

 

Descriptive statistics of all variables below will provide us the overview about central 

tendency and dispersion of each variable. Panel A, B and C presents descriptive variables 

for full sample, sample with effectiveness statement and without it respectively.  

 

Absolute value of discretionary accruals (DACC) is observed differently between DACC 

in sample with ICstat and without ICstat. However, the difference is not big: DACC is 

0.045 and 0.051 respectively. In order to attest difference between two groups, we use 

t-test of difference in two means. Indeed, the result proves that there is no difference 

among 2 groups with p=0.493 (Appendix 1).        

 

Internal control reporting score (ICRS) for company with effectiveness statement and 

without it is 2.41 and 1.95. We use t-test again to see whether they have the difference 

between 2 groups or not. The fact is that there is no difference about ICRS between 2 

groups, the p-value is 0.112 (Appendix 2).       
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Table 9 Descriptive all variables in empirical model. 

PANEL A: Full samples 

 

N 

valid 

Mean Median Std. 

Deviation 

Range Minimum Maximum 

 Growth 152 .96213 .95578 .24008 1.81876 .20151 2.02027 

ICstat 152 .22 .00 .418 1 0 1 

ICRS 152 2.05 2.00 1.495 5 0 5 

ICproportion 152 .02344 .02000 .01488 .08429 .00395 .08824 

Leverage 152 .48846 .50611 .19867 .96657 -.02209 .94448 

Performance 152 .07523 .09881 .17200 1.57020 -.96685 .60335 

Sales Volatility 152 .19173 .13463 .18388 1.19952 .01520 1.21472 

Loss 152 .34 .00 .474 1 0 1 

Industry  152 4.66 5.00 1.753 7 1 8 

DACC  152 .05025 .03352 .04771 .24853 .00059 .24913 

PANEL B: Sample with the ICstat =1 

 

N 

valid 

Mean Median Std. 

Deviation 

Range Minimum Maximum 

 Growth 34 .99892 .98619 .21239 1.27129 .74898 2.02027 

ICstat 34 1.00 1.00 .000 0 1 1 

ICRS 34 2.41 2.00 1.635 5 0 5 

ICproportion 34 .02274 .02174 .01206 .06035 .00417 .06452 

Leverage 34 .46649 .50178 .19623 .68457 .10583 .79040 

Performance 34 .04452 .09634 .25692 1.24795 -.96685 .28110 

Sales Volatility 34 .18145 .12084 .21477 1.19952 .01520 1.21472 

Industry 34 4.38 5.00 1.923 6 1 7 

Loss 34 .21 .00 .410 1 0 1 

DACC  34 .04529 .02831 .04146 .20831 .00266 .21097 

PANEL C: Sample with the ICstat = 0 

 

N 

valid 

Mean Median Std. 

Deviation 

Range Minimum Maximum 

Growth 118 .95153 .94693 .24730 1.77950 .20151 1.98101 

ICstat 118 .00 .00 .000 0 0 0 

ICRS 118 1.95 2.00 1.443 5 0 5 

ICproportion 118 .02364 .02000 .01564 .08429 .00395 .08824 

Leverage 118 .49479 .50841 .19975 .96657 -.02209 .94448 

Performance 118 .08408 .09994 .13861 1.11253 -.50918 .60335 

Sales Volatility 118 .19469 .14025 .17490 1.07665 .01607 1.09272 

Industry 118 4.74 5.00 1.702 7 1 8 

Loss 118 .37 .00 .486 1 0 1 

DACC 118 .05168 .03457 .04944 .24853 .00059 .24913 
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We observed the difference among Performance in Panel B and Panel C with 0.04452 and 

0.08408. However, the result of t-test also yields the result similar to DACC and ICRS. 

That there is no difference between 2 groups (Appendix 3). 

 

The table above presents distribution tendency of each variables in full size as well as in 2 

small groups divided by ICstat value. Besides, we have used t-test to investigate the 

difference inside variables in 2 groups for some variables. Actually, we did not find any 

significant difference of them between 2 small groups.   

 

5.2 Correlation among dependent and independent variables 

 

The Table 10 shows correlation among variables. To assess the correlation among those 

variables, we adapt Pearson correlation to see interplay one-by-one among nine variables. 

In this table, we found the association between 2 variables as well as the overall strength 

and direction of relationship. In order to easily follow the correlation among variables, we 

then divided them in 2 groups by (i) correlation between internal control quality and 

control variables (including industry variables); (ii) correlation between internal control 

quality and dependent variables DACC. Besides, we also want to see the relationship 

between other control variables and DACC to discuss further in final empirical models; 

(iii) DACC and control variables. However, we are always aware that the correlation tells 

us if there is any relationship between 2 variables and without appearance of other 

variables. Later, we need further regression equation to test this relation in joint-effect of 

other variables.  

 Table 10 Pearson correlation among variables 

  ICstat ICRS IC proportion Leverage 

Perfor- 

mance 

Sales 

Volatility Loss Growth Industry DACC  

ICstat 1                   

ICRS 0.129 1                 

 (0.112)                   

IC proportion -0.025 -0.077 1               

 (0.757)   (0.346)                 

Leverage -0.06 .273** -0.129 1             

 (0.466)     (0.001)    (0.114)               

Performance -0.096 .177* 0.04 0.113 1           

  (0.239)    (0.029)   (0.625)   (0.164)             

Sales Volatility -0.03 -.274** 0.053 -0.014 -.206* 1         

 (0.713)    (0.001)    (0.515)   (0.860)  (0.011)           

Loss -0.147 -0.109 0.013 -0.001 -.512** .185* 1       

  (0.070)    (0.180)    (0.872)   (0.992)   (0.000)    (0.023)         

Growth 0.083 -0.036 0.128 -.164* 0.097 -0.062 -.200* 1     

  (0.312)    (0.658)    (0.115)   (0.044)  (0.235) (0.446) (0.014)       

Industry -0.085 -0.076 0.012 -0.184 0.000 -0.041 -0.036 -0.165 1   

  (0.300)     (0.349)    (0.881)   (0.023)  (0.991) (0.617) (0.617)  (0.657)     



 Result and Analysis  

Internal control report and discretionary accruals Page 50 
 

 Table 10 Pearson correlation among variables 

  ICstat ICRS IC proportion Leverage 

Perfor- 

mance 

Sales 

Volatility Loss Growth Industry DACC  

DACC -0.056 -.203* 0.132 -0.121 0.049 0.062 0.112 0.062 -0.118 1 

 (0.493)    (0.012)    (0.104)   (0.138)  (0.550) (0.447) (0.169)  (0.450)  (0.148)   

 

5.2.1 Correlation internal control quality and other control variables 

 

* Internal control statement of effectiveness (ICstat): The table 10 points out that 

effectiveness statements of internal control report has negative relationship with most 

others variables such as leverage, performance, sales volatility and loss. However, the 

strength of those relations (except Loss) is not significant because p-value > 0.1 

(confident level). The negative correlation of ICstat was found with Loss at moderate 

level (p < 0.1). This means that companies with effectiveness statement likely has better 

profit and no loss in year 2009. 

 

* Internal control reporting score (ICRS): Contrast to ICstat, internal control is 

significantly associated with most of control variables except Loss and Growth variables. 

ICRS is positive significantly associated with Leverage and Performance (p-value < 

0.01), thus the firm with strong financial figure (debt/total assets; operating cash flow) 

tend to have higher ICRS. In addition, the bigger company seems to pay more attention 

on internal control system. 

 

In contrary, ICRS has significant negative relationship with Sales Volatility (p < 0.01). 

Sales volatility is calculated by standard deviation of the change in sales, scaled by 

average assets in the preceding five years. Company with more unstable sales during five 

years has lower internal control reporting score.             

 

* ICproportion: Internal control proportion is to evaluate the concern of manager about 

internal control reporting which is computed by total page for internal control report in 

proportion to total number of pages of annual report (excluding financial statements). In 

the correlation table, we do not find any relation of ICproportion with any control 

variables. This index truly reflect perception of management about presenting report 

rather than relevant to company characteristics. 

 

5.2.2 Correlation internal control quality and dependent variables 

 

The Table 10 above described the correlation between DACC and ICstat, ICRS and 

ICproportion. Among them, only ICRS showed negative significant correlation with 

discretionary accrual (p-value < 0.05). Companies with higher internal control reporting 

score tend to not put much effort in earnings management. In certain circumstance 

without the appearance of other factors to impact on discretionary accruals, we attest the 

negative association of ICRS with dependent variable. The higher quality of internal 

control report which manager discloses, the higher accruals quality is inside company. 
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However, this is the single test between variables without joint-effect of others, and to 

further understand the relationship, we need to test with regression equation. 

 

5.2.3 Correlation discretionary quality and control variables 

 

The Table 11 shows Pearson correlation between absolute value of discretionary accruals 

and other factors inside company. Among 5 factors, there is no relationship between them 

and absolute discretionary accruals. 

 

           Table 11 Correlation absolute discretionary accruals and control variables 

 Leverage 

Perfor

mance 

Sales 

Volatility Loss Growth 

DACC -.121 .049 .062 .112 .062 

(.138) (.550) (.447) (.169) (.450) 

  

5.3 Regression result 

 

The correlation part above provided us the descriptive statistic about the relationship 

between two variables without joint-effect of other variables. The relationship may vary 

depending on the appearance of other variables at the same time. In this part, we have 

used OLS regression to find the correlation among independent variables and one 

dependent variable. The result of this part will answer our main research question: 

 

“How is internal control reporting quality associated with accounting quality?” 

 

With this question, we want to attest our research question carefully with each proxy of 

internal control quality on discretionary accruals separately: effectiveness statement of 

internal control, internal control reporting score and internal control report proportion. 

 

We will use 4 models: model 1 is relationship between internal control quality (3 proxies) 

and discretionary accruals; model 2: effectiveness statement of internal control and 

discretionary accruals; Model 3 and 4: we consider separate components, which are ICRS 

and ICproportion respectively. With these models, results will answer our research 

question, respectively.  

 

Table below provides us with information that the regression model 1 is significant with 

low level of p-value <0.1 and model 3 is significant with moderate level at p<0.05. Model 

2 and model 4 are not statistically meaningful because p>0.1. The absolute value of 

discretionary accruals cannot be explained from independent variables in these models.   
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Table 12 Regression analysis of absolute value of discretionary accruals 

(n=152) 

 

Model 

Variables Model 1 Model 2 Model 3 Model 4 

ICstat 0.019 -0.010 

  

 

          (0.821)       (0.905) 

  ICRS -0.179 

 

-0.180 

 

 

          *(0.043) 

 

*(0.039) 

 ICproportion 0.091 

  

0.096 

 

          (0.264) 

  

(0.241) 

Leverage -0.045 -0.101 -0.056 -0.089 

           (0.603)       (0.234)  (0.511)  (0.291) 

Performance 0.185 0.171 0.189 0.165 

           *(0.058)       *(0.080) **(0.046) * (0.085) 

Sales Volatility 0.018 0.068 0.023 0.062 

           (0.832)       (0.412) (0.783)  (0.452) 

Loss 0.206 0.210 0.207 0.205 

           **(0.036)     **(0.034) **(0.029)  **(0.033) 

Growth 0.078 0.096 0.090 0.084 

                  (0.358)         (0.262)      (0.287)    (0.326) 

Industry 0.118 0.125 0.117 0.124 

 

          (0.160)       (0.140) (0.158)  (0.138) 

Constant 0.000 0.000 0.000 0.000 

            (0.513)       (0.610)  (0.372)  (0.765) 

Observations 152 152 152 152 

R
2
 0.105 0.070 0.097 0.078 

Adjusted R
2
 0.048 0.024 0.053 0.034 

F-value 1.847 1.538 2.199 1.749 

                 *(0.065)         (0.159)   **(0.038)    (0.102) 

*,**,*** Significantly different from zero at the a = 0.10; 0.05; 0.01 level, respectively 

(two-tailed). VIF values of each model < 10, there is no collinearity. 

 

5.3.1 Internal control quality and discretionary accruals (model 1) 

 

In model 1, we used 3 proxies of internal control quality to attest the relationship with 

discretionary accruals and the model is significant at 90% level of confidence. The 

significance of model was lower than Van de Poel & Vanstraelen (2009) at 99%.  

 

However, ICstat and ICproportion among other variables do not show any significant 

correlation with discretionary accruals. Only ICRS was found to be negatively associated 

with discretionary accruals and this relationship is at moderate significant level (95% 

level of confidence). In comparison with result part 5.2.2 of this Chapter, ICRS and 
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DACC are correlated in pair, although with appearances of other factors, ICRS is still 

associated with DACC but quite weak (coefficient = 0.179, sig. <0.1). 

 

However, this model still has a small issue. Adjusted R
2
 in this model is only 4.8% which 

shows that the regression explains only 4.8% of variation in DACC. This number is quite 

low. Therefore, other independent variables that might help us increase the predictive 

capability of our regression model needs to be considered. One suggestion for future 

study is to replaces some current independent variables (that are not significantly relevant) 

by other variables.  

 

5.3.2 Components of internal control quality and discretionary accruals 

(model 2-4) 

 

With results of 3 models (from 2-4), we want to see the difference between each 

component of internal control report and discretionary accruals. Model 2, tested the 

relationship between ICstat and discretionary accruals without appearance of ICRS and 

ICproportion. The signed beta value is negative, this signed value is opposite in model 1. 

It means that, without joint-effect of ICRS and ICproportion, effective internal control 

statement might be indicator of high accruals quality. Unfortunately, similar to previous 

part, there is no systematical association between effectiveness statement and accruals 

quality and the model is not statistically significant (p=0.159). Similar result happened to 

model 4. 

 

In contrary to model 2 and model 4, regression of model 3 is significant but quite low at 

90% level of confidence. Model 3 also has small issues as model 1. We found the 

Adjusted R
2
 to be 2.4%, the capability to predict discretionary accruals from other 

independent variables was quite low. Therefore, model 3 needs to insert more 

independent variables to make regression more predictable. The relationship between 

internal control reporting score is still found in this model (p<0.05). It indicates that with 

or without appearance of ICstat and ICproportion, ICRS keeps the role in predication 

value of discretionary accruals. Companies with higher discretionary accruals will reduce 

earnings management. In other words, it helps to improve financial quality and reflects 

the quality of internal control system.           

 

5.3.3 Control variables and discretionary accruals 

 

Through 4 models above, it showed that Performance and Loss are significantly related to 

discretionary accruals. Among them, Performance and Loss had positive relation with 

p-value < 0.1 and < 0.05, respectively. The firms with higher performance (operating 

cash flow scaled by total assets) tend to manage earnings. Similarly, firms which did not 

yield profit in current year were positively correlated with earnings management.   
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5.4 Another test 

 

5.4.1 Signed-value of discretionary accruals 

  

We have tested discretionary accrual with absolute (unsigned) value with 4 models 

above. In further analyses, we‟ll observe positive discretionary accruals 

(income-increasing) and negative discretionary accruals (income-decreasing) separately. 

We test signed value with internal control quality (3 proxies at the same time). The result 

of this research is presented in Table 13. 

 

Table 13 Regression analysis of singed value of discretionary accruals 

 

Dependent Variables 

Variables Negative value Positive value 

ICstat 0.084 0.078 

 

       (0.471)               (0.510) 

ICRS 0.110 -0.190 

 

       (0.373)               (0.141) 

ICproportion -0.171 0.041 

 

      (0.143)                (0.715) 

Leverage 0.111 -0.076 

           (0.395)                      (0.520) 

Performance -0.475 -0.123 

           ***(0.001)                       (0.392) 

Sales Volatility 0.129 0.190 

           (0.288)                       (0.121) 

Loss -0.397 0.046 

          ***(0.006)                       (0.741) 

Growth -0.085 0.117 

           (0.469)                       (0.333) 

Industry -0.088 0.120 

 

          (0.470)           (0.310) 

Constant . . 

 

         (0.740)                     (0.700) 

Observations 70 82 

Rsquare 0.263 0.176 

Adjusted Rsquare 0.153 0.073 

F-value 2.385 1.713 

  **(0.022) (0.102) 

*,**,*** Significantly different from zero at the a = 0.10; 0.05; 0.01 level, 

respectively (two-tailed). VIF values of each model < 10, there is no 

collinearity. 

 

Regression model for positive discretionary accruals is with p-value>0.1 and adjusted R
2
 

is 7.3%, the model is not statistically significant and the explanation capability of 
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regression is very low. In this model, we do not observe any systematic relationship 

between internal control quality and income-increasing accruals. In contrast, regression 

model for negative value has statistical meaning at moderate level of confidence 95% and 

adjusted R
2
 is 15%. Actually, the observation shows that there are positive relationships 

between internal control reporting score (ICRS) and internal control statement (ICstat) 

with negative discretionary accruals. It means companies with high ICRS and 

effectiveness statement are negatively associated with income-decreasing discretionary 

accruals. Unfortunately, there is no systematic association between internal control 

quality with income-decreasing.  

 

For control variables, the significant correlation among them and income-decreasing 

discretionary accruals were found in model for negative discretionary. Once again, two 

control variables, Performance and Loss were significantly correlated with negative 

discretionary. Both Performance and Loss were negatively associated with negative 

discretionary. These results are consistent with absolute discretionary. In short, two 

variables were highly associated with discretionary accruals regardless whether it was 

absolute or negative discretionary.  

 

5.4.2 Sensitivity test 

 

In this part, we would like to test the sensitivity of our regression result by using both 

industries variable and company‟s size. As we mentioned before, we had originally 

classified 9 industries according to the classification business in Swedish NASDAQ 

OMXS, however we cannot use one industry as one dummy variable because it will 

inflate predication capability of our regression. In addition, some industries have only a 

few companies such as Energy (4 companies), telecommunication services (4 

companies), materials (7 companies) and Consumer staples (5 companies). We will use 

industry dummy variables by combining similar industries in the same field business. The 

table below shows which industry we just combined: 

 

Table 14 Combined industry 

    Original industry New industry group Definition of variable 

Energy + Industries + Materials + 

Utilities 

Industrial company If company in Industrial 

company, the value = 1, 

else = 0 

Information technology + 

Telecommunications services 

Info-telecom  If company in 

Info-telecom, the value = 1, 

else = 0 

Consumer discretionary + Consumer 

staples + Health care services 

Consumer and Service Reference category  

 

The table 14 above, we used consumer and service as a reference category because if any 

company not belonging to industrial company or info-telecom, it will of course be in 

consumer service. Basing on the classification, we test our current empirical model: first, 
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regression with industry dummy variables and then both industry dummy variables and 

company size (computed by natural logarithm of total assets). The results are shown 

below: 

 

Table 15 Sensitivity test of absolute discretionary accruals 

 

Dependent Variables  

Variables Industry dummy Both 

ICstat 0.015 0.020 

 

       (0.856)               (0.808) 

ICRS -0.164 -0.024 

 

       *(0.064)               (0.814) 

ICproportion 0.089 0.086 

 

      (0.273)                (0.278) 

Leverage -0.026 0.037 

           (0.770)                      (0.684) 

Performance 0.159 0.204 

           (0.105)                       *(0.038) 

Sales Volatility -0.008 -0.044 

           (0.924)                       (0.607) 

Loss 0.185 0.171 

          *(0.057)                       *(0.074) 

Growth 0.063 0.063 

           (0.459)                       (0.454) 

Size 

 

-0.297 

 

                     (0.014) 

Industrial company 0.020 0.053 

 

(0.841) (0.601) 

Info-telecom 0.174 0.139 

 

*(0.087) (0.167) 

Constant . . 

 

         (0.238)                     (0.700) 

Observations 152 152 

Rsquare 0.115 0.153 

Adjusted Rsquare 0.53 0.086 

F-value 1.839 2.300 

  *(0.059) **(0.013) 

*,**,*** Significantly different from zero at the a = 0.10; 0.05; 0.01 level, 

respectively (two-tailed). VIF values of each model < 10, there is no collinearity. 

Two regressions were statistically significant with p<0.1 and p<0.05 respectively. 

Analysis in detail presented below: 

 

 Regression with industry dummy: We still found the negative relationship 

between ICRS and discretionary accruals. This relationship is weak with 
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coefficient at 0.164 and p<0.1. The result is consistent with result from our main 

regression model (Model 1). It implies that using industry dummy variable or 

other kind of variable instead yields the same result of regression. 

 

Besides, we found the positive relationship between info-telecom groups with 

discretionary accruals. However, the purpose of our research question was about 

relationship between internal control report and discretionary accruals. Then, we 

do not put much stress on this relationship. 

    

 Regression with industry dummy and Size variable: The appearance of Size 

variable in this regression breaks the relationship between internal control 

reporting and discretionary accruals. Van de Poel & Vanstraelen (2009) also 

yielded the same finding. We found in the prior regression (with industry dummy 

only) that this relationship is weak. Thus, we suppose that was the reason, because 

when we inserted one more variable the relationship was broken.  

 

In brief, the relationship of ICRS and discretionary accruals was also found regardless of 

whether we used industry variable or not. However, this relationship is quite quick and 

easily broken with one more control variable present, such as Size variable.  

 

Summary of our findings: In table 16, we summarize our findings to make this Chapter 

clear and convenient for discussion in next Chapter. 

 

Table 16 Summary findings 

Model 

Internal control 

quality proxies Association Direction 

Associated to Absolute value of discretionary accruals 

Model 1 ICstat No N/a 

  ICRS Yes Negative 

  ICproportion No N/a 

Model 2 ICstat (only) No N/a 

Model 3 ICRS (only) Yes Negative 

Model 4 ICproportion (only) No N/a 

Associated to Negative discretionary accruals 

 Another test 

 (3 proxies in 

one model) 

IC stat No N/a 

ICRS No N/a 

ICproportion No N/a 

Associated to Negative discretionary accruals 

Another test 

 (3 proxies in 

one model) 

ICstat No N/a 

ICRS No N/a 

ICproportion No N/a 

       Note: N/a means no answer because there is no relationship     
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The table shows that the only internal control proxy, internal control reporting score 

(ICRS) was negatively associated with absolute value of discretionary accruals. 

However, this relationship can‟t be found with signed-value discretionary accruals (both 

income-decreasing and income-increasing). Other internal control proxies were 

effectiveness statement of internal control and internal control proportion (ICproportion) 

which did not have any relationship with discretionary accruals. Besides, the relationship 

between internal control report and discretionary accruals was quite weak and easily 

broken when Size variable were present. Further discussion on these findings will be 

presented in next chapter.    
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CHAPTER VI: CONCLUSION AND 

RECOMMENDATION 

The following chapter will provide a general conclusion related to the findings in the 

empirical part. We will further discuss the limitations of the thesis and provide possible 

suggestions for future research. 

 

6.1 Conclusion  

 

In Sweden, reporting on internal control is voluntary and we desired to find out the effect 

of Swedish code on internal control system of the firm. We expected higher internal 

control quality to be associated with higher quality of accounting accruals. We researched 

152 companies listed in OMX Stockholm stock exchange. We measured internal control 

quality by using three proxies, the first proxy were internal control effectiveness 

statement, the second proxy was internal control reporting score and the last one was 

internal control proportion. These proxies, as independent variables, were put in OLS 

regression with control variables to find the relationship with discretionary accruals. We 

tested discretionary accruals with absolute value and signed-value both 

income-increasing and income-decreasing, respectively. Our research found the 

association between internal control quality and absolute value of discretionary accruals. 

The result was not affected when including or excluding industry dummy variables. 

However, the relationship between internal control reporting score and discretionary 

accrual is quite sensitive and broken with presence of Size variable. In parts below, we 

will discuss our findings with absolute value of discretionary accruals and compare with 

literature review. Since we do not have any empirical study relevant to signed-value 

discretionary accruals, we put this in general conclusion at the end of this part. 

 

6.1.1 Effectiveness statement of internal control and internal control 

proportion 

 

6.1.1.1 Effectiveness statement of internal control 

 

The finding showed that effectiveness statement of internal control (ICstat) is not 

systematically associated with discretionary accruals. This result is opposite with result 

of Van de Poel & Vanstraelen. (2009). She provided evidence that Dutch companies with 

effectiveness statement of internal control were negatively associated with discretionary 

accruals (higher accruals quality). The difference might be explained by distinction in 

requirement of Dutch code. Although Netherlands is one of the countries following 

comply-or-explain regime, it requires company stating their assessment about adequate 

internal control system and if not, they have to explain the reason. It implies that Dutch 

code is more stringent than Swedish code (Franck, 2009). Therefore, Dutch managers are 

more concerned about this kind of statement and need to evaluate the quality of internal 

control report before issuing an internal control report (McMullen et al., 1996). This kind 
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of statement is more relevant to internal control quality rather than in Swedish context. 

Another reason for the difference is that majority of companies lack concern about 

internal control. Those are believed to be small companies, as they make up 41% of total 

sample. The explanation is consistent with McMullen et al. (1996).   

 

6.1.1.2 Internal control proportion 

 

Internal control proportion was computed by proportion of page of internal control report 

by total page of annual report (excluding financial statement). Our research does not give 

any evidence for the relationship between this proxy and discretionary accruals. 

Extension of internal control report (measured by quantity of pages) does not reflect 

internal control quality or accruals quality. This finding is consistent with Van de Poel & 

Vanstraelen (2009). Although average page for internal control report (2%) was 

somewhat lower than Dutch with 6% in year 2005, there was no association in both 

Swedish and Dutch context. This can explain that number of pages is not an important 

factor for managers to concern when evaluating their system.  

 

Part 6.1.1 of this Chapter showed that there was a lack of management consciousness of 

effectiveness statement or number of pages spent in annual report in Sweden. Franck 

(2009) suggests Swedish lender doesn‟t pay attention in internal control quality or they 

have other mechanisms more reliable for their decision such as contracting mechanisms 

(by Jensen & Meckling, 1976, cited in Franck 2009, p.108). Consequently, their decision 

isn‟t impacted by internal control report. Besides, we suppose similar phenomenon 

occurring with other stakeholders such as shareholders, investors, supplier, etc. on 

internal control quality. It might be probable that consciousness shortage of other 

stakeholders lead to less incentive for Board of directors to state internal control quality 

or being concerned with extension of internal control report.  

 

6.1.2 Internal control reporting score 

 

Our final empirical model showed that among three proxies of internal control quality, 

internal control reporting score was systematically associated with discretionary accruals. 

Despite that, the model still showed systematic relationship between internal control 

quality and higher accounting quality. Our result was opposite to the result of Van de Poel 

& Vanstraelen (2009), their research didn‟t supply evidence about the relationship 

between internal control reporting score and discretionary accruals. The difference 

between our result and theirs can be explained by the different items in reporting score. In 

their research, they used some items (among other items similar to us) to describe content 

of internal control system, the supervisory board discussed (elements of) systems in at 

least one meeting; the purpose of the internal control system and management‟s 

responsibility for internal control. Those items refer to basis information that needs to be 

disclosed according to COSO and tended to be more of description. Each of these items 

might not be strongly relevant to strong internal control system. In our research, we used 

another set of items which had strong relevance with internal control quality: audit 
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committee, frequency of audit committee meetings, risk management function, internal 

audit function and code of conduct. However, this relationship is quite weak and easily 

broken with one more variable present such as size. When we inserted company size the 

result was consistent with Van de Poel & Vanstraelen (2009). It implies that the 

relationship between internal control reporting score and discretionary accrual exists to 

some extent. Therefore, the demand for future studies on this topic is necessary to provide 

more benchmarks. 

    

Our regression result showed that the relationship between ICRS and discretionary is 

quite low at 90% level of confidence and value of adjusted R
2 

was quite low (4.8%), 

indicating that the model needs more independent variables to increase explanation of 

dependent variables (DACC). Moreover, the model is quite sensitive if using one more 

variable like size, which is strongly related to discretionary accruals. Our result is 

consistent with Deumes‟s suggestion that voluntary internal control reporting cannot 

stand alone as the only monitoring mechanism of a firm (Deumes, 2000). This point 

shows that current Swedish control report is not strong enough to explain entire 

relationship between internal control system with accounting quality. Deumes (2000) 

suggested that external audit quality should become a complementary monitoring 

mechanism to support internal control report. Indeed, external auditor has a special trait in 

Swedish corporate governance. The auditor is appointed by shareholders‟ meetings to 

monitor the actions of CEO and the board at annual general meeting (Swedish code, 

2008). Besides giving auditing opinion of financial statements, his obligation is issuing a 

recommendation to discharge the directors from liability. Shareholders base their 

decision on this recommendation to either grant discharge from liability or deny. 

Therefore, external audit quality should be considered in empirical model for next 

research.     

 

From voluntary internal control reporting and internal control quality perspective, this 

result also shows reporting on internal control in comply-or-explain regime motivates 

managers to improve internal controls and monitoring of it (Hermanson, 2000). In 

addition, the company with enough set of audit committee, frequency meeting, risk 

function, internal audit function and code of conduct will be aware of the importance of 

internal control system.    

 

6.1.3 General conclusion 

 

The purpose of this research is that we wanted to attest the efficiency of the code with 

current regime “comply-or-explain” to see whether Swedish corporate code improved 

firm‟s internal control system or not. The purpose of internal control is to assure 

accounting quality. However, a direct method to evaluate this function is vague. 

Therefore, we used internal control reporting quality as a proxy of internal control quality 

and put it in relationship with accounting quality, in this case we used discretionary 

accruals as a proxy for accounting quality. The purpose of our research was clearer by 

defining our research question "How is internal control reporting quality associated with 
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accounting quality?" With a sample size of 152 public listed companies on NASDAQ 

OMXS, we found a systematically associated relationship between internal control and 

discretionary accruals (absolute value) in negative direction. Although this result is quite 

sensitive with one more independent variable present, the relationship still encourage 

companies with a good internal control report to improve accounting quality and provide 

better financial statements. Internal control report is not mandatory according to Swedish 

Code, but it has impact on internal control system to some extent.  

 

In contrary, we did not find any evidence of internal control quality related to 

signed-value discretionary accruals (income-increasing and income-decreasing). There is 

lack of empirical study to locate our findings. Our statistic result suggests that 

explanation capability of dependent variables (DACC) from independent variables is 

quite low and even regression for positive DACC is not statistically meaningful. We 

believe it is due to the lack of some control variables in the regression. Indeed, the 

empirical model should consider including more control variables such as audit quality, 

not only for signed-value discretionary accruals model, but also for absolute discretionary 

accruals model. This modification might be fruitful for future research. 

 

Overall, our finding do to some extent still encourage the notion that companies with a 

good internal control report will improve accounting quality and provide better financial 

statements. Financial statement‟s users, who evaluate firm‟s financial position, should 

pay attention to internal control reporting for investment decision. Our study welcomes 

further research in the same area to build a stronger conclusion.      

 

6.2 Limitation of the research 

 

Although we have tried to handle our thesis in most thoughtful way, we could not avoid 

some limitations and for most of them we have pointed these out dispersedly in the main 

content of study. Below, we list out some limitations we have met during the 

accomplishment of this thesis.   

 

Under time constraints, we have selected sample based on several factors. Among these 

factors; companies which don‟t have enough data in Datastream for analysis purpose 

were then eliminated from sample size. Although our research ensures the minimum 

sample size requirement, but for future research, the collection of data should be extracted 

from other financial databases as well or even hand collect them (although we do not 

encourage data collection manually).  

 

Based on empirical studies, our internal control reporting score was manually extracted 

from annual report. However, two items were not available in the annual report and 

Franck (2009) collected some non-financial data by survey for all markets, but response 

rate was only 34% of total population. Considering time limitation and budget constraint, 

we did not count them to our index.  
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In our research, we have used solely discretionary accruals as a proxy of accruals quality. 

Therefore, we could not avoid bias of our findings when we mention about the 

relationship between internal control quality and accruals quality. 

 

6.3 Future research 

 

At the first time, when we decided to be involved in this topic, we were aware that there 

were few empirical studies in this area relevant to comply-or-explain regimes, especially 

in Sweden. Therefore, our research suggests for further study in the same area about the 

relationship between internal control quality and accounting quality and to add more 

control variables such as perceptions variable collected from shareholder‟s opinion. This 

will capture the bigger picture to explain the internal control system affecting accounting 

quality in Sweden.  

 

Our research also suggests that it seems to lack the concern of shareholders perception on 

internal control reporting. We believe this is required to reflect internal control quality. In 

the non-presence of shareholders, the managers lack incentives to put strong statement on 

internal control quality. Therefore, another research is suggested to investigate 

shareholder‟s opinion about role of internal control report for investment decision. 

 

Last but not least, our research offer further research to find the relationship between 

internal control quality in Swedish context with other measurements of accruals quality 

such as industry-adjusted abnormal total accruals and industry-adjusted abnormal 

working capital accruals. 
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Appendix 1: T-test of difference in DACC and ICstat 

 

Group Statistics 

  

Icstat N Mean 

Std. 

Deviation 

Std. 

Error 

Mean 

DACC  0 118 0.05 0.049 0.005 

1 34 0.05 0.041 0.007 

 

    

t df Sig. (2-tailed) 

Mean 

Difference 

DACC  Equal variances assumed 0.687 150 0.493 0.006 

Equal variances not assumed 0.757 62.617 0.452 0.006 
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Appendix 2: T-test between ICRS and ICstat 

 

Group Statistics 

 
  

Icstat N Mean 

Std. 

Deviation 

Std. Error 

Mean 

 ICRS 0 118 1.95 1.443 .133 

   1 34 2.41 1.635 .280 

  

Independent Samples Test 

    t-test for Equality of Means 

    
T df 

Sig. 

(2-tailed) 

Mean 

Difference 

Std. Error 

Difference 

ICRS Equal variances assumed -1.598 150 .112 -.463 .290 

Equal variances not assumed -1.491 48.783 .142 -.463 .310 
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Appendix 3: T-test between Performance and ICstat 

 

Group Statistics 

  
Icstat N Mean 

Std. 

Deviation 

Std. Error 

Mean 

Performance 0 118 .0840755 .13861170 .01276024 

  1 34 .0445198 .25691624 .04406077 

Independent Samples Test 

     t-test for Equality of Means  

    
df 

Sig. 

(2-tailed) 

Mean 

Difference 

Std. Error 

Difference 

Performance Equal variances assumed 150 .239 .03955566 .03343554 

Equal variances not assumed 38.691 .394 .03955566 .04587129 
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Appendix 4:  Examples of effectiveness statements 

 

No. Companies name Effectiveness statement 

1 Alliance Oil 

Company Ltd. SDB 

"The board has established a number of reporting requirements to assist in ensuring 

the effectiveness of internal control over financial reporting."  

(Alliance Oil Company, Ltd, 2009) 

2 Atlas Copco "The company has information and communication channels designed to ensure that 

the financial reporting is complete and accurate. Instructions and guidelines are 

communicated to personnel concerned in The Way We Do Things through the 

Intranet, supported by, for example, training programs for general managers, 

controllers and accounting staff." 

(Atlas Copco, 2009) 

3 Boliden "Boliden has an internal control function responsible for implementing processes and 

frameworks that secure internal control and ensure the quality of the financial 

reporting." (Boliden, 2009) 

4 Hankon Invest "The Board has adopted a number of basic guidelines of significance for financial 

reporting in order to ensure an effective control environment."  

(Hakon Invest, 2009) 

5 Husqvarna "Husqvarna has defined internal control standards, i.e. specifications of the control 

activities that must be included in each business process in order to ensure and 

maintain a uniform level of internal control over financial reporting within the Group” 

(Husqvarna, 2009) 

6 Oriflame Cosmetics 

S.A, SDB 

"The Board has also ensured that the organizational structure is logical and 

transparent, with clearly defined roles, responsibilities and processes that facilitate the 

effective management of operational risks and ensure that the Company fulfills its 

goals." 

(Oriflame Cosmetics, 2009) 
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