WHAT DETERMINES INTERNAL CONTROL WEAKNESS? 

AN EMPIRICAL ANALYSIS OF STATE-OWNED ENTERPRISES 

AUDITED BY STATE AUDIT AGENCY 

Abstract

A material weakness in internal control is defined as a significant deficiency, or combination of significant deficiencies, that result in more than a remote likelihood that a material misstatement of the annual or interim financial statement will not be prevented or detected. Section 404 of the Sarbanes-Oxley Act (Management Assessment of Internal Controls) stipulates that management of publicly listed firms has to evaluate the effectiveness of their internal controls over financial reporting and disclose the identified material weakness. Numerous articles aim to find empirical evidence of factors influencing weakness of internal control. 

In Indonesia, publicly listed firms are yet obliged to disclose their material weakness of internal control. However, BPK (as the state audit agency) report the material weakness of internal control over entities’ financial reporting in their audit report of state-owned enterprises (SOE or BUMN). The report enables us to empirically analyze influencing factors of internal control weakness over BUMN  financial reporting. 

There are four independent variables to be hypothesized to influence internal control weakness (WEAK): profitability (PROFIT), firm size (SIZE), growth rate (GROWTH), and the presence of complex transaction (COMPTRANS). Additionally, we also employ one control variable (FORM or legal form of SOE: Persero or non-Persero).
Empirical results show that without control variables, only SIZE is significantly associated with WEAK (for univariate and multivariate analysis). However, the direction of effect of SIZE on WEAK (positive) is contradictory with the hypothesized direction (negative). After including control variables, the power of regression equation is slightly increasing. However, still only SIZE significantly affect WEAK with contradictory direction.  
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1. INTRODUCTION

Enron’s accounting scandal (revenue mark-up and hiding liability with the use of off balance sheeet financing) has captured US public attenttion. The fraud eroded investors’ trust to invest in US public firms. This condition leads to the issuance of The Sarbanes-Oxley Act in 2002 to restore public confidence. This act was initiated by Senator Paul Sarbanes (Maryland) dan Representative Michael Oxley (Ohio), and has been ratified by President George W. Bush on July 30 2002. This act was the response of US Conggress on numerous accounting scandals performed by some US big firms which also involves “the big five” accounting firms, such as Arthur Andersen, KPMG, and PWC. 

The Sarbanes-Oxley Act (SOX) stipulates publicly listed firms to report their internal control in their financial reporting in order to increase investor confidence, quality of accounting information and corporate governance. At Section 404 (on Management Assessment of  Internal Controls), it is asserted that report of company’s internal control should include the responsibility of management to produce and maintain the adequacy of evidence of internal control structure and procedure over financial reporting. Besides, end-of-period assessment should include the effectiveness of internal control structure ( control environment, accounting systems, and control procedure) in financial reporting. Consequently, external auditors are expected to not only audit financial statements (as usually practiced), but also provide assessment on clients’ internal control over financial reporting and management’s performance. 

In US, every publicly listed company must report their internal control weakness over their financial reporting. SEC (Securities and Exchange Commission) in their Final Rule: Management's Reports on Internal Control Over Financial Reporting and Certification of Disclosure in Exchange Act Periodic Reports (2003) instructs management reports on internal control over financial reporting. The rule requires management statement on the responsibility to produce and maintain the adequacy of internal control over firms’ financial reporting; management assessment on the effectiveness of internal control; statement to identify framework used by management to identify the effectiveness of internal control; and statement on the registration of audit firms auditing firms’ financial reporting which includes annual financial statements and management assessment on internal control. 

There are some articles analyzing determinant factors of firms’ internal control weakness. Doyle, et al.  (2007) find that firms with internal control weakness tend to be smaller, younger, financially weaker, more complex, faster in growth, and having restructuring transactions. 

Krishnan dan Visvanathan (2005) find the determinant factors of internal control weakness are more active audit committee , audit committee with less financial experts, auditor change, and restatement of financial statements. Meanwhile, Ogneva, et al. (2007) assert that factors associated with internal control weakness are: (1) operation complexity ; (2) organizational change ; (3) firm risk and ; (4) resource constraint indicators. 

In Indonesian context, internal control has been also the important issue of corporate governance. Ministry of State-owned Enterprise released a statement that  affirm that firm internal control is intended to maintain firm in their profit-seeking objective and to minimize sudden change during the operation (www.bpk.go.id). Internal control is a process, affected by board of directors, management, and other persons, which aims to provide adequate assurance that the following objectives have been met: operational effectiveness and efficiency, reliability of financial statements, and complianceon the applying rule. 

Research on determinant factors of internal control weakness using Indonesian context suffers from limited (or unavailability of) data, especially related to internal control weakness. This is due to the fact that Indonesian publicly listed firms are not stipulated to report their weakness of internal control over their financial reporting. However, State Audit Agency (BPK – Badan Pemeriksa Keuangan) which audit some Indonesian state-owned enterprises (SOE or BUMN – Badan Usaha Milik Negara) also report SOE’s internal control weakness in  their audit report. This report enables us to conduct research on the determinant factors of internal control weakness by using Indonesian context.

In this research, we would like to analyze the determinant factors of internal control weakness by combining factors included in previous articles which are applicable in this research context. The factors are:  (1) profitability, measured by ROI;  (2) firm size, measured by natural logarithm value of total assets; (3) growth rate, measured by change of total operating revenue; and (4) financial reporting complexity, measured by dummy variable of the presence/ absence of foreign currency transactions. 

It is expected that this article can provide empirical evidence on the determinant factors of internal control weakness in Indonesian context. Besides, the result can also be used by BPK in auditing SOE or BUMN. If this research finds the determinant factors of internal control weakness, it is suggested that BPK put more effort and pay more attention while auditing SOE with higher risk of internal control weakness. 

2. LITERATURE REVIEW AND HYPOTHESIS DEVELOPMENT

2.1 Internal control and Internal Control Weakness

Internal control is a process, performed by board of commisioners, management and other persons, that is designed to provide adequate assurance on the following three objectives: operational effectivenss and efficiency, reliability of financial statements, and complianceon the following rules (Indonesian Professional Standard of Public Accountant, SA Section 319). Committee of Sponsoring Organizations of the Treadway Commission (COSO) claim that internal control can prevent loss or inefficiency during the firm’s operation. Component of internal control include: control environment, risk assessment, control procedure, monitoring and information and communication  (Arens, et al. [2003]). Arens, et al also define internal control as policies and procedures to protect firm’s assets from misuse, to ensure the accuracy of information, and to ensure that rules and regulations have been followed. 

Meanwhile, PCAOB (2004) define internal control weakness as significant weakness, or combination of significant weakness which potentially result in  material misstatements of annual or interim financial statements which cannot be prevented or detected. Internal control weakness potentially leads to undetected frauds or inaccuracy of accounting process which eventually causes incompetent audit evidences (Noviyanti and Utami, 2004).

2.2 Review of Previous Articles and Hypothesis Development

During the Pre-SOX era, Ashbaugh-Skaife, et al. (2006) find that firms with internal control weakness tend to have complex transactions (merger, acquisition, and restructuritation), grow faster, and have more inventory. Besides, worsening financial health and auditor change are oftenly found in firms with internal control weakness. 

Krishnan and Visvanathan (2005), in their post-SOX era research, argue that audit committee and external auditors are significant factors  in explaining internal control weakness. They confirm that reporting firms are firms with more active audit committee, audit committee with less financial experts, auditor change, and restatement of financial statements. They also conclude that the role of audit committee is more significant than that of external auditor in finding and reporting internal control weakness. Krishnan (2005) also focuses similar issue. She finds that the independence of audit committee and the number of audit committee member with financial expert have negative effects on the internal control weakness. 

Ogneva, et al. (2007) explain the firm’s obligation to report the effectiveness of internal control over financial reporting (as stipulated by The Sarbanes-Oxley Act Section 404).  In their research,  they analyze the relationship between implied cost of equity and effectiveness of internal control. The result show consistent results that internal control weakness is not directly related to the average increase of implied cost of equity. Their variables of interests include operational complexity, organizational change, accounting-based risk measures, and resource constraint indicators.

Doyle, et al. (2007) analyze determinant factors of internal control weakness of 779 firms which report internal control weakness during the period of August 2002 to 2005. The variables of interest include: (1) firm size, measured by market value of equity; (2) firm age, measured with year digit as found at CRSP data; (3) financial health,  measured with agregate loss indicator and proxy for bankruptcy risk; (4) financial reporting complexity, measured by amount of special entity reporting, segment reporting, and foreign currency transaction and translation;  (5) rapid growth, measured by merger and acquisition expenditure and extreme revenue growth ; (6) restructuring charges ; dan (7) corporate governance, measured with governance score as developed by Brown and Caylor (2006). They find that firms with internal control weakness tend to be smaller, younger, having financial weakness, financially complex, and having restructuring transactions. 

2.2.1 Effect of Profitability on Internal Control Weakness

Profitable firms tend to have more resources to design and maintain their internal control (Krishnan dan Visvanathan [2005]). Besides, profitable firms are economically more stable and able to control their resources to pursue profit. In other words, their internal control are more more effective to safeguard their assets and utilize them to generate profit. Doyle, et al (2007) and Ashbaugh-Skaife, et al. (2006) find empirical evidence supporting this argument. 
H1 : Profitability  negatively affects  internal control weakness 

2.2.2 Effect of Firm Size on Internal Control Weakness 

Smaller firms have more limited resources, including those devoted to design and apply effective and reasonable internal control. Components of internal control, such as separation of duties, are relatively more difficult to apply in small firms. Consequently, smaller firms have higher risk of having internal control weakness. On the contrary, more sizable firms have more resources to design and apply effective internal control. Managers of larger firms also have responsibility to manage more resources than those of smaller firms. Consequently, they tend to emphasize more on the importance of internal control weakness as the tone of the top. Empirical findings (Ge dan McVay [2005], Doyle, et al [2007],  and Ogneva, et al [2007]) also support the argument that smaller firms are more probable to report internal control weakness than larger firms. Based on the explanation, the second hypothesis will be:

H2 : Firm size negatively affects firm’s internal control weakness

2.2.3 Effect of Growth Rate on Internal Control Weakness

Fast growth rate of an entity potentially requires new procedures, technologies, personnels, or organizing modes. This condition may lead to internal control weakness problems. Doyle, et al. (2007) and Ashbaugh-Skaife, et al. (2006) assert that new personnels, process, and technology are required to balance the need of internal control and growth. Faster growth forces internal control to anticipate sudden change. Consequently, fast growth potentially increase the risk of internal control weakness. 

H3: Growth rate positively  affects firm’s internal control weakness

2.2.4 Effect of Complex Transactions on Internal Control Weakness

Complex transactions often require more sophisticated internal control of which many firms do not adequately have. Judgment is also more needed by firms with complex transactions since decisions have to be made immediately but the transactions require more effort and time to report and analyze. Ashbaugh-Skaife, et al. (2006), Ogneva, et al. (2007), and Doyle, et al. (2006) find empirical evidence of the positive association of complex transactions with internal control weakness. Consequently, the fourth hypothesis will be:

H4 : Firms with complex transaction havemore internal control weakness than firms without complex transaction 

3 RESEARCH METHOD

3.1
Sample

The sample of this research is SOE audited by BPK for 2003 to 2005 financial years of which audit report are uploaded at BPK website (www.bpk.go.id). There are 35 firm-year data (from 30 firms) of audit report of SOE uploaded at BPK website. Of the 35 firm-year data, only 27 (from 24 firms) are selected as sample due to their complete data. The sample selected in this research can be seen at table 1.

---------- INSERT TABLE 1 HERE ----------

3.2 Variable Measurement

There are four independent variables used in this research.. Natural logarithmic value of total assets is used as the proxy for firm size (SIZE). Growth rate (GROWTH) is measured by dividing sales change with sales previous year while dummy variable (1 if firm have foreign currency transaction and 0 otherwise) is used as the proxy for complex transaction (COMPTRANS). ROI (net income per total assets) is the proxy for profitability (PROFIT).  Dependent variable (internal control weakness or WEAK) is measured by counting the item number of firm internal control weakness reported by BPK in their evaluation of firm compliance with internal control. 

We use one control variable for this research. According to State-Owned Enterprise Act (No. 19 Year 2003), there are two types of SOE: Persero and Perum. Persero is similar to other limited company: having shareholders meeting, board of directors and board of commisioners. One of its objectives is pursuing profit. On the other hand, organization of Perum consists of Ministry of SOE, Board of Directors, and Board of Supervisors. Pursuit of profit is not its main objective. Based on the characteristics of both Persero and Perum, we hypothesize that Persero have less internal control weakness than Perum. Consequently, we develop a dummy variable for SOE legal form or FORM (1 for Persero and 0 otherwise). 

After testing the classical assumption of the data, the regression equations will be as follow:

WEAK  = β0  +  β1 PROFIT +  β2 SIZE   +  β3GROWTH  +  β4COMPTRANS+ + ε....(1)

WEAK  = β0  +  β1 PROFIT +  β2 SIZE   +  β3GROWTH  +  β4COMPTRANS+  β5FORM + ε....(2)

4. FINDINGS AND DISCUSSION 

4.1 Descriptive Statistics

Descriptive statistics of data can be seen from table 2 and 3. From table 2 it can be deduced that sample firms vary very much. Total assets owned ranges from about Rp 9 billion to more than Rp 220,000 billion. GROWTH and PROFIT also range very much.  From the correlation analysis it can be deduced that there is moderately significant correlation between GROWTH and PROFIT (result not shown). 

Most sample firms do not involve in foreign currency transactions and are in the form of Persero.
 Crosstab analysis between COMPTRANS and FORM shows that all non-Persero firms do not involve in foreign currency transactions (not shown).

---------- INSERT TABLE 2 AND 3 HERE ----------

4.2 Univariate Analysis 


Before regressing each of independent variable with dependent variable, I test whether the data are normally distributed. Using Kolmogorov-Smirnov test (not shown), I find that all data are normally distributed. The result of univariate analysis can be seen from table 4. Only two independent variables significantly affect WEAK: SIZE and GROWTH. Surprisingly, the direction of regression coefficient of SIZE is positive (contrary to the hypothesized direction). 

---------- INSERT TABLE 4 HERE ----------

4.3  Multivariate Analysis

Table 5 shows the result of multivariate analysis. Regression equation is free from multicollinearity (all independent variables have VIF score above one and below ten) and heteroscedasticity problems. Using Glejser test, no independent variable is significantly associated with the absolute value of unstandardized residual (Ghozali, 2005 – the results are not shown).

The result shows that only SIZE significantly affect WEAK. Once again, the direction of the association (positive) is contrary to the hypothesized one (negative). The result is not different when we include the control variable (FORM). Only SIZE significantly affect WEAK, but with positive direction (see table 6). Adding FORM as control variable does not change the association of independent variables with dependent variable. Only adjusted R2 slightly increase from 16.6% to 22.1%. 

---------- INSERT TABLE 5 AND 6 HERE ----------

Discussion of the results


The overall results of this research do not support previous findings (Krishnan dan Visvanathan [2005], Ge dan McVay [2005], Ashbaugh-Skaife, et al. [2006],  Doyle, et al [2007],  Ogneva, et al [2007]). The result cannot find supporting evidence of the hypothesized association of independent variables with dependent variables. SIZE significantly affects the dependent variable (WEAK), but with direction (positive) contradictory with the hypothesized direction (negative).The direction does not change even when control variable (FORM) is included.


There are various plausible explanation for this finding. First, this research suffers data limitation (only 27 samples). This fact hinders us from “ironing out the kinked data”: our analyis is very sensitive from “out-of-pattern” data. 

Secondly, our research context (Indonesian SOE) is different from previous articles which rely on publicly listed firms. Our findings confirm popular claims that Indonesian SOE cannot escape from political intervention from powerful parties in Indonesia – especially the high-level ones. Indonesian SOE is often deemed as the “cash cow” of the political power holders – one speculation that is widely believed but very difficult to prove (www1.bumn.go.id, 2007). The fact that most sample come from 2004 financial year (the year when general election was held to elect parliament members  and president) strengthen our conjecture. Political intervention – especially the one that requires cash transfer potentially increase internal control weakness. The fact that larger SOE suffer more internal control weakness can be explained by the fact that larger firms are economically more visible and having more financial resources – inviting more political intervention and pressure that eventually weaken internal control.

Other independent and control variables (PROFIT, COMPTRANS, GROWTH, and FORM) do not have effect on internal control weakness can be due to the fact political intervention on Indonesian SOE is so rampant that it can be found in almost every SOE. Profitable firms earn profitable not from operational efficiency or good control, but maybe because of monopoly power or other special rights from the state. 

5. CONCLUSIONS AND SUGGESTION FOR FUTURE RESEARCH

Using Indonesian SOE audit by National State Audit Agency (BPK) as our sample, we aim to find empirical evidence of determinant factors of internal control weakness. We hypothesize four independent variables (profitability, size, growth rate, and the presence of complex transaction) affect internal control weakness.

We find only firm size (SIZE) consistently affect internal control weakness (WEAK), but with opposite direction. We conjecture that SIZE  negatively affect WEAK while our empirical findings show that the direction of association is positive.

We conjecture further that this surprising result is due to difference in research context: ours use state-owned enterprise (SOE) as sample while previous articles publicly-listed firms.  As widely believed, Indonesian SOE suffer from political intervention (often requires cash transfer) that potentially undermine internal control.

The finding of this research implies that BPK as the state audit agency must  put more effort if they audit larger SOE. Larger SOE are more prone from political intervention which potentially undermine internal control. 

Our research suffers some limitations. First, it lacks data. We can also find 27 sample (from 35 firm-year data available from BPK website) from 3 financial years (from 2003-5 financial year). Second, we operationalize the dependent variable (WEAK or internal control) by counting the amount of items of internal control weakness reported by BPK. We do not take the monetary effect of each item into consideration. For example, weakness of internal control in inventory-related items can be more serious than one in prepaid expenses. The reason we do not include the monetary effect of each item of internal control weakness is that it is very difficult to measure the exact monetary effect of internal control weakness. Besides, BPK do not always report the exact financial figures which suffer internal control weakness. For example, in their evaluation report of internal control compliance of PT Pupuk Kaltim (2004), BPK explicitly report one internal control weakness that potentially create about Rp 12 billion loss. At other part of report, they just report that PT Pupuk Kaltim has weak internal control over their fertilizer inventory at one of their warehouse without stating the potential loss of this weakness.  Other articles (such as Doyle, et al [2007]) also use the presence or the amount of internal control weakness items to operationalize internal control weakness. It is expected that following articles can operationalize the materiality of internal control weakness. 
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Table 1

Sample Used in Research

	No
	Firm-year

	1
	Perjan RSCM (2003) 

	2
	Perjan RSCM (2004)      

	3
	Perum Bulog (2004)       

	4
	PT Krakatau Steel (2004)

	5
	Perum PPD (2004)

	6
	PT Pelindo I (2004)

	7
	PT Pelindo II (2004)

	8
	PT ASKES (2004)

	9
	PT Pusri (2004)

	10
	PT Kertas Padalarang (2004)

	11
	PTPN III (2004)

	12
	PTPN IV (2004)

	13
	PTPN V (2004)

	14
	PT Kereta Api (2004)

	15
	Perum DAMRI (2004)

	16
	PT Pupuk Kaltim (2004) 

	17
	PT Petrokimia Gresik (2004)

	18
	PT Angkasa Pura I (2004)

	19
	PT Angkasa Pura II (2004)

	20
	PT Sarana Karya (2005)

	21
	Perum PPFN (2004)

	22
	Perum PPFN (2005)

	23
	PT Pindad (2005)

	24
	PT Garuda Indonesian (2005)

	25
	PT PAL Indonesia (2005)

	26
	PT PLN (2004)

	27
	PT PLN (2005)


Table 2

Descriptive Statistics

(except for COMPTRANS and FORM)
	Variable
	N
	Minimum
	Maximum
	Mean
	Std. Deviation

	Totasset (in billion rupiah)
	27
	9.4076
	220,842.73
	19,299.02
	56,990.88

	WEAK
	27
	2
	35
	9.70
	8.54

	GROWTH
	27
	-0.5913
	0.7439
	0.1464
	0.2765

	PROFIT
	27
	-0.5783
	0.2082
	0.0048
	0.1534


Table 3

Frequency Table

For COMPTRANS and FORM

	Variable 
	Frequency 

	
	Persero/ Complex Transactions 
	Non Persero/ No Complex Transaction

	
	
	

	FORM
	20
	7

	COMPTRANS
	10
	17


Table 4

Results of Univariate Analysis

	Independent Variables 
	Dependent Variable

	
	WEAK 

	PROFIT
	0.031 (0.880)

	
	

	SIZE
	0.486 (2.781)*

	
	

	GROWTH
	0.339 (1.799)**

	
	

	COMPTRANS 
	3.329 (0.977)

	
	





Note:




*  = significant at 0.01 level




*  = significant at 0.1 level


Figures inside table refers to regression coefficient (except for COMPTRANS = mean difference) and t-statistic (inside parentheses)

Table 5

Results of Multivariate Analysis
	 
	Dependent Variable 

	Independent Variables 
	WEAK

	PROFIT
	-0.182

	
	(-0.927)

	SIZE
	0.466

	
	(2.265)*

	GROWTH
	0.256

	
	(1.219)

	COMPTRANS 
	-0.069

	
	(-0.340)



Adjusted R square = 0.166


F value

      = 2.294**




Note:




*  = significant at 0.05 level




*  = significant at 0.1 level


Figures inside table refers to regression coefficient and t-statistic (inside parentheses)

Table 6

Result of Multivariate Analysis

(including FORM as control variable)
	 
	Dependent Variable 

	Independent Variables 
	WEAK

	PROFIT
	-0.049

	
	(-0.237)

	SIZE
	0.519

	
	(2.575)*

	GROWTH
	0.221

	
	(1.080)

	COMPTRANS 
	0.07

	
	(0.329)

	FORM
	-0.349

	
	(-1.597)


Adjusted R square = 0.221


F value

      = 2.475**




Note:   
*  = significant at 0.05 level





*  = significant at 0.1 level


Figures inside table refers to regression coefficient and t-statistic (inside parentheses)

� This article is a joint-research program among the authors focusing on internal control weakness issue (in different research setting). Research issue was first initiated by the first author. The second and third authors also conduct similar research (using different context and/or variables) for completing their undergraduate thesis.


� Actually there is still one sample firm (RSCM) with legal form of Perjan (Perusahaan Jawatan), an older legal form of Indonesian SOE. 





