
 
 
 

The Impact of Audit Committee and Internal Audit 
Attributes on Internal Audit Contribution to Financial 

Statement Audits and Audit Fees:  Perceptions of 
Malaysian Internal Auditors 

 
 
 
 
 
 
 
 
 

Mazlina @ Norzila bt Mat Zain 
BSBA(Tulsa), MComm(Macquarie) 

 
 
 
 

Griffith Business School 
Department of Accounting, Finance, and Economics 

Griffith University, Gold Coast Campus 
 
 

 
 
 

 
 

Submitted in fulfilment of the requirements of the degree of  
Doctor of Philosophy 

 
 

 
 

April, 2005 
 

 

 i



Abstract  
 

 

This thesis has two (2) broad objectives. The first objective is to test the impact of 
audit committee and internal audit (IA) function characteristics on IA contribution to 
the financial statement audit. The second objective is to investigate whether a 
negative association exists between IA contribution to the financial statement audit 
and audit fees.  The study is conducted in a Malaysian context and focuses on the 
perspectives of internal auditors.  

 

There are a number of motivations for the study.  In particular, previous studies have 
not addressed the need for a better understanding of how corporate governance 
mechanisms such as audit committee and IA unit attributes may affect IA contribution 
to the financial statement audit.  Also, the results of prior studies on the link between 
IA contribution to the financial statement audit and audit fees are mixed and 
inconclusive.  Furthermore, there is limited empirical evidence in this area from 
emerging economy countries, with relatively less developed capital markets such as 
Malaysia. 

 

The underlying theme throughout this thesis is that corporate governance mechanisms 
i.e., audit committee and IA characteristics have the potential to affect the efficiency 
of the IA unit thus leading to greater contribution of IA to financial statement audits. 
Specifically, the thesis argues that certain characteristics of audit committees such as 
the independence of audit committee members from the management, audit 
committee members’ experience and knowledge in accounting, auditing and finance 
and their level of interactions with the chief internal auditor have the potential to 
increase the contribution of IA work to financial statement audits. Likewise, it is also 
postulated that characteristics of the IA function such as their size and prior 
experience of their staff in auditing are likely to improve the level of efficiency and 
hence, encourage greater contribution of IA to the external audit work.  Finally, due to 
the saturation of the audit services market coupled with significant competition 
among public accounting firms, it is also predicted that the contribution of IA work is 
increasingly viewed as a potential means of improving external audit efficiency (i.e. 
by reducing time and effort), leading to lower audit fees.  Seven (7) hypotheses are 
tested in this study based on Malaysian data during 2003. 

 

Data collection adopted a multi approach with three (3) key sources of data: a 
questionnaires survey, in-depth interviews and publicly available data from annual 
reports. The data collection process involved a mail survey addressed to the chief 
internal auditors of companies listed on the Kuala Lumpur Stock Exchange (KLSE) 
Main Board.  Five-hundred and two questionnaires (502) were mailed and a total of 
101 (20.03%) responses were returned, of which 76 (17.9%) were useable. In 
addition, in-depth interviews were conducted with 11 chief internal auditors selected 
from various industries which were also listed on the KLSE Main Board. Finally, 
publicly available data from annual reports were utilized. 
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The study makes a number of contributions. First, it provides empirical evidence on 
the impact of audit committee characteristics on IA contribution to financial statement 
audits. In particular, the study supports a positive relationship between IA 
contribution to the financial statement audit and three (3) dimensions of audit 
committee characteristics namely the proportion of independent audit committee 
members, the extent of audit committee members’ experience and knowledge in 
auditing, accounting and finance, and the frequency of meetings between the chief 
internal auditor and the audit committee.  This suggests that a high proportion of 
independent audit committee members with experience and knowledge in accounting, 
auditing and finance is able to enhance the efficacy of the IA function and thus, 
encourages external auditors to rely more on the IA function.  The results support the 
earlier predictions that more frequent meetings conducted between audit committees 
and the chief internal auditor leads to higher extent of IA contribution to the financial 
statement audit.   

 

Further, findings of this study also provides support for the positive relationship 
between the characteristics of the IA function, namely the size of the IA function and 
the proportion of staff with prior experience in auditing and IA contribution to the 
financial statement audit.  The results suggest that internal auditors contribute more to 
the financial statement audit when the size of the IA function is larger and when the 
proportion of IA staff with prior experience in auditing is higher. Finally, the second 
model tests for a negative relationship between IA contribution to the financial 
statement audit and audit fees. However, the results did not yield a significant 
relationship between these two variables. Further clarifications for this result were 
derived from the interviews with the chief internal auditors. Specifically, it appears 
that any saving in time and effort due to the contribution of IA to financial statement 
audits may possibly be used by external auditors to expand their investigations into 
other more complex areas that require greater attention from them. Other findings 
from the interviews also suggest that audit committees play an important role as 
communication facilitators between the IA staff and management, especially by 
providing a candid forum for IA staff to express their opinions as well as supporting 
IA staff’s recommendations based on their findings during audit investigations. 
Further, the leadership role of the audit committee also tends to assist the internal 
auditors to better communicate with management and to ensure that management will 
act upon the internal auditor’s recommendations. 

 
In conclusion, the findings may have some implications for regulators and others 
concerned with establishing guidelines and listing rules pertaining to audit committee 
effectiveness especially in developing countries. Furthermore, this study also 
contributes to the literature on how an IA unit’s resourcing has implications for IA 
contribution to the financial statement audit. While the current professional standards 
(i.e., ISA 610, SAS 65, and AUS 604) view IA as a substitute for external audit, such 
professional standards also require external auditors to evaluate the quality of IA unit 
before relying on the work of IA or accept the contribution of IA to the financial 
statement audit. As such, this study provides evidence on the potential impact that 
audit committees and IA units may have on such contribution of IA to the financial 
statement audit.   
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CHAPTER ONE 
Introduction 

  

 
1.1 Introduction 
 
Increasing competition and the recent spate of corporate collapses have renewed 

attention on the efficacy of financial statement audits and audit pricing. For 

instance, Haythornthwaite (2004) reports that listed companies in the United 

Kingdom (UK) face an audit fee hike of up to nearly 15 per cent in 2005 as a 

result of  recent developments such as the introduction of global auditing 

standards and  various operating and financial reviews. Further, a survey 

involving 40 Fortune 500 companies indicated that in 2004, the audit fees 

charged by the Big Four had increased dramatically and that much of this 

increase in fees was attributable to work mandated by the Sarbanes-Oxley Act 

(henceforth SOX) (Taub, 2005). For example, PricewaterhouseCoopers observed 

an increase in audit fees averaging 134 per cent, KPMG’s fees rose an average of 

109 per cent; Ernst & Young’s fees had increased on average of 96 per cent; and 

Deloitte’s fees hiked-up by 78 per cent (Taub, 2005).  No doubt, accounting firms 

are increasingly under a great deal of pressure to minimise audit costs and deliver 

services in more efficient ways while improving the quality of their audit 

services. 

 

A potential avenue through which external auditors and audit clients may reduce 

audit costs is by relying on work undertaken by the internal audit (henceforth IA) 

function (Felix, Gramling & Maletta, 2001; Gramling, 1999).  The IA function is 

a key governance mechanism with responsibilities to evaluate and improve 
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internal controls, risk management, and other governance processes within an 

entity (IIA, 2001).  As such, the work completed by internal auditors potentially 

covers areas which the external auditor is likely to examine during the financial 

statement audit. For example, in planning the audit engagement, the external 

auditor needs to assess the risk of material misstatement in the client’s financial 

statements. As part of that assessment, the auditor is required to obtain an 

understanding of the client’s internal controls.  The IA function as an in-house 

monitoring mechanism of organisational risks and internal controls would thus be 

in a highly favourable position to help the external auditors to undertake such 

assessments (Felix, Gramling & Maletta, 2005).   External auditors are 

potentially able to utilise assistance from internal auditors via two (2) approaches.  

One of these is to have the internal auditors work as assistants under the direct 

supervision of the external auditors; the second approach is to rely on relevant 

work completed by the IA function on its own throughout the financial audit 

year.   External auditors may rely on the procedures that internal auditors 

performed related to testing internal controls, as well as on the substantive testing 

procedures they have performed. 1  Such assistance, in turn, is likely to save 

external auditors’ time and effort in their audit engagement. Accordingly, the 

contribution of IA to the financial statement audit has the potential to reduce 

external audit fees. 

 
1 In addition to having the internal auditors contribute directly to the completion of the financial 
statement audit, professional standards (see SAS No. 78 (AICPA [2001]) also recognise that a 
client’s internal audit function may affect the financial statement audit in an indirect manner. 
Given that internal audit is a component of a client’s internal control, internal audit could affect 
the external auditor’s assessment of control risk, and hence the audit procedures performed (see 
SAS No. 78).  Further, the range of internal audit functions such as forensic audit, performance 
audit, and risk analysis completed by the internal auditors may also have the potential to affect 
their contribution to financial statement audits.  However, consistent with prior studies by Felix et 
al. (2001) and Felix et al. (2005), the present study does not consider this type of contribution, but 
focuses solely on the direct contribution that internal audit makes through completion of audit 
procedures that can be used by the external auditors (see SAS No. 65, AUP 2 and ISA 610). 
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Previous studies in this area have focused on both the antecedents and outcomes 

of IA contribution to the financial statement audit.2  In terms of the antecedents 

or variables affecting the contribution of IA to the financial statement audit, prior 

research in this area has focused primarily on investigating the factors prescribed 

by professional auditing standards.3 These factors include internal auditors’ 

objectivity, competence, work performance, and the risk of material misstatement 

on external auditors’ reliance on the IA function (Felix et al., 2001; Margheim, 

1986; Edge & Farley, 1991; Maletta, 1993; Brody, Golen & Reckers, 1998).  

Much of the focus of prior studies revolved around ranking the importance of 

these various factors by external auditors when judging the strength of the IA 

function which potentially affects their willingness to rely on the IA function 

during financial statement audits.  However, a study by Krishnamoorthy (2002)  

that employed a more sophisticated analytical method based on multistage (also 

known as “cascaded” or “hierarchical”) inference theory found that an attempt to 

rank the factors is ineffective since no single factor will dominate under all 

conditions.4    

A more recent study by Felix et al. (2001) expanded this research strand by 

examining the effect of engagement specific factors such as the availability of 

 
2 In this thesis, the terms external auditors’ reliance on the IA work and the IA contribution to the 
financial statement audit are used interchangeably as both terms are seen to relate to the same 
issue of  IA’s assistance towards  external auditors’ work. 
 
3 These studies were guided by the US Statement of Accounting Standards, SAS No. 9 title “the 
Effect of an IA Function on the Scope of the Independent Auditors Examination” and, SAS No. 
65 title “the Auditors’ Consideration of the Internal Audit Function in an Audit of Financial 
Statements”. 
 
4 The theory is grounded in Bayesian probability and views an inferential task as one in which 
evidence is separated from the ultimate hypothesis of interest by several intermediate-reasoning 
stages. In other words, ‘ the configural nature of the judgement process can be elegantly captured 
with Bayesian conditioning and conditional probabilities’ (Krishnamoorthy, 2002, p.99).  
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internal auditors, the extent of co-ordination between external and internal 

auditors, inherent risk and the perceived quality of the IA function on the external 

auditors’ reliance on work completed by IA. The results indicated that such 

reliance by external auditors is influenced by their perceptions of the overall 

quality of the IA function and, conditional on the level of inherent risk, the 

availability of internal auditors and the extent of coordination between the 

internal and external auditors.  

 

In summary, the empirical findings to date on factors affecting the reliance of the 

external auditors on IA work appear to be varied, involving those enumerated in 

the professional standards on assessing the quality of the IA function, as well as 

those related to engagement-specific factors. A more detailed review of these 

studies is provided in Chapter 2. 

 

In terms of the outcomes of the IA contribution to financial statement audits, 

prior studies have mainly examined the relationship between such contribution 

and audit fees.  Commentaries from regulators and academics (Peacock & 

Pelfrey, 1989; Venebles & Impey, 1991; Ward & Robertson, 1980) indicate that 

external auditors often rely on IA work when conducting financial statement 

audits to improve their audit efficiency and to minimise their audit cost. 

Empirical findings by Felix et al. (2001), Elliot and Korpi (1978) and Wallace 

(1984b) support a negative relationship, whereby audit fees decrease as  reliance 

by  external auditors on IA work increases.  In contrast, Stein, Simunic and 

O’Keefe (1994) and Carey, Craswell and Simnett (2000) failed to confirm a 

negative association between external auditors’ reliance on IA work and external 
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audit fees.  Interestingly, a recent study by Goodwin and Kent (2004) found a 

positive relationship between audit fees and the existence of an IA function, 

suggesting that entities may use internal and external audit as complementary 

monitoring mechanisms with the aim of maximising the overall quality of audit 

activities within the firm.  

 

To summarise, research findings on the link between the IA contribution to 

financial statement audit and audit fees clearly appear to be mixed. A more 

detailed review of the literature is undertaken in Chapter 3. 

 

1.2 Aims of the Study 

In light of the research development to date, this thesis aims to extend the 

literature in this area by examining: 

1) the impact of audit committee characteristics on  the extent of IA 

contribution to the financial statement audit, 

2) the impact of IA unit characteristics on the extent of  IA contribution 

to the financial statement audit, and 

3) whether a significant negative association exists between the extent of  

IA contribution to the financial statement audit and audit fees. 

 

 

 

In the next section of this chapter, the role of the IA function within a governance 

system is discussed.  This is followed by a more detailed discussion of the 

motivation for this study based on the limitations of previous studies. A 
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delineation of the research method and the expected contributions of the study are 

also provided. 

 

1.3 IA within a Governance system 

IA is becoming increasingly important to business organisations. While the IA 

function has traditionally focused on compliance procedures, recently its role has 

evolved to a larger value adding one.  The Institute of Internal Auditors 

(IIA,1999) defines internal auditing as: 

An independent, objective assurance and consulting 
activity designed to add value and improve an 
organisation’s operations. It helps an organisation 
accomplish its objectives by bringing a systematic 
disciplined approach to evaluate and improve the 
effectiveness of risk management, control and governance 
processes  

 
This definition of internal auditing reflects the growing scope of the IA function 

as part of an organisation’s corporate governance system (IIA Guidance Task 

Force, 1999). It also highlights the expanding responsibilities of the IA function 

in assisting risk management and promoting effective corporate governance 

procedures (Krogstad, Ridley, & Rittenberg, 1999).   

 

Further, in the wake of numerous corporate scandals such as Enron and 

WorldCom, the global interest for sound corporate governance has increased 

dramatically. This has promoted significant interest in the role that IA can play in 

improving the efficiency of the financial reporting process, and in strengthening 

corporate governance. In 1992, the Institute of Chartered Accountants in England 

and Wales issued the Internal Control and Financial Reporting Guidance (also 

known as The Combined Code) for directors of listed Companies in the United 
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Kingdom in general.  The Combined Code provision requires companies that do 

not have an IA function, from time to time, to review the need for one (London 

Stock Exchange, 1998).5  In the United States (US), the Blue Ribbon Committee 

(BRC) (1999) followed the lead of the Treadway Commission Report (1987) by 

recognising the importance of IA in the financial reporting process and corporate 

governance.6 More recently, in 2003, the New York Stock Exchange (NYSE) 

made it mandatory that all listed companies have an IA function. No doubt, these 

developments highlight the increasing prominence of IA’s role as a critical 

corporate governance mechanism.  

 
Another corporate governance mechanism that has attracted significant attention, 

particularly in its role towards improving financial reporting practices, is the 

audit committee.  An audit committee is “a sub-committee of the main board of 

directors of a company, usually formed from non-executive directors, charged 

with matters relating to financial reporting, and audit” (Spira, 1999, p.231).  An 

audit committee’s oversight duties include: (i) monitoring the provision of 

financial information, the internal control process and the audit process; (ii) 

advising on the appointment of the internal and external auditor; (iii) monitoring 

compliance with legal and statutory rules; and (iv) promoting the relationship 

between the board of directors, management, and the external and internal 

auditors.    

 
 
5 The Combined Code, which replaced the Cadbury and Greenbury Codes, provides a more 
detailed guide on the roles and responsibilities of internal auditors. 
6 The AICPA, the American Accounting Association, and the Institute of Internal Auditors the 
Financial Executives Institute, and the Institute of Management Accountants (Formerly the 
National Association of Accountants) agreed in 1985 to form an independent National 
Commission on Fraudulent Financial Reporting chaired by James C. Treadway Jnr, a former SEC 
commissioner. 
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Further, various corporate governance codes and advisory bodies have 

emphasised that a key oversight duty of the audit committee is to review the 

scope and results of the IA function (BRC, 1999; the Treadway Commission, 

1992; the SOX, 2002; and the Smith Committee, 2003).  They also note that the 

interaction between the audit committee and the internal auditor is an important 

means of supporting the IA function. For example, the International Federation of 

Accountants (IFAC, 2003) recommends regular assessment by the audit 

committee of the appropriateness of the resources being devoted to the adequacy 

and effectiveness of internal controls by the IA function or by other means. In 

addition, the committee should be consulted on the appointment of the head of IA 

as well as approve his/her termination, and receive regular reports on the IA 

function’s activities, review management’s response to IA findings, and assess 

the overall effectiveness of the function.  

 
To summarise, the role of IA has undoubtedly become more prominent in recent 

years, growing from a narrow compliance function to embracing broader roles 

including risk management and other corporate governance processes.  Further, 

the IA function is also seen to be closely related to other sub-components of a 

corporate governance system, particularly the audit committee.  

 
1.4 Motivation for the Current Study 

The motivation for the present study is based on three (3) considerations. 

First, whilst the various corporate governance codes emphasise the importance of 

an audit committee in reviewing and guiding IA activities.  Yet, no study to date 



 9 

  

has specifically examined the impact of audit committees on the IA function’s 

capacity to contribute to the financial statement audit.  In particular, given that 

previous studies have found that the composition and activity levels of audit 

committees are likely to affect their performance, such factors are also likely to 

affect their oversight of IA activities.   Consequently, it can be expected that a 

more effective audit committee will affect an IA’s propensity to contribute to 

financial statement audits.  Thus, further study examining the relationship 

between the audit committee characteristics and IA contribution to the financial 

statement audit is clearly warranted. 

 

A review of literature indicates that the association between audit committee and 

financial-reporting irregularities has attracted significant research interest 

(Beasley, 1996; Dechow, Sloan, & Sweeny, 1996; DeFond & Jiambalvo, 1991; 

DeZoort, Hermanson, Archambeault, & Reed, 2002; McMullen & Raghunandan, 

1996).  A number of the earlier studies focused mainly on the impact of the 

presence of audit committees and financial reporting outcomes (DeFond & 

Jiambalvo, 1991; McMullen, 1996; Beasley, 1996; Dechow et al., 1996).  More 

recently, studies on audit committees have progressed from examining the simple 

links between the presence of audit committees (or absence) and financial 

reporting outcomes to investigating more complex links such as the impact of 

audit committee characteristics (e.g. composition and diligence) on financial 

reporting outcomes such as, the incidence of fraud (Beasley, Carcello, & 

Hermanson, 1999; Beasley, Carcello, Hermanson, & Lapides, 2000), and the 

occurrence of financial reporting irregularities (Abbott, Parker & Peters, 2004;  

DeZoort & Salterio, 2001; Carcello & Neal, 2000; Abbott, Park & Parker, 2000). 
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In particular, it is argued that the composition of the audit committee such as its 

independence from management, and the knowledge and financial experience of 

its members are likely to be key determinants of an audit committee’s 

effectiveness.  

 

Some of the key findings of the prior studies are as follows: 

1. Audit committees composed of more independent directors were less 

likely to be sanctioned by the SEC for fraudulent or misleading financial 

reporting (Abbott et al., 2000).  Likewise, Beasley et al. (2000) found that 

fraud companies had less independent audit committees than no-fraud 

industry benchmarks. 

 

2. Audit committees that consist of all independent members and with at 

least one (1) member with accounting or related expertise are negatively 

associated with financial restatements (Abbott et al., 2004; DeZoort & 

Salterio, 2001).   

 

3.  More independent directors on the audit committee were found to reduce   

the likelihood of the external auditor issuing a going concern opinion 

(Carcello & Neal, 2000).  

 

Several studies have also examined the relationship between the composition of 

audit committees and diligence of the committee (Goodwin, 2003; Goodwin & 

Yeo, 2001; Raghunandan, Read & Rama, 2001; Scarbrough, Rama & 

Raghunandan, 1998).  In general, the findings indicate that audit committees 
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consisting exclusively of independent directors and with at least one member 

with accounting or related expertise are likely to be more diligent in terms of  

having longer meetings with chief internal auditors, and more actively reviewing 

the proposals and monitoring the results of IA activities (Goodwin, 2003, 

Goodwin & Yeo, 2001, Raghunandan et al., 2001; Scarbrough et al., 1998). 

 

However, no study to date has examined the impact of audit committee 

characteristics such as its composition and diligence on IA contribution to the 

financial statement audit.  Such a study is clearly warranted as audit committees 

assume significant oversight responsibilities within the organisation including 

reviewing the IA program and ensuring the adequacy of the scope of IA 

activities.  It can be argued that more diligent and interactive audit committees 

have the potential to enhance the strength of the IA function by their careful 

attention to IA plans, activities and outcomes. Consequently, more effective audit 

committees tend to be associated with better functioning IA, and in turn, this has 

implications for external auditors’ reliance on IA work. A more detailed 

discussion on the impact audit committee characteristics may have on IA 

contribution to financial statement audits is undertaken in Chapter 3 (Sections 

3.3.1, 3.3.2, 3.3.3). Furthermore, as contended by Krishnamoorthy (2002), 

“decisions to rely on the IA function and the resulting impact on audit planning 

decisions form a complex process, and future research should attempt to address 

this issue” (p. 118).  Thus, the first research question proposed for this study is as 

follows:  

 

RQ1: Are there significant relationships between audit committee 
characteristics, namely, its independence, knowledge in accounting, 
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auditing and finance, and its interactions with the IA function and IA 
contribution to the financial statement audit?  

 

The second motivation for this study relates to the limitations in the   

conceptualisation of IA quality in previous studies. For example, Felix et al. 

(2001) investigated the relationship between IA quality, its interaction with 

inherent risk and the external auditor’s reliance on IA work.  Felix et al. (2001) 

posited that IA quality would be more important in the presence of higher 

inherent risk than in the presence of lower inherent risk.7  More specifically, 

under higher risk conditions, more complex factors such as IA quality may 

emerge as a primary factor that affects the external auditors’ reliance on IA work.  

However, the interaction between IA quality and inherent risk was not found to 

be significant.  This indicates that IA quality is an equally important determinant 

of IA contribution to financial statement audits across differing levels of inherent 

risk. Their results also indicate that a direct and positive relationship exists 

between IA quality and external auditors’ reliance on IA, suggesting that as the 

overall quality of the internal audit increases, the extent of external auditors’ 

reliance on IA work also increases. Both, Felix et al. (2001) and Wallace (1984b) 

adopted a singular measure of IA quality based on external auditors’ subjective 

judgement. A zero to 100 percent measure was used to judge overall quality of 

the IA function ranging from very low to very high. However, in this study, it is 

argued that IA quality can be better conceptualised by examining particular 

aspects of an IA unit.   Specifically, the size and prior audit experience of IA staff 

in auditing is likely to be associated with the quality of an IA unit.  For instance, 

larger size IA units are more likely to be better resourced through broader scope 

 
7 Inherent risk can be defined as “the susceptibility of an assertion to material misstatement in the 
financial statements in the absence of internal controls (Messier & Boh, p.73). 
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of work, higher organisational status and a higher number of competence staff.   

If the IA department consists of quality IA staff in terms of their competence and 

work performance then they are likely to be more capable of contributing to an 

effective external audit (Al-Twaijry, et al., 2004).   

 

Further, staffing of an IA unit have implications for the quality of work 

completed by an IA unit.  It can be argued that the proportion of staff with prior 

audit experience within the IA unit is also likely to affect the quality of IA 

activities.  Brody, Golen, and Reckers (1998) contended that auditors should have 

appropriate qualifications and prior experience if they are to lead or conduct good 

quality audits.  This is because such auditors will be better able to provide 

valuable input and face multi-task and complex situations compared to the staff 

with no knowledge or little prior audit experience in the area.  As such, it can be 

argued that an IA unit with a high proportion of staff with audit experience is 

likely to perform its function more effectively than an IA unit with a low 

proportion of staff with audit experience.   

 

No study to date, however, appears to have examined the relationship between 

these two (2) aspects of IA quality, i.e. the size and proportion of IA staff with 

prior auditing experience, and IA contribution to the financial statement audit.  

By focusing on such aspects of an IA unit that affect its quality, a more practical 

approach can be adopted in interpreting the results of a study examining the 

affects of IA quality on the IA contribution to financial statement audits. In other 

words by, understanding the influence of size and proportion of IA staff with 

prior experience in auditing as surrogate measures of IA quality, more practical 
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solutions to improving the quality of IA functions can be derived.  For instance, 

by understanding the impact of IA unit size on the IA contribution to financial 

statement audits, better guidelines can be developed on how to improve IA 

quality through increasing the resources of IA units. 

 

Thus, based on the above discussion, the second research question is as follows:  

RQ2: Are there significant relationships between the two characteristics of 
the IA unit, namely size and the proportion of staff with prior 
experience in auditing, and the IA contribution to the financial 
statement audit? 

 

The third motivating factor for this study relates to the mixed empirical findings 

of prior studies examining the link between IA contribution to the financial 

statement audit and audit fees.  As noted in the previous discussion in Section 

1.1, several studies such as Felix et al. (2001) and Wallace (1984b) support a 

negative relationship between IA contribution to the financial statement audit and 

audit fees.  However, Stein et al. (1994) and Carey et al. (2000) suggest that the 

IA contribution to the financial statement audit did not affect audit fees.  

 

While the external audit and the IA function are two (2) key governance 

mechanisms that occupy distinct roles in the organisation, significant 

opportunities exist for reduction of duplicate efforts and increased efficiencies by 

increasing internal auditor participation in the external audit (Morrill & Morrill, 

2003).  For instance, a study by Burnaby and Klein (2000) report that internal 

auditors are increasingly contributing to the financial statement audit.  Further, 

the Canadian Institute of Chartered Accountants asserts that external auditors 

seeking direct assistance from the IA function is a common practice in Canada 
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(CICA, 1997). As such, it can be argued that, if the external auditor has  

confidence in the quality of the work undertaken by the IA, there is scope for 

substitution of effort between internal and external audit to avoid unnecessary 

duplication of work (Ward & Robertson, 1980; Morrill & Morrill, 2003).  

Consequently, such reliance by external auditors on the IA has implications for 

reducing audit fees. Further, competition within the market for audit services also 

suggests that external auditors might be more aggressively choosing to rely on IA 

work as a means of reducing external audit fees (Gramling, 1999; Felix et al., 

2001).   

 

However, an alternative view is that increased reliance on IA work has minimal 

impact on audit fees, and that the external auditors may undertake additional tests 

to maintain or even improve the overall quality of the audit assignment rather 

than reduce audit fees. In addition, companies requiring a higher level of 

assurance could possibly use IA as a further monitoring mechanism to signal to 

outsiders of the quality of their financial report.  Accordingly, audit clients 

requiring higher levels of assurance will need to pay for the combined costs of 

external and internal auditor efforts without a reduction in the external audit fees.  

Further, Twaijry, Brierley, and Gwilliam (2004)  in their interviews conducted 

with external auditors in Saudi Arabia suggest that the reliance on IA work does 

not affect audit fees because audit firms tend to benefit in terms of reducing their 

costs and increasing their profit, and by not passing on savings to the client. 

 

Based on the foregoing discussion, further examination of this relationship 

appears to be clearly warranted. Thus, this leads to the third research question. 
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RQ3: Is there a significant and negative relationship between the IA 

contribution to the financial statement audit and audit fees? 
 

In Chapter 3, based on the research questions above, six (6) specific hypotheses 

are developed.   

 

1.5      Research Methodology  

1.5.1 Overview 

A triangulation approach using data from multiple sources was adopted for this 

study whereby data was collected through a mail survey questionnaires and in-

depth interviews. A combination of qualitative and quantitative methods was 

chosen because the interviews tend to provide a more in-depth understanding of 

the survey responses, thus improving the validity of the study.  The study 

involved two (2) phases.  In the first (1) phase, a survey questionnaire was sent to 

chief internal auditors of 504 publicly listed companies in Malaysia. The 

questionnaire was designed based on Felix et al. (2001) and Goodwin and Yeo’s  

(2001) studies.  The instrument was pilot tested on a group of practitioners and 

academics to ensure its reliability and representativeness to the objectives of this 

study.  It was deemed acceptable to use chief internal auditors as the sample 

frame as this group appears to possess significant work experience and 

appropriate professional qualifications, which enable them to provide reasonable 

information for the purposes of this study.8  One hundred and one responses 

 
8 In Felix et al., (2001), the external auditors were the main respondents of the study.  However, 
in this study due to a very poor response rate from the external auditors, the responses of chief 
internal auditors were used for data analysis.  Further discussion of the sample is provided in 
Chapter 4, under Section 4.3. 
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(101) (20.03 per cent) were received of which, 76 (17.9 per cent) were useable 

responses for hypotheses testing.    

 

The second phase of this study involved in-depth interviews with 11 chief 

internal auditors.  In-depth interviews were conducted to gain richer information 

on the relationship between audit committees, internal auditors, and external 

auditors.  In particular, the chief internal auditors’ perceptions of factors affecting 

their ability to contribute to the financial statement audit and implications of such 

contributions on audit fees were gauged during the interviews.     

 

1.5.2 Reasons for choosing Malaysia as a study location 

A major justification for choosing Malaysia as the location of the study was 

relating to the fact that most prior research examining the link between of IA 

characteristics and external auditors’, particularly their decisions to rely on IA 

work have been largely conducted in countries with a well-developed capital 

markets, such as the United States, Canada and Australia (Brown, 1983; Edge & 

Farley, 1991; Felix et al., 2001; Felix et al., 2005; Goodwin & Kent, 2004; 

Krishnamoorthy, 2002).  In contrast to these prior studies, this study was 

conducted in Malaysia where the capital market is still at a developing stage, and 

the rules and regulations with respect to corporate governance are still in their 

infancy.  However, in recent years, due to increased calls to enhance the 

credibility of financial reporting and to protect shareholders’ interests, several 

key developments have occurred to guide the practice of corporate governance in 

Malaysia.  For instance:   
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i) During the year 2000, the Finance Committee on Corporate 

Governance in Malaysia had approved the Malaysian Code on 

Corporate Governance (henceforth MCCG). The MCCG specifically 

recommended that the board ought to establish an IA function and 

maintain a sound system of internal control to safeguard shareholders’ 

investments and the company’s assets.   

ii) Subsequently, based on the MCCG’s suggestions of Corporate 

Governance Best Practice, the Kuala Lumpur Stock Exchange 

(henceforth KLSE) revamped its Listing Requirements in 2001.9   

Two pertinent parts of the requirements are as follows: 

a.  Para 15.6 requires that all companies listed on the KLSE board to 

disclose a ‘Corporate Governance Statement’ in their annual 

reports.  In particular, the statement should explain how the 

principles of the MCCG have been applied and it should 

demonstrate the extent of compliance with the code.  It is also 

required that the companies give reasons for any areas of non-

compliance and alternatives to the Best Practice adopted.  

b. Para 15.27 requires the companies to disclose a ‘Statement on 

Internal Control’ in their annual reports, whereby the statement 

should explain the responsibility of the Board of Directors in 

preparing the annual audited accounts and clarify the state of the 

internal control system of the company. 

iii) The KLSE Listing Requirements in 2001 also emphasised the role of 

audit committees within the organisation. In particular, such a 

 
9 The KLSE changed its name to the Bursa Malaysia on April 20, 2004. However, since this study 
was conducted during year 2002, the term KLSE will be used throughout this thesis. 
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committee provides a means for review of the company’s processes 

for producing financial data, its internal controls, and the 

independence of the company’s external auditor, and a forum for 

dialogue with the company’s external and internal auditors.  In terms 

of the composition of audit committees, the KLSE Listing 

Requirements contended that an audit committee must consist of a 

minimum of three (3) directors with a majority of the audit committee 

members to be independent of management.  This requirement also 

specifically stated that at least one (1) member of any audit committee 

must be a member of the Malaysian Institute of Accountants. 

Clearly, considerable resources have been channelled to the development of good 

corporate governance guidelines in Malaysia. However, there appears to be 

limited research on the outcomes of the new guidelines for the practice of 

corporate governance, and for the audit profession. The few studies that have 

focused on the impact of corporate governance on financial reporting practices in 

Malaysia suggest that corporate governance features have implications for 

financial disclosure and firm performance. For instance, Haniffa and Cooke 

(2002) examined the association between corporate governance features and 

voluntary disclosures in the annual reports of Malaysian listed companies. Their 

results revealed that two corporate governance variables (i.e., non-executive 

chairman and family members sitting on board) were significantly related to the 

extent of disclosure in financial report. Specifically, having a non-executive 

director as chairperson and the domination of family members on board 

significantly increased the extent of disclosure in the annual report.  No study to 

date, however, has examined the relationship between audit committee 
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characteristics and IA contribution to the financial statement audit in Malaysia.  

Such an examination will add to a growing body of research in this area, 

particularly providing evidence from a developing capital market country.    

Furthermore, audit pricing remains an important issue in the auditing literature, 

but there is limited research evidence from countries with developing capital 

markets such as Malaysia.   For example, as noted by Che-Ahmad and Houghton 

(2001, p.1) “corporate annual reports for publicly-held companies are publicly 

available and audit fees are required to be disclosed (in Malaysia). However, the 

country’s political and socio-economic structures are unlike those in much of the 

former British Empire”. Yet, much of the present empirical evidence is based on 

countries such as United Kingdom (UK), US and Australia. 10

 

In conclusion, given the significant investment in restructuring corporate 

governance guidelines in Malaysia, and the potential for anomalies in the 

interaction between internal and external auditor from countries with relatively 

less developed capital market to countries that have more developed capital 

market such as the US, the UK and Australia.  Malaysia provides an interesting 

location for audit research. 

 

 
10  Another reason for choosing Malaysia as a location of the study could be because of its unique 
culture background based on the ethnicity, religion and language (Haniffa & Cooke, 2001).  A 
study by Jomo (1998) has noted that the issues of power and wealth are still strongly emphasized 
within Malaysian organizations. Consistent with that notion, Hofstede’s (2001,p.87) study 
revealed Malaysia as occupying the highest place on the Power Distance Index (PDI) for 53 
countries with average score of 104, where the average score is 57.  High PD societies are 
characterized by the acceptance of inequality, its institutionalism within hierarchies that locate 
people to ‘rightful places’, and the striving of the powerful to maintain the power differential 
(Hofstede, 1983, p. 122).  For instance, internal auditors in the high PD environment such as 
Malaysia may be perceived as being less independent or less objective in their judgments as they 
may be more willing to protect management if certain transactions are questionable.   As such, it 
can be argued that PD has the potential to influence the relationship between internal and external 
auditors However, the applicability of prior findings from countries classified under low PD such 
as the US, Australia or the UK to countries with high PD remains indeterminate. 
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1.6 Expected Contributions 

This research has a number of implications for regulatory bodies, policymakers, 

the accounting and auditing profession.  This study will inform policymakers, 

corporate boards, and academic researchers on the need to consider the 

importance of promoting appropriate guidelines on the composition and activities 

of audit committees. Specifically, the results of the study may enlighten the 

related bodies on the importance of having vigilant and active audit committees 

for improving the effectiveness of the IA function. In addition, the results of the 

study will also further illuminate the importance of having a well-resourced IA 

unit and its effect on IA contribution to the financial statement audit. 

 

Firstly, the results are expected to provide some additional knowledge for 

regulators and others concerned with establishing guidelines and listing rules 

pertaining to audit committee effectiveness especially in developing capital 

markets. Such information may assist regulators and various stock exchanges 

when planning to formulate the future corporate governance policies.  Further, 

the importance of not only establishing an IA function, but a well resourced IA 

will be highlighted to the regulators and companies so that such parties are able 

to plan for the expected resources that may be required of them in establishing 

and maintaining the effective IA function. In Malaysia, such regulators could be 

the Malaysian Institute of Accountants (MIA), the Institute of Internal Auditors 

(IIA), the Kuala Lumpur Stock Exchange (KLSE), the Securities Commissions 

(SC) and the Companies Act.    
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Second, this study has important implications for improving external auditors’ 

assessment of reliance on IA for audit committee and IA practice. While the 

current professional standards i.e. International Standard of Auditing  (ISA 610) 

and SAS 65 view IA as a means of substitution for external audit, such 

professional standards also require external auditors to evaluate the quality of the 

IA function before making a reliance on their work.  If the quality of the IA 

function is of acceptable quality, the external auditor is encouraged to rely on the 

work of IA.  As audit committees’ roles are more explicitly recognised in 

auditing standards as one of the monitoring mechanisms and that, their oversight 

duties include overseeing and improving the internal control systems in the 

organisation. As such, it is expected that the existence of effective audit 

committees in the organisation will lead to the effectiveness of the IA function 

and thus encourage more reliance of external auditors on IA work.  Based on that 

notion of argument, the present study will specifically provide empirical evidence 

on the impact of audit committee characteristics and the potential for IA to 

contribute to the financial statement audit.  Finally, the results of this study are 

expected to not only enhance the current literature on corporate governance but 

also extend the results of Felix et al.’s (2001) study on factors that influence the 

extent of IA contribution to the financial statement audit. 

 

 

 

1.7 Organisation of the Remaining Chapters  

The remainder of this thesis is structured as follows: 
 
Chapter 2 provides discussion on agency theory and how such theory informs the 
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relationship between audit committees, IA functions and external auditors.  

Further, this chapter also reviews previous research work on factors affecting the 

extent of reliance by external auditors on IA work.  Three (3) strands of prior 

research are reviewed and discussed.  The first strand relates to characteristics of 

the IA function that the external auditors tend to rely on most. The second strand 

focuses on the nature of IA work that external auditors rely on when doing the 

financial audit work, and the third strand reviews the impact of external auditors’ 

reliance on IA work and external audit fees.   

 

Chapter 3 presents the development of the hypotheses tested in the study in 

specific eight (8) hypotheses are developed for the study. Theories such as capital 

reputational enhancement and resource allocation concepts assist in providing the 

underlying reasons of the relationship between audit committees and the IA 

characteristics and the extent of the IA contribution to the financial statement audit.  

Further, prior studies the link between IA contribution to the financial statement 

audit and audit fees are also reviewed. 

 

Chapter 4 outlines the method of data collection and the instrumentation used in 

measuring the variables, as well as the justification for selecting them. A multi-

method approach is integrated by using both quantitative and qualitative data. 

 

Chapter 5 discusses the results of the quantitative analysis in relation to the impact 

of the audit committee and IA characteristics and IA contribution to the financial 

statement audit. Further, the association between IA contribution to the financial 

statement audit and audit fees is also discussed in this chapter. 
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Chapter 6 documents the results of the qualitative study derived from the interviews 

with chief internal auditor of 11 companies listed on the KLSE.  Particularly, 

perceptions from chief internal auditors regarding the link between IA, audit 

committees and external audit were gauged during the interviews. 

 

Finally, Chapter 7 presents an overview of the study and discussion of the results. 

Further, contributions and detailed discussions the limitations of the current study as 

well as suggestions for future research are also undertaken in this chapter. 

 

 

 

 

 

 

 

 

 

 

 

 

CHAPTER TWO  

Literature Review 
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2.1 Introduction 

This chapter comprises three (3) sections.  The first section provides an overview of 

the theoretical linkages among three (3) key organisational monitoring mechanisms 

namely the IA function, audit committees and external audit.  In particular, an 

agency theory viewpoint is undertaken in conceptualising the roles and 

interrelationships among the three mechanisms.  A review of previous studies on 

external auditors’ judgement on IA effectiveness and their decisions to rely on the 

IA work is undertaken in the second section.  In the third section, prior literature 

investigating the determinants of audit fees is presented.   

 

2.2 Agency Theory  

The idea of the separation of ownership and control within the organisation was first 

introduced by Berle and Means (1932) and later refined by Fama and Jensen (1983).  

It is argued that when management and ownership are separated, a potential for 

divergence in decision-making and control exists.  Management is seen to act as an 

agent for the owners (i.e. the principal), and the agency relationship can be been 

described as: "a contract under which one or more persons, the principal(s), engage 

another person (the agent) to perform some service on their behalf which involves 

delegating some decision making authority to the agent" (Jensen & Meckling, 1976, 

p.308). 

 

Gul (2004) highlights two (2) problems related to the management process as a 

result of the separation between ownership and control.  Firstly, the goals of the 

principal and agent may not be aligned, as individual managers (agents) are assumed 

to be utility maximisers who will act in their own self-interests. On the other hand, 
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the principals (owners/shareholders) are assumed to be only interested in the 

financial returns they can secure as the result of their investments.  The second 

problem relates to the difficulties the owner may face in observing an agent’s action.  

In such situations, the principal normally has inadequate information about the 

business and is not certain about how the agent has contributed to the success of the 

business i.e. suffering from information asymmetry. Consequently, owners and 

agents have incentives to invest in various information systems and control devices 

to reduce agency costs associated with information asymmetry (Jensen & Meckling, 

1976; Fama & Jensen, 1983).11

 

Information systems and control devices that are well designed tend to minimise 

agency cost and offer maximum gains for all parties. For example, adverse 

selection by agents coupled with moral hazard can be minimised by ensuring 

agents are both accountable and their actions are monitored (Alchian & Demsetz, 

1972; Jensen & Meckling, 1976; Preston & McMillan, 1991).12  In other words, 

agency theory asserts that a firm can employ various mechanisms to align the 

interests of agents and principals, and to monitor agents’ behaviour.  For the 

purpose of this study, the three (3) key organisational governance mechanisms of 

interest are audit committees, the IA function and the external audit.  Figure 2.1 

provides an overview of the relationship between audit committees, the IA 

function and external auditors. 

 
 
11 Agency costs here include the costs of structuring, monitoring, and bonding a set of contracts 
among agents with conflicting interests, plus the residual loss incurred because of the cost of full 
enforcement of contracts exceeds the benefits (Jensen & Meckling, 1976).  
 
12 Adverse selection shirking refers to each agent’s ability that is known to him or her whereas 
moral hazard can be defined as effort that cannot be observed. 
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Figure 2.1:  The Relationship between Audit committees, IA function, 
External  Auditors  

 

 
Roles of 

External Auditors 

Roles of  
Audit Committee 

--Provide an independent 
judgement on the state 
and the fairness of 
client’s financial 
statement as well as 
preparing the financial   

s statement audit. 
 
  

-Monitoring the provision of   
financial information, the 
internal control process and  

  the audit process. 
 -Promoting the relationship 

between the Board of 
Directors, management, and 
the external and internal 
auditors. 

-

  -Reviews all auditable areas 
   in an organisation covering 

not only financial but also 
operational activities. 

- Mitigates improper earnings
management and assists in 
assessing the associated 
risks and evaluates the 
related effectiveness of 
internal controls and the 
risk management process. 

 

 
Roles of IA 
Function 

Board of 
Directors 
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2.3 The Link between Audit Committees, IA Function and External 

Auditors 
  
The Board of Directors (also referred as the Board) of an entity hold the 

responsibility for the entity to be operated in the best interest of the shareholders 

and as such it assumes an important role in corporate governance.  Due to the 

separation of corporate management and ownership, the Board plays a central 

role in protecting shareholders’ interest.  Agency theory suggests that 

shareholders require protection because management (agents) may not always act 

in the interests of the corporation’s owners (the principal) (Fama, 1980; Fama & 

Jensen, 1983; Jensen & Meckling, 1976).  To minimise agency costs, the Board 

assumes an oversight role that typically involves monitoring the CEO and other 

top executives, approving the corporation’s strategy, and monitoring the control 

system.  Additionally, the Board is required to keep proper accounting records, 

and to ensure that the financial report of the entity is accurately prepared and 

fairly presented.  In the case of publicly listed companies, an audit of the annual 

financial report is mandatory.   

 
Given its various responsibilities, the Board normally delegates its financial and 

oversight function to the audit committee. An audit committee has been defined 

as a sub-committee of largely non-executive directors whose work encompasses 

matters relating to audit, financial reporting and internal control (Spira, 1999).  

As a governance mechanism, audit committees can increase the credibility of 

financial reporting process by monitoring and facilitating communication 

between management, external auditors and internal auditors (Bradbury, 1990b; 

DeZoort, 1997).  Further, Menon and William (1994) suggest two (2) monitoring 

advantages to be gained by the Board from having an audit committee, namely 
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independence and Board efficiency.  Independence from management is achieved 

by having both internal and external auditors report to the audit committee, and 

the efficiency of the Board can be improved by receiving added support from a 

committee that specifically monitors financial reporting processes and 

management performance (Zahra & Pearce, 1989).    

 

Oversight duties of audit committees included reviewing the audit plan of the 

external and internal audit; reviewing the IA programmes, processes or 

investigations, and ensuring the adequacy of the scope, functions and resources 

of the IA function are advocated by both regulators and advising bodies, 

including various stock exchange bodies and corporate governance advising 

bodies. For example, other corporate governance guidelines throughout the world 

such as the BRC (1999) and the SOX (2002) in the US; the Cadbury Committee 

(1992) and the Smith Committee (2003) in the UK; and the Australian Stock 

Exchange (ASX) Corporate Governance Council (2003) in Australia provide 

various best practice guidelines for audit committees.  Specifically, the BRC 

(1999) advocated the following five (5) principles of best practice for an audit 

committee as follows: 

(i) the audit committee’s key role in monitoring the management, 

external and internal auditor  in audit process, 

(ii) independent communication and information flow between the audit 

committee and the internal auditor, 

(iii) independent communication and information flow between the audit 

committee and outside auditors, 
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(iv) candid discussions with management, the internal auditor, and outside 

directors regarding issues implicating judgement and impacting 

quality, and 

(v) diligent and knowledgeable audit committee membership.  

 

In Malaysia, all public listed companies are required to have an audit committee 

comprising of at least three members, of whom the majority of members must be 

independent directors. The KLSE Listing Requirements also requires the 

Chairman of the audit committee to be an independent non-executive director 

Further, at least one member of audit committees must be a member of the 

Malaysian Institute of Accountants (MIA) and if he or she is not a member of the 

MIA, he or she must have at least three years of working experience.  He or she 

must also pass the examinations specified in Part 1 of the first schedule of the 

Accountants Act 1967 and must be a member of one of the associations of 

accountants in accordance with the Accountants Act (Section 15.10 KLSE 

Listing Requirement).  Oversight duties of audit committees, as prescribed by the 

KLSE Listing Requirements include: reviewing the audit plan with the external 

auditor; reviewing the audit report; ensuring the adequacy of the scope, functions 

and resources of the IA function; and reviewing the IA programme, processes or 

investigation undertaken and whether or not the appropriate actions were taken 

on the recommendations of the IA function.  

 

The IA function is another internal governance mechanism that assists 

management in meeting its financial reporting responsibilities.  In fulfilling their 

oversight duties, internal auditors undertake analyses and appraisals of the 
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various activities within an organisation and make appropriate recommendations 

for improving internal controls and promoting efficiency.  An IA plan is 

generally formulated on an annual basis with the Head of the IA being 

responsible for reporting their findings, and for making recommendations and 

post-audit follow-ups.  Internal auditors therefore play an important role in 

overseeing the financial control and reporting environment of an entity.  The 

relationship between the IA function and audit committee is important because an 

audit committee is able to support IA in several ways including by reviewing the 

adequacy of the scope and the function of IA, providing adequate resources and 

facilitating communication with management (IIA, 1993).  Audit committees 

thus have the potential to increase the overall status, independence and 

effectiveness of IA.  In other words, the support provided by the audit committee 

has direct implications for IA effectiveness (Scarbrough et al., 1998). A more in-

depth discussion of this relationship is undertaken in Chapter 3 (Section 3.3.3) of 

this thesis. 

 

The third key element of the organisational governance mechanism is the 

external auditor of an organisation who is required to source and evaluate 

evidence about an entity’s financial performance and position for the purpose of 

expressing an opinion on the reliability of that entity’s financial report. The 

Board normally appoints the external auditor to the organisation on the advice of 

the audit committee.  The work undertaken by the IA function has the potential to 

contribute towards the external audit.  In fact, the professional standards require 

external auditors to obtain an understanding of internal auditing to make a 

preliminary assessment of its effect, if any, on control risk, and in determining 
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external audit procedures (ISA 610). For example, ISA 610 encourages the 

external auditor to utilise internal auditors’ work where has been assessed as 

reliable.  Specifically, the reliability of the IA function is assessed based on the 

following factors:  

1) having objectivity (as reflected by its organisational status),  

2) scope of audit work conducted is appropriate and sufficient,  

3) having adequate technical competence, and  

4) exercising due professional care. 

 

The external auditors may adopt various procedures such as observation, 

questionnaires and interviews of personnel to obtain an understanding of the IA 

quality. More recently, with the growth of audit committees, external auditors 

appear to have an additional source to help them assess the quality of IA and 

communicate with internal auditors so as to facilitate the collection of appropriate 

and sufficient audit evidence.  

 

In conclusion, it is clear that an IA function operates within a corporate 

governance system comprising of other internal and external governance 

mechanisms, and that its relationships with audit committees and external 

auditors have implications for its effectiveness. In the next section, a review of 

past studies examining the determinants of external auditors’ reliance on IA is 

undertaken. 
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2.4 Review of the Empirical Studies 

A review of the literature suggests that there are three (3) major strands of 

research relating to the extent of reliance by external auditors on IA work. The 

first strand focuses on external auditors’ judgement of the IA function attributes 

and its impact on the auditors’ willingness to rely on IA work.  The second strand 

examines the nature of IA work (for example, the work completed in connection 

with the tests of the internal control structure performed by the IA) and its impact 

on external auditors’ reliance on IA work. The third strand investigates the 

relationship between the extent of IA contribution to financial statement audits 

and its impact on audit fees.  Research development in each of these strands is 

reviewed and discussed in the following sections of this chapter, leading to 

identification of gaps in the literature.   

 

The aims of the present study are to extend the literature by (1) examining an 

additional set of factors under ‘Attributes of the IA Function’ (as shown by the 

dotted line, Strand 1, in Figure 2.2), and (2) to test the impact of another key 

governance (as shown by the dotted line, Strand 4, in Figure 2.2) on IA 

contribution to the financial statement audit, as well as to review the link between 

IA contribution and audit fees (i.e. Strand 3). The contributions of this study are 

denoted by the dotted lines, which signify the impact audit committee and the IA 

units’ characteristics may have on the extent of IA contribution to the financial 

statement audit, and the subsequent effect of such a contribution on external audit 

fees. 
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FIGURE 2.2: The Conceptual Framework of Prior Literature on the   

Contribution of IA to Financial Statement Audits 
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2.4.1 Attributes of the IA Function (Strand 1) 

The first research strand (i.e. Strand 1) focuses on the attributes of the IA 

function and its effect on the external auditors’ reliance on IA work.  Most of 

these studies focused on factors suggested by SAS No. 9 as the basis of their 

research questions (Brown, 1983; Margheim, 1986; Messier & Schneider, 1988; 

Schneider, 1984, 1985; Abdel-khalik, Snowball & Wragge, 1983; Edge & Farley, 

1991).13 Specifically, SAS No. 9 requires external auditors to evaluate IA 

competence, objectivity and work performance when making a reliance decision.  

These studies are thus largely focused on identifying the relative importance that 

external auditors place on the three (3) previously mentioned factors (objectivity, 

competence and work performance), in their assessment of the strength of the 

client’s IA function. 

According to Margheim (1986): 

Competence reflects attributes of individual IA staff members such as 
amount of education and knowledge of company operations, skills 
employed and etc.  Work performance refers to the nature and extent 
of internal auditing assignment performed. Objectivity tends to reflect 
criteria that are defined by the organisation.  For example, Internal 
auditors normally have no control over factors affecting the 
independence of the department, such as who has the authority to 
initiate investigation and management’s readiness to approve Internal 
auditor recommendation (p.197). 
 
 
 
 

 
 
13 Official U.S pronouncements (Statement of Auditing (SAS No. 9 and, now, SAS No. 65) 
require that auditors may: (1) consider the existence and prior work of the IA function in 
determining the extent, nature and timing of audit procedures and, (2) utilise the IA as assistants 
in performing the audit.  The pronouncements also direct external auditors to evaluate the 
competence, objectivity and work of the internal auditors in making these decisions.  The 
Canadian Institute of Chartered Accountants Handbook Section 5050 (CICA, 1997) indicate that 
auditors may, in general, rely on the work of internal auditors when it involves reviewing and 
testing the system of internal control. Similar to U.S. pronouncements, these guidelines also 
specify that the auditor should evaluate the objectivity, competence and work of the internal 
auditors in making reliance judgements. 
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An early study by Brown (1983) used 101 external auditors across four (4) “Big 

Eight” firms geographically dispersed across the United States in an experimental 

setting to assess external auditors’ evaluation of IA functions’ strength.  The 

study looked at the effect of three factors mentioned in SAS No. 9 (namely 

competence, objectivity and work performance), on external auditors’ evaluation 

in relation to the reliability of the IA function.  The results indicate objectivity 

and work performance were the primary factors that influenced auditors’ 

judgment regardless of their firms’ affiliation or years of audit experience.  The 

attributes that accounted for most of the variance in the auditors’ judgements 

about the reliability of the IA function were: (1) the work of the internal auditors 

during the previous audit; and (2) whether the IA departments reported at an 

organisational level that was adequately high to assure the independence of 

operations.  

 

Abdel-khalik et al. (1983) investigated the impact of three (3) EDP techniques 

(Integrated Test Facility, Test Data and Generalised Audit Software) and two (2) 

organisational variables relating to internal auditors’ independence and work 

performance (the level to which the IA department reports and the internal 

auditor’s level of responsibility in reviewing changes in application programs) on 

the judgements made by external auditors in planning audit programs.  The 

results of the study revealed that:  (1) the independence factor (whether IA staff 

report to the controller or to the corporate audit committee) is the most important 

of the five (5) factors used in the study; and (2) each of the three (3) EDP audit 

techniques was of equal importance to the judgements made. Interestingly, this 

was the only study that adopted EDP audit technique variables to investigate their 
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impact on the extent of the external auditors’ judgments in audit program 

planning.  

 

Schneider (1984) conducted a similar study to identify descriptive models that 

are representative of the ways in which external auditors combine and weigh the 

three evaluation factors noted in SAS no. 9: (1) competence; (2) objectivity; and 

(3) work of the internal auditors when assessing the strength of the IA function. 

Contrary to prior studies (Abdel-khalik et al., 1983; Brown, 1983) that used 

ANOVA, this study used conjoint measurement in order to avoid similar validity 

problems to those that occur using ANOVA. The results of Schneider’s (1984) 

study revealed that external auditors viewed work performance as the most 

important factor when evaluating the IA function, followed by competence and 

objectivity.  Schneider (1985) extended his prior study by investigating the extent 

to which auditors would rely on the IA function, and the relationship between the 

reliance decisions and their evaluations of IA strength.  The results of the study 

indicate that the auditors generally depended on IA to reduce their external audit 

work, and that they achieved a high degree of consistency between the evaluation 

judgment and the reliance decision.  The results also revealed auditors perceived 

competence and work performance factors as almost equally important, and the 

objectivity factor to be less important, but nevertheless a significant factor. 

 

Margheim’s (1986) study complements the previous studies undertaken by 

Schneider (1984; 1985) by examining whether external auditors actually adjust 

the nature and the extent of audit procedures due to their reliance on IA, and 

whether any such reliance was related to the source of the reliability.  In contrast 



 38 

  

to the previous studies (Abdel-khalik et al., 1983; Brown, 1983, Schneider, 1984, 

1985), this study used a between-subject design.  The results of this study 

indicated that external auditors reduced planned audit hours if the internal 

auditors had a high level of competence (work performance), but they did not 

alter their tests in response to changes in the degree of IA objectivity.  The results 

of Margheim’s (1986) study are consistent with Schneider’s (1984) study, 

suggesting that internal auditors’ competence and work performance were ranked 

as equally important factors affecting the external auditors’ judgments, but the 

objectivity factor and the interaction between competence-work performance and 

objectivity were not significant. Messier and Schneider (1988) used the 

Analytical Hierarchy Process to examine the relative importance of the attributes 

considered important by external auditors in evaluation of the IA function.  Their 

results indicate that external auditors consider competence as the most important 

factor, followed by objectivity and work performance. 

 

 

Edge and Farley’s (1991) study using external auditors in Australia attempted to 

replicate Brown’s study (1983), which was conducted in the US.  Edge & 

Farley’s study (1991) was guided by the Australian Statement of Auditing 

Practice AUP 2 “ Using the Work of an Internal Auditor” (Australian Accounting 

Research Foundation, 1983). The two (2) most significant factors identified as 

affecting external auditors’ reliance on IA work were technical competence and 

“due professional care” (work performance).  Previous audit work was 
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considered the third dominant factor, with objectivity (organisational status) 

being considered the least important among the factors being tested.14  

The study also found that a high degree of consensus across the respondents, with 

respect to the evaluations of the IA functions, and a high degree of insight and 

stability in their judgments. 

 

Likewise, a recent study conducted by Haron, Chambers, Ramsi & Ismail (2004) 

using external auditors in Malaysia investigated the criteria as specified by the 

Malaysian AI 610 “Considering the Work of Internal Auditing” (MIA, 2001).  

The criteria examined were IA’s organisational status, scope of function (work 

performance), technical competence (competence) and due professional care.  A 

further objective of this study is to determine the consistency in external auditors’ 

judgments.  A structured questionnaire was used to collect the data and a one-

quarter replicate of 28 Kempthorne’s design was used to determine the 

experimental task.  Sixty-four (64) external auditors participated in the study.   

The findings of this study indicate that competence and work performance are the 

two (2) most important criteria that external auditors consider in their reliance on 

the IA work and, that there was also consistency in audit judgment.  The results 

of this study are consistent with studies by Schneider (1985) and Margheim 

(1986) that found competence and work performance were equally important 

factors affecting the external auditors’ reliance on the IA work.  

 
14 Organisational status refers to specific status of internal auditing in the entity and the effect of 
this on its ability to be objective.  Scope of function refers to the nature and extent of internal 
auditing assignment performed. Technical competence refers to whether internal auditing is 
performed by persons having adequate technical training and proficiency as internal auditors. Due 
professional care refers to whether internal auditing is properly planned, supervised, reviewed and 
documented (A1, 610, MIA, 2001). 
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The study by Krishnamoorthy (2002) adopted a more sophisticated analytical 

method based on Bayesian probability to model external auditors’ evaluation of 

the IA function. In particular, the models (based on the multistage [cascaded] 

inference theory) were developed and analysed using numerical sensitivity 

analysis. The results indicated that the importance of the three (3) factors varies 

with the type of evidence (convergent or conflicting) observed and is dependent 

on the interrelationships among the three (3) factors. Another major conclusion of 

this study was that, in the Bayesian context, it is vain to attempt a ranking of the 

factors since no single factor will dominate under all conditions.  However, the 

study suggests the order in which evidence is evaluated may be important to 

enhancing audit efficiency. For instance, the analysis reveals that there is little 

value from the evidence relating to work performance if either objectivity or 

competence is negative. This outcome suggests that evidence relating to 

competence and objectivity should be evaluated prior to considering work 

performance. However, when either objectivity or competence is weak (but 

positive), or when both objectivity and competence are weak (but positive), the 

value of evidence from work performance is significant. 

 

In comparison to the studies discussed previously, Al-Twaijry, Brierley, and 

Gwilliam (2004) used questionnaires and in-depth interviews as means of 

collecting the data rather than adopting an experimental approach. This study 

used questionnaires and interviews to examine the level of co-operation and 

coordination between directors of IA departments, and partners and managers of 

external audit firms in Saudi Arabia. The survey involved 78 directors (a 

response rate of 58 per cent) of IA departments and 33 external auditors (a 
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response rate of 85 per cent).  Further, interviews were also undertaken to 

enhance and supplement the information gained from the two (2) matching 

questionnaires about IA in Saudi Arabia.  Fifteen (15) interviews were conducted 

with directors of IA departments and thirteen (13) interviews with external 

auditors (consisting of five (5) partners and eight (8) managers).  The focus of the 

study was on perceptions of internal and external auditors regarding the external 

auditors’ decision to rely on the IA work and whether such reliance leads to a 

reduction in external audit fees.  The results of the study indicate that external 

auditors expressed concern about the independence, scope of work, and the size 

of IA departments.  Internal auditors considered cooperation between internal and 

external audit to be limited, but external auditors were more positive about the 

extent of cooperation with the internal auditor particularly when the IA 

department was of high quality.  The results of this study suggest that the external 

auditors’ reliance on the IA work varied with the quality of the IA department.   

The perceptions of most external auditors was that a significant proportion of the 

Saudi Arabian companies held IA functions lacking in both professionalism and 

independence from management, thus affecting the value of work completed by 

internal auditors and reducing the potential for external auditors to rely on that 

work. 

 

In summary, the first strand of the prior research has largely employed an 

experimental approach towards understanding factors affecting external auditors’ 

judgements on IA work.  Most of these studies focused on ranking the 

importance of the criteria recommended by the professional guidelines, for 

example; SAS No.9, SAS. No. 65, AUS 604 and ISA 610.  Table 2.1 provides a 
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ranking of the factors that were used by external auditors in evaluating the IA 

function. 

 

TABLE  2.1 

  Ranking of Factors Used by External Auditors in Evaluating IA Function 

 
Study 

 
Competence 

 
Work Performance 

 

 
Objectivity 

 
Brown (1983) 

 
3 

 
1 

 
2 

 
Abdel-khalik et al.(1983) 

 

 
- 

 
2 

 
1 

 
Schneider (1984) 

 

 
2 

 
1 

 
3 

 
Schneider (1985) 

 

 
1 

 
1 

 
2 

 
Margheim (1986) 

 

  
1b

 
2 

 
Messier & Schneider 

(1988) 
 

 
1 

 
3 

 
2 

 
Edge and Farley (1991) 

 

 
1 

 
2 

 
3 

 
Maletta (1993) 

 
1 

 
3 

 
2 
 

 
Haron et al. (2004) 

 
1 

 
1 

 
3 

 
a Ranking: 1 indicates most important, and 3 indicates least important 
b Competence and work performance were combined 
Adapted from Krishnamoorthy (2002): A Multistage Approach to External 
Auditors’ Evaluation of the IA Function 
 

The results of Abdel-khalik et al.’s study (1983) indicate objectivity is the most 

significant factor in the assessment of the IA function. Other studies by Brown 

(1983) and Schneider (1984), however, reveal that work performance is the most 

significant.  In contrast, the studies by Edge and Farley (1991) and Messier and 
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Schneider (1988) found that the external auditor considered competence as the 

most significant factor in evaluating the IA function.  The results from Haron et 

al. (2004), Margheim (1986), Schneider (1985), rank competence and work 

performance as being equally important. Contrary to all other prior studies, 

Krishnamoorthy’s  (2002) study indicates that the importance of the three (3) 

factors varies with the type of evidence (convergent or conflicting) observed, and 

is contingent on the interrelationships between the three (3) factors.  This study 

concluded that it is futile to attempt a ranking of the factors since no single factor 

will dominate under all conditions.  The results of Al-Twaijry et al. (2004) 

concluded that the extent of reliance by the external auditor on the work of the 

internal auditor varied according to the perceived quality of the IA department. 

 

In conclusion, while the results of prior studies appear mixed in terms of the 

ranking of the three (3) factors (competence, work performance and objectivity) 

in their importance as determinants of external auditors’ reliance on internal 

auditors’ work, it is clear that all the three factors are relevant to external 

auditors’ judgement. 

 

2.4.2 Nature of the IA Work Assessed (Strand 2) 

The second research strand in this area focused on the nature of the IA work 

undertaken by the internal auditors and its impact on external auditors’ reliance 

on the IA function. Earlier work by Watts (1979) and Ward and Robertson (1980) 

investigated the nature of the internal auditor’s work used by the external 

auditors.  These studies were largely based on a survey whereby internal and 

external auditors were asked to determine the type of work undertaken by the IA, 
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and the extent to which external auditors relied on the IA function.  The results 

showed that 75 per cent of the respondents believed work completed by the 

internal auditors should be relied on in most audit areas, and particularly, the 

work completed in connection with the tests of the internal control structure 

performed by the IA (rather than in connection with direct assistance in the 

substantive testing) was seen to be useful. 

  

Whittington and Margheim (1993) examined the effect of inherent risk, 

materiality and the subjective nature of the assertion under audit on the degree of 

external auditors’ reliance on internal auditors’ work.  This study differs from 

previous studies because it uses SAS No. 65, the Auditor’s Consideration of the 

IA Function of Financial Statements (AICPA 1991), as a point of departure for 

developing its hypotheses instead of SAS No.9.  The study investigated the three 

factors that SAS no. 65 requires for external auditors to consider when making 

judgments about the extent of usage of IA work: 1) inherent risk factors, 2) 

materiality, and 3) the subjectivity of the evidence to be evaluated about an audit 

assertion.  The results of the study indicated that, even at low materiality levels, 

the subjects felt the external auditors had an obligation to directly perform much 

of the substantive work, but were very willing to let the internal auditors perform 

the majority of the tests of control work.  These results are consistent with the 

survey by Ward and Robertson (1980) that found that external auditors relied on 

internal auditors more extensively when internal auditors performed tests of 

control rather than substantive testing.    
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An experimental study conducted by Maletta (1993) examined the impact of the 

inherent risk of evaluating the objectivity, competence and work performance 

factors when making reliance on the IA function.  This study recognised that 

auditors use a complex configural decision process and that the importance of 

any given factor should be contingent upon other factors.  The major findings of 

this study indicated that auditors consider the interactions among these factors 

when making decisions about using the work of IA, and that these decisions are, 

in some cases, contingent on the level of inherent risk.  These results are 

consistent with prior research by Brown & Solomon, 1990; Brown & Solomon, 

1991; Maletta  & Kida, 1993), which indicated that, when inherent risk is high, 

auditors appear to use a complex configural process, and only consider the 

impact of the internal auditor’s work performance when objectivity is high.  In 

low inherent risk conditions, no significant interaction effects were found 

between work performance and objectivity.  Additionally, across the inherent risk 

condition, IA competence was the most significant of the three factors tested, 

followed by objectivity and work performance.  

 

The results of most of the studies in this strand indicated that when the level of 

materiality was high, external auditors had an obligation to directly perform 

much of the substantive work, but were very willing to let the internal auditors 

perform the majority of the tests of control work. Thus, the level of materiality in 

the audit areas primarily affected the extent of utilisation of the internal auditors’ 

work.    
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To summarise, the previous studies relating to Strands 1 and 2 investigated the 

effects of the attributes and nature of IA work on external auditors’ reliance on 

such work, particularly by attempting to rank the importance of attributes such as 

competence, work performance and objectivity. However, prior studies have 

ignored the link between corporate governance variables such as audit committee 

characteristics and other attributes of the IA function itself and the extent to 

which IA may contribute to financial statement audits.  Such factors are 

considered important for enhancing the competency and objectivity of the IA 

function, particularly, given that audit committees through their oversight duties 

are able to affect the activities of the IA function.  It is arguable that audit 

committee oversight of the internal control system in an organisation has the 

potential to enhance IA review outcomes and consequently to affect external 

auditors’ assessment of the quality of work completed by the IA function. Such 

assessment also has implications for their reliance on IA function in the financial 

statement audit.  In Chapter 3, a more detailed analysis of the link between audit 

committees characteristics and IA contribution to the financial statement audit is 

undertaken, leading to the development of several hypotheses. 

 
2.4.3 The Relationship between IA contribution to the Financial Statement 

Audit and External Audit Fees (Strand 3) 
 

Much of the research in audit fees has followed the original seminal work by 

Simunic (1980). Simunic (1980) presented a production view of the audit process 

and hypothesised that certain drivers would be associated with variations in the 

level of audit fees because those drivers would cause an auditor to perform more 

(or less) work during the course of engagement. This study has demonstrated 

convincingly that audit fees are associated with measures of client size, client risk 
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and client complexity, and interestingly that the client size alone generally 

accounts for over 70 per cent of the variation in audit fees. 

 

Further, audit fees have been extensively researched especially in numerous 

developed English-speaking countries such as the US (Simunic, 1980; Palmrose, 

1986a, 1986b; Francis & Simon, 1987; Simon & Francis, 1988; Turpen, 1990, 

Felix et al., 2001), the UK (Taffler & Ramlinggam, 1982; Chan, Ezzamel & 

Gwilliam, 1993; Collier & Gregory, 1996), Australia (including Francis, 1984; 

Francis & Stokes, 1986; Craswell, Francis & Taylor, 1995; Goodwin & Kent, 

2004), Canada (Andersen & Zeghal, 1994; Chung & Lindsay, 1988); and New 

Zealand (Firth, 1985 and 1993; Johnson, Walker & Westergaard, 1995).  These 

studies have investigated audit fees by regressing them on a set of explanatory 

variables including variables representing auditee characteristics (size, 

complexity, and risk), auditor attributes (auditor size, industry specialist), client 

attributes (form of ownership, complexity of the reporting, and the state of 

internal control and the degree of corporate governance) and other factors.  

 

Prior research has also investigated audit pricing in a number of non-English 

speaking countries including India (Simon, Ramanan & Dugar, 1986), South 

Africa (Simon, 1995), the Netherlands (Langendjik, 1997), Pakistan (Simon & 

Taylor, 1997), Bangladesh (Karim & Moizer, 1996), Japan (Taylor, 1997), Hong 

Kong (Simon, Teo & Trompeter, 1992; Ho & Ng, 1996), Singapore (Low, Tan & 

Koh, 1990 and Simon et al., 1992) and Malaysia (Simon et al., 1992; 

Eichenseher, 1995; Che Ahmad & Houghton, 2001). Consistent with results in 

English-speaking countries, client size, complexity and risk appear to be the 
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major fee determinants, which between them typically explain about half of the 

variance in audit fees.   

 

However, only a few studies have examined the relationship between the external 

auditors’ reliance on IA work and audit fees (Felix et al., 2001; Stein et al., 1994; 

Elliot & Korpi, 1978; Carey et al. 2000, and Wallace, 1984b). Further, 

professional standards (for example, see International Auditing Standard 

(ISA610) “Considering the work of Internal Auditing”) also suggest that the 

means for internal and external audit to achieve their respective objectives are 

often similar and there is the opportunity for a substitution of effort between 

internal and external audit to avoid unnecessary duplication of work.  

Accordingly, such substitution of effort should logically lead to a corresponding 

reduction in the external audit fee.  However, empirical results appear mixed and 

inconclusive. This study has important implications for external auditors and 

companies as both have a common goal to reduce the cost of audit, and one way 

to achieve this is through reliance on IA work by the external auditor. 

 

A further in-depth discussion of the development of this research strand is 

undertaken in Chapter 3 under Section 3.3.  This discussion also forms the basis 

for the third major hypothesis of this study. 
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2.5 Overview of the Chapter 

Using an agency theory perspective, the audit committee, external auditors and 

internal auditors are seen to be part of a larger corporate governance system and 

that the effective and efficient design of their roles has significant implications 

for the organisation. A review of previous literature indicates that considerable 

work has been undertaken to determine the factors influencing the extent of IA 

contribution to the financial statement audit and the impact of such a contribution 

on audit fees.  So far, however, no studies have examined the impact of audit 

committees characteristics and IA function attributes such as size and the 

proportion of IA staff with prior experience in auditing on the extent of IA 

contribution to financial statement audits. Thus, the aim of this study is to fill that 

knowledge gap by examining the association between two (2) corporate 

governance mechanisms, i.e. audit committee and IA, and the extent of the IA 

contribution to the financial statement audit.  A review of audit fees studies also 

indicates the link between the IA contribution to the financial statement audit and 

audit fees remains indeterminate, and that further study of this link is warranted.  
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CHAPTER THREE 
Hypotheses Formulation 

   
 

3.1 Introduction 

The purpose of this chapter is to formulate the hypotheses for this study.  Prior to 

formulating the hypotheses, the definitions and the reasons for selecting the 

variables of this study are provided. Hypotheses for the study are related to two 

(2) models.  As shown in Figure 3.1, Model 1 focuses on the relationship 

between the two (2) sets of independent variables, namely audit committee and 

the IA unit characteristics, and IA contribution to the financial statement audit.  

Model 2, in turn, examines the relationship between IA contribution to the 

financial statement audit and external audit fees. 

FIGURE 3.1: The Conceptual Model 
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3.3 Audit Committee Oversight Effectiveness 

As previously discussed in Chapter 2 (Section 2.3), the relationship between 

audit committees and internal auditors is considered vital for achieving an 

effective control environment. The IA function’s major responsibility as an 

internal governance mechanism is to ensure internal controls and other facets of 

the financial reporting system are effective.  Audit committees’ key responsibility 

is    to oversee the quality of the financial reporting of the organisation.  Audit 

committees also have the authority to direct organisational resources towards 

establishing appropriate internal controls and other governance mechanisms.  

 

Audit committees, thus have the potential to improve the quality of the IA 

function in several ways:  First, by ensuring that the IA activities have been 

directed towards the organisational operations with the highest risk exposure 

where benefits from such activities can be fully utilised.  Second, by ensuring 

that adequate resources are available to IA in order to undertake all necessary 

activities in meeting the IA program’s objectives. Third, by facilitating proper 

communication between the internal and external auditors so that all material 

areas of the organisational activities are properly audited and all complaints and 

concerns raised by external auditors are properly attended to (Vinten & Lee, 

1993).  Fourth, by enhancing organisational status of the IA function and 

strengthening internal auditors’ ability to resist management pressure.   For 

instance, by having a direct reporting line and private meetings with audit 

committees, IA independence from management may be promoted and 

discussion of sensitive issues regarding management decisions and actions can be 

facilitated (Gul & Subramaniam, 1994; Goodwin & Yeo, 2001; Goodwin, 2003).  
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In sum, an audit committee may aid the IA function by ensuring that internal 

auditors are: 1) covering key risk areas; 2) properly resourced; 3) independent 

from management influence; and 4) their recommendations made to management 

are followed up.   

 

Prior studies, however, have shown that not all audit committees are effective in 

carrying out their tasks and that they may vary in their effectiveness.  For 

example, as argued by Scarbrough, et al. (1998, p.182), “there is a difference 

between having an audit committee and having an effective audit committee”. 

Recent studies emphasise that the characteristics of an audit committee such as its 

composition and diligence are important determinants of its effectiveness. In 

particular, as previously noted in Chapter 1 (Section 1.4), audit committee 

characteristics such as its independence (Abbott et al. 2004; Abbott & Parker, 

2000; Carcello & Neal, 2000; Klein, 2002; Raghunandan et al., 2001); 

knowledge and experience (Beasley & Salterio, 2001; DeZoort, 1997; Kalbers, 

1992; Kalbers & Fogarthy, 1993) and the level of diligence as reflected by its 

interactions with both internal auditors and external auditors (Scarbrough et al. 

1998; Raghunandan et al., 2001; Goodwin & Yeo, 2001, Goodwin, 2003) are 

seen as essential attributes that enhance an audit committee’s ability to discharge 

its responsibilities.  

 

The BRC (1999), The Treadway Commission (1987) and the National 

Association of Corporate Directors (NACD, 1999) also suggest that audit 

committees are likely to be more effective in overseeing credibility of the 

financial reporting if committee members consist solely of independent 
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directors.15 Likewise, in this study, it is argued that audit committee 

characteristics such as its composition and its interactions with the internal 

auditor are likely to affect the audit committee’s ability to support the IA function 

and, consequently, this will be reflected in effectiveness of the IA function and 

the propensity of the IA function to contribute to the financial statement audit. 

 

In the following section, hypotheses are developed between IA contribution to 

the financial statement audit, and two (2) dimensions of an audit committee 

composition, namely audit committee independence from management and audit 

committee members’ knowledge in accounting, auditing and finance. 

Specifically, it is argued that audit committees comprised mainly of independent 

directors and audit committee members with experience and knowledge in 

accounting, auditing and finance are likely to have a positive effect on IA 

efficacy, leading to more favourable perceptions by external auditors on the IA 

function. Consequently, this increases the propensity of internal auditors to 

contribute to their financial statement audit. 

 
 
3.3 HYPOTHESES DEVELOPMENT 
 
3.3.1   Independence of Audit Committees 

A key characteristic of an audit committee’s effectiveness is its independence 

from management  (BRC 1999; POB, 1993).     Independence has been defined 

as having “no relationship to the corporation that may interfere with the exercise 

 
15 Independent directors are outside directors who are not employees of the organisation. 
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of their independence from management and the corporation” (BRC, 1999).16   

Likewise, the Smith Report (2003) and Gaved (1997) refer to independence as 

the extent to which an audit committee consists of non-executive directors. The 

first recommendation of the BRC report states that directors should not be 

considered independent if (1) the director or a member of his/her immediate 

family was an employee of the company of its affiliates within the past five (5) 

years; (2) the director received compensation for work other than board service; 

or (3) the director serves as a partner or controlling shareholders or executive of a 

business with which the company has significant business. Further, the second 

recommendation of the BRC calls for NYSE and the National Association of 

Securities Dealers (NASD) to modify their requirements so that listed companies 

have audit committees comprised solely of independent directors. 

 

Several other independent advisory bodies have also developed guidelines 

proposing the reform of both the audit process and the audit committee. For 

instance, the Treadway Commission (1987) recommends that: “the audit 

committee members of all public companies should be composed of solely 

independent directors”. Similarly, the American Law Institute (1994) 

recommends that the audit committee should be composed exclusively of 

directors who are neither employed by the corporation nor were employed within 

the two (2) preceding years, including at least a majority of members who have 

no significant relationship with the corporation’s senior executives.  More 

recently, the SOX (2002) requires that all members of an audit committee be 

 
 
16 Goodwin and Yeow (2001, p.109) define independence “as not having a relationship which 
would interfere with the exercise of independent judgment in carrying out the functions of the 
committee”. 
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independent of the firm’s management, and that the committee oversee the 

accounting and financial reporting processes as well as the audit of the financial 

statements.  

 

While the KLSE Listing Requirements have not specifically defined 

independence, it has emphasised in Para 15.10 (1)(b) that a majority of audit 

committee members must be independent directors. Para 15.11 that mandates the 

Chairman of the audit committee be an independent director. Further, in 

accentuating its attention on independence, the KLSE Listing Requirements in 

Para 15.10 (2) also disallows alternate directors to be appointed as members of 

audit committees.  Likewise, in 2003, the Australian Stock Exchange (ASX) has 

also recommended that companies within the S&P/ASX All Ordinaries Index to 

have an audit committee, with the majority of the committee to be composed of 

independent directors.17  Further, in 2003, the New Zealand Stock Exchange 

(NZSE) released proposed listing rule changes which also require all listed 

issuers to establish an audit committee (a majority of whom should be 

independent) with at least one of whom should have an accounting or financial 

background.  Thus, it appears that the various governance guidelines and 

regulatory requirements promote audit committees to comprise either a majority 

of independent directors/members or comprise fully of independent 

directors/members. 

 

In this study, it is argued that the greater the proportion of the independent (or 

outside) directors on the audit committee, the greater the effectiveness of the 

 
17 This index provides a measure of movements in the Australian stock market, based on the 
market prices of over 250 listed shares. 
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audit committee in overseeing the depth and scope of IA activities and 

procedures, which in turn would enhance the effectiveness of the IA function.   

The motivation for independent directors to seek a more effective IA function is 

seen to be related to two (2) reasons. 

 

First, independent audit committee members are more likely to demand higher 

audit quality in order to protect their reputation (Abbott & Parker, 2000; Carcello 

& Neal, 2000). According to reputational capital enhancement theory, 

independent directors generally hold a high reputation within the business 

community, and they view the directorship as a means of further developing their 

reputation as experts in decision making (Fama & Jensen, 1983).  Specifically, 

Beasley (1996) indicates that outside directors use their directorships to signal 

both to outsiders (e.g. investors) and external auditors that they (1) are decision 

experts, (2) understand the importance of decision controls, and (3) can work 

with such controls.  Abbott and Parker (2003) assert that, while an audit 

committee membership may enhance the reputational capital of these outside 

directors, it can also diminish their reputation if a financial misstatement occurs.  

As noted by Abbott et al. (2000, p. 56) “although audit committee service may 

increase a director’s reputation as a monitor, it also exacerbates the potential 

reputational damage should the misstatement occur while the director serves on 

the audit committee”.    As such, it is reasonable to expect independent directors 

to more actively seek a better functioning IA function, so as to ensure that 

financial reports and controls are in order (Abbott & Parker, 2000; Lavelle, 2002; 

Abbott et al., 2003; Abbott et al., 2004). Consequently, the larger the proportion 

of independent directors on an audit committee, the greater the demand for a 
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more effective IA to identify and avoid any financial misstatements, which would 

minimise the potential for financial misstatements, and consequently any 

detriment to their reputation. 

 

Second, independent directors tend not to have psychological ties with companies 

because unlike an executive director, they are not economically dependent on the 

company. Consequently, such directors would also be more willing to question 

management’s decisions.  As contended by Beasley, Carcello, Hermanson, and 

Lapides (2000), independent directors’ decisions are arguably less biased over an 

entity’s financial outcome and they would have less incentive to accept any 

mismanagement that may affect a firm’s financial performance. Likewise, 

Baysinger and Butler (1985) also found that independent audit committees were 

more willing to disagree with management on a variety of issues. For instance, 

when faced with financial reporting issues that may need further investigation 

(e.g. the effects of an accounting policy treatment) more independent audit 

committees are likely to seek in-depth audit coverage.   

  

Several studies have explored the relationship between the audit committee 

independence and financial outcomes.  For instance, Carcello and Neal (2000) 

examined the relationship between audit committee independence and auditor 

reporting behaviour, specifically for companies experiencing financial distress.  

The study focused on the relationship between the proportion of affiliated 

directors on an audit committee (i.e., directors who lack independence) and the 

likelihood that the auditor will issue a going concern report. The results indicate 

that for firms experiencing financial distress during 1994, the greater the 
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percentage of affiliated directors on the audit committee, the lower the 

probability that the auditor will issue a going-concern report. Likewise, Abbott et 

al. (2000), based on 78 matched pairs of fraud and no-fraud companies found that 

no-fraud companies tend to have more independent audit committees than fraud 

companies. Specifically, the findings indicate that the presence of an audit 

committee that meets minimum thresholds of activity and independence, will be 

associated with a decreased likelihood of both fraud and non-fraudulent 

misstatement. Their results also support specific recommendations of the BRC 

that would tighten independence requirements for listed firms and emphasise 

disclosure of duties and activities.  Both the results of Carcello and Neal (2000) 

and Abbott et al. (2000) also rely upon the assertion that audit committee 

independence of management does not have a personal and/or economic 

dependence on management.  Thus, the preservation of reputational capital as 

well as economic independence from management serve as key motivations for 

higher quality monitoring on the part of independent directors.  

 

Based on the above discussion it is likely that, more independent audit committee 

members may demand a wider IA scope when reviewing IA programs and 

reports in order to avoid being associated with financial misstatement incidences 

and to preserve their reputational capital.  Consequently, the IA function is 

expected to be more effective, which in turn increases the propensity of IA to 

contribute to the financial statement audit, particularly as the external auditors are 

likely to have more favourable perceptions of the IA function’s effectiveness. 

Therefore, the foregoing argument leads to the following hypothesis stated in an 

alternate form: 
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Hypothesis 1 

There is a positive relationship between the proportion of the independent 
members on audit committee and IA contribution to the financial statement 
audit.  
 

3.3.2  Audit committee members’ experience and knowledge in accounting, 
auditing and finance 

 

Experience and knowledge in accounting, auditing and finance is regarded as an 

important dimension for an audit committee (DeZoort, 1998; Kalbers & Fogarty, 

1993), as audit committee members that thoroughly understand their 

responsibilities and have the experience and knowledge in accounting, auditing 

and finance can be more conversant with financial and operational reports and 

issues that enable effective discharge of their oversight duties.  This is not 

surprising as some of the common oversight duties of audit committees include 

having an understanding of the entity’s risk management, financial decisions, and 

cost-benefit analysis of operational decisions.  Their experience and knowledge 

in accounting, auditing and finance will thus be essential for understanding the 

various issues. Furthermore, oversight judgements are generally subjective, and 

lack clear ‘right’ or ‘wrong’ answers, and having financial management 

experience helps in making better decisions on oversight matters relating to 

governance issues as oversight judgments are generally subjective.  

 

The experience held by audit committee members refers to “the amount of time 

spent working in areas related to assignment corporate oversight responsibilities” 

(DeZoort, 1998, p.2).  The BRC states that accounting or financial management 

Comment [MMU1]:  
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expertise may be demonstrated by: i) employment experience in finance or 

accounting; ii) a CPA certification or comparable experience; or iii) a position as 

a CEO or other senior officer with financial oversight responsibilities.   

 

In the United States, the Public Oversight Board (POB, 1993) stated its concern 

over the technical experience and knowledge among audit committee members, 

specifically noting that “in most corporations the responsibility for scrutiny of 

financial statements has been delegated by boards to their audit committees.18 

The experience of the members of the Board indicates that in too many instances 

the audit committees do not perform their duties adequately and in many cases do 

not understand their responsibilities” (POB, 1993, p.50). Further, the NACD 

(2000) and BRC (1999) have re-emphasised the importance of having audit 

committee members with experience in accounting-related areas. Specifically, 

these groups highlight the importance of “financial literacy” and “financial 

sophistication” within audit committees, including relevant accounting and 

financial expertise and experience in risk management and the audit function, 

which are all crucial to the audit committee’s role.19

 

In this study, it is argued that audit committee expertise in accounting, auditing 

and finance can improve the effectiveness of the IA function through a variety of 

 
18 The Public Oversight Board was formed by the AICPA in the United States with two primary 
objectives: (1) to oversee the AICPA’s peer view program which monitors the quality control 
programs of public accounting firms that audit publicly held; and (2) to oversee the activities of 
the quality control inquiry committee which reviews alleged audit failure situations. 
 
 
19 BRC (1999, p.26) defines financial literacy as “the ability to read and understand fundamental 
financial statements”, while financial expertise typically is in terms of “employment experience 
or certification in accounting and finance” (PricewaterhouseCoopers, 2000, p.4). 
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ways.  Firstly, an audit committee with financial expertise is more likely to better 

comprehend the IA program and ensure that the scope of the program is adequate 

for organisational needs.  Furthermore, audit committee members with such 

expertise are also able to better understand issues relating to risk assessment and 

the procedures necessary to identify and decrease risk exposure (DeZoort & 

Salterio, 2001). Consequently, an audit committee with greater expertise and 

knowledge is likely to undertake better oversight of the establishment of proper   

internal control systems.   

 

Prior research also suggests that audit committee members with knowledge and 

expertise in accounting, auditing and finance can ensure that mechanisms are in 

place to assure corporate responsibility and that effective internal controls are in 

place to prevent and detect material misstatement. McDaniel, Martin and Maines 

(2002) provided evidence on how financial experts (as opposed to financial 

literates) differ in their evaluations of financial reporting quality.  Their results 

suggest that financial literates are more likely than financial experts to identify 

concerns about reporting treatments for business activities that are prominent in 

the business press or are distinguished by their non-recurring nature, while 

experts are more likely to raise concerns about reporting treatments for less 

prominent, recurring activities.  Their results also suggest that the inclusion of 

financial experts on the audit committee is likely to change the structure and 

focus of audit committee discussions about financial reporting quality, and may 

improve the committee’s overall assessment of the quality of a companies’ 

financial report.  Thus, the financial knowledge and experience of audit 

committee members can greatly assist them in understanding the wide range of 
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existing and potential problems within an organisation (Raghunandan et al., 

2001; Scarbrough et al., 1998; Goodwin & Yeo, 2001). 

 

Secondly, the internal control system within organisations and the reporting 

procedures are becoming increasingly complex and technologically advanced.  

Audit committee members with the requisite accounting and financial knowledge 

and experience are thus more likely to ask the ‘right’ questions and therefore 

more easily detect any mis-information or incongruity in the financial reports 

(Menon & William, 1994).   

 

Prior studies also suggest that audit committee members’ with oversight 

experience and knowledge in accounting, auditing and finance make better 

judgements when compared with inexperienced ones.  For instance, DeZoort 

(1998) provided initial evidence that general domain and task-specific experience 

can affect audit committee members’ judgment on internal control evaluation.  

DeZoort (1998) examined the expertise of the audit committee as it related to 

audit committee’s oversight responsibilities in the evaluation of the firm’s system 

of internal control.  Using an experimental approach, he found significant 

differences between performance of audit committee members with auditing 

experience or previous internal control evaluation experience and audit 

committee members without such experience in an evaluation task.   The results 

provide support that the judgments of audit committee members’ experience 

related to internal control system are more consistent, have higher cue weights, 

self insight, consensus, and additional technical knowledge than do the members 
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without experience and knowledge in accounting, auditing and finance.  Thus, 

experience and knowledge is an important element of audit committee oversight 

duties, particularly those relating to internal control evaluation. 

 

In a similar vein, DeZoort and Salterio (2001) also found that, relative to audit 

committee members with less experience, those with more experience are able to 

synthesise and better relate to the risks undertaken by the external auditors.  

DeZoort and Salterio (2001) found that audit committees’ member accounting 

and auditing knowledge affected their judgements on the substance of issues 

related to an auditor-management dispute over an accounting policy issue.  

Specifically, they found that audit committee members with accounting 

experience and auditing knowledge were more likely to support the auditor rather 

than supporting the firm’s management. 

 

Based on the above discussion, it can be argued that audit committee members’ 

knowledge and expertise in financial management is likely to improve their 

oversight of the scope and activities of IA, as more knowledgeable and 

experienced audit committee members are able to more effectively understand 

financial reporting issues and monitor events.  This in turn is likely to enhance 

the efficiency of the IA function, and thus potentially increase the contribution by 

IA to financial statement audits.   
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Thus, the second hypothesis of this study, stated in the alternate form, is: 

Hypothesis 2 

There is a positive relationship between the extent of audit committee members’   
knowledge and experience in accounting, auditing and finance and IA 
contribution to the financial statement audit. 
 
 
 
 
 
3.3.3 The Extent of Interactions between Audit Committees and the IA 

Function 
 

Besides the composition of audit committees (i.e. independence from 

management and financial expertise of audit committee members), the extent of 

interactions between an audit committee and IA is another important facet 

expected to contribute to the improvement of IA effectiveness, which can 

potentially impact IA contribution to the financial statement audit.  Corporate 

governance guidelines such as the BRC (1999) and the Treadway Commission 

(1987) emphasise the importance of strong working relations between the audit 

committee and the IA function in preventing financial reporting problems 

(Scarbrough, et al.1998).  As argued by the BRC (1999), for an organisation to 

achieve maximum benefit, open lines of communication should exist between the 

IA and the audit committee. Further, the BRC (1999) recommends the threshold 

level of four (4) audit committee meetings per year.  The recent study by 

Gendron, Bedard and Gosselin (2004) using a case study of three (3) companies 

suggest that a key aspect of an audit committee’s duties is asking challenging 

questions and assessing responses provided by managers.  As noted by Gendron 

et al. (2004, p.169) “meetings in ‘effective’ audit committees may therefore be 

conceived of as arenas where attendees establish and secure their reputations of 
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trustworthiness”. Further, their results also indicate that in each meeting, audit 

committees focus on reviewing matters such as the accuracy of financial 

statements, the appropriateness of the wording used in financial reports, 

effectiveness of internal controls, and the quality of the work performed by the 

auditors. 

 

No doubt, audit committees interaction with IA is a broad concept and 

encompasses a variety of activities (Raghunandan et al., 2001).  In this study, the 

focus is on the following three (3) aspects of interactions between the audit 

committee and IA: (1) frequency of meetings between the audit committee and 

the chief internal auditor;  (2) audit committee reviews of IA proposals on their 

annual audit program/plans, their annual budget and coordination with external 

auditors; and (3) audit committee reviews of the results of IA activities 

specifically reviews of financial reporting, internal control and compliance with 

laws and regulations.  The selection of these activities is motivated by the 

discussions in the reports of the Treadway Commission (1987), BRC (1999) and 

also in prior studies by Raghunandan et al. (2001); Scarbrough et al. (1998); 

Goodwin and Yeo (2001) and Goodwin (2003).   

 
3.3.3 (a)   Frequency of meetings between the audit committee and  the chief 

internal auditor. 
 

Conducting regular meetings between the audit committee and chief internal 

auditors is widely recognised as a potential means of improving IA activities 

(Goodwin & Yeo, 2001; Scarbrough et al., 1998; Treadway Commission, 1987; 

Verschoor, 1992).  Raghunandan et al. (2001) note that both the audit committee 

and the IA function can benefit from regular meetings, as this allows exchange of 
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relevant information.  As a result of frequent meetings, the audit committee will 

remain informed and knowledgeable, enabling it to assist the chief internal 

auditor to resolve any problems more efficiently.  More frequent meetings also 

provide opportunities to take timely actions such as by exploring and undertaking 

in-depth discussions on ways to improve an organisation’s financial reporting 

system. Recent research supports the importance of audit committee meeting 

frequency.  For instance, Beasley et al. (2000) find that audit committees of fraud 

firms met less often than the audit committee of a non-fraud industry benchmark.  

Abbott et al. (2004) found that firms whose audit committees meet at least (4) 

four times annually are less likely to have restated the audited financial 

statements. 

 

Therefore, it can be argued that frequent meetings between the audit committee 

and the chief internal auditor are likely to enhance the efficiency of the IA 

function, and consequently improve external auditors’ assessment of the work 

completed by the IA. 

 
 
3.3.3(b) The Extent of Audit Committee Reviews of IA Programmes and 

Plans  
 
Another major responsibility of audit committees is to review the IA programmes 

and plans and ensure that the scope of the program and the resources allocated 

towards such programs including the annual budget are acceptable (BRC, 1999).  

Such reviews of IA programmes and plans of IA activities are able to affect the 

efficiency of the IA function, as audit committee members have the opportunity 

to check whether the scope of IA activities is wide enough to cover 

organisational activities that are exposed to high risks.   The committee can also 
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review whether the planned scope of IA activities is comprehensive and 

appropriate to the organisation’s needs (Kolins, Cangemi, & Tomasko, 1991). 

Additionally, audit committees can also ensure that communications between the 

internal and external auditors are well co-ordinated so that better quality 

discussions can take place. Finally, audit committees may also identify 

weaknesses in the IA plans, and offer suggestions to improve those plans; 

including improving budgetary provisions and ensuring that the objectives of the 

IA plans and budgets are met.  As revealed by Gendron, et al. (2004) on audit 

committee activities, audit committee members actively review the 

programmes/plans and results of IA activities in terms of the accuracy of 

financial statements, effectiveness of internal controls, and the coordination of 

work between external and internal auditors. Their results suggest that a key 

aspect of the work carried out by audit committee members consists of making 

the attendees in meetings feel comfortable, asking challenging questions and 

assessing responses provided by managers and auditors.  

 

3.3.3(c) The Extent of Audit Committee Reviews of the Result of IA Activities 
 

The audit committee also has a responsibility to review the results and outcomes 

of the IA program and activities. Upon completion of the IA activities and 

program, the findings of such reviews should be reported to the audit committee 

who are then expected to monitor the outcomes of the findings and 

recommendations made by IA (Braiotta, 1999). For instance, the audit committee 

should be able to identify whether management has acted on the 

recommendations of IA and if not, the reasons for non-compliance is required 

and whether the IA function can further assist management in such instances.  In 
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doing so, the audit committee can also demonstrate support for the IA’s position 

by ensuring management respond to the needs and recommendations of IA 

review. 

Clearly, audit committees that are more aware and attentive to needs of the IA 

function are more likely to promote IA effectiveness. This means, the closer and 

more intensive the interactions between audit committees and IA, the higher the 

likelihood that IA can operate efficiently.  As contended by Alison (1994, p.53), 

“one of the audit committee’s major responsibilities is to make certain that the 

internal auditor has support, not only from the audit committee, but from the 

whole organisation”.  No doubt, the IA function that receives strong support and 

regular feedback from the audit committee is more likely to be more objective 

and forceful in implementing control improvements.  Accordingly, such audit 

committees will contribute more towards enhancing IA effectiveness.  

Consequently, an effective IA function is more likely to contribute to the 

financial statement audit process. 

 
 

Based on the above discussion, it can be argued that the stronger the interactions 

between audit committees and IA, as reflected by: (i) frequency of meetings 

between audit committees and the chief internal auditor, (ii) the extent of audit 

committee reviews of IA programmes/plans, budget and coordination with 

external auditors, and (iii) the extent of audit committee reviews of the results of 

IA activities related to financial reporting, internal control and compliance with 

law and regulation, the more likely it is  that the efficacy of the IA function will 

be enhanced.  As such, external auditors are likely to become more confident in 

the work undertaken by the internal auditor, and be more receptive in using IA 
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work, thus increasing the propensity of IA contribution to the financial statement 

audit.  Based on the foregoing arguments the following hypotheses are stated in 

an alternative form: 

 
Hypothesis 3: 
There is a positive relationship between the extent of audit committee 
interactions with IA and IA contribution to the financial statement audit. 
 
Hypothesis 3(a)  
There is a positive relationship between frequency of meetings between the 
audit committee and the chief internal auditor and IA contribution to the 
financial statement audit. 
 
Hypothesis 3(b) 
There is a positive relationship between the extent to which an audit committee 
reviews IA programmes and plans and IA contribution to the financial 
statement audit. 
 
Hypothesis 3(c) 
There is a positive relationship between the extent to which the audit committee 
reviews the results of IA activities and IA contribution to the financial 
statement audit.    
 
 

3.4 The Characteristics of the IA function 

This study focuses on examining two (2) attributes of an IA unit, namely:  i) the 

size of the IA function; and ii) prior experience of the IA staff in auditing as 

surrogate measures of IA quality. 

 

In order to achieve a high level of IA efficiency, IA staff must be objective, 

competent and demonstrate good work performance. Results of a study by 

Wallace (1984b), which examined the relationship between the external auditor’s 

reliance on the IA work and audit fees, also suggest that the reliance of external 

auditors on the IA work was greater when the structure and role of the IA 

function were more formal, and significant relationships were found with other 
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attributes of the IA function.  Further, the extent of reliance of external auditors 

on IA work was found to be positively related to the extent of the scope of the 

internal auditor’s work, and the size of the IA function as measured by the 

number of staff and IA hours worked and the amount of expenditure on IA 

(Wallace, 1984b).  A recent study by Al-Twaijry et al. (2004) revealed that 

external auditors expressed concerns about both the size of the IA function and 

the scope of work, and how such characteristics affect their reliance on the IA 

function.  Results from the questionnaire survey and interviews with external and 

internal auditors suggest a low level of reliance of external auditor on the IA 

work, and   that this observation was related to the lack of qualified IA staff and 

the small size of many IA functions within Saudi Arabia.  Further, Al-Twaijry et 

al. (2004, p.929) also suggest, “if the IA department consists of quality IA staff in 

terms of their competence, objectivity, and work performance then they are likely 

to be more capable of contributing to an effective external audit.”   

 

In addition, for an IA unit to be effective, it needs to be well- resourced in order 

to meet the quantitative and qualitative demands of the audit process.  Both the 

quantity of the audit effort and the quality of professional care exercised will 

determine the overall quality of the IA work.  Larger sized IA units are likely to 

be better resourced through a broader scope of work, higher organisational status, 

and wider staff talent.  For instance, in a larger IA unit, there will be more staff, 

and consequently, it can be expected that the scope of IA work covered would be 

much in-depth and wider than in a smaller sized unit.   It is also noted that one 

way in which the Big Four firms can differentiate themselves from competitors is 

by developing expertise within specific industry sectors.  It is likely that larger 
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sized audit firm will have more resources to invest in areas of specialisation, e.g. 

tax consultation, leading to higher quality audits (Shockley & Holt, 1983).   

 

Furthermore, in larger sized functional units, there will be greater opportunities 

and flexibility in having a staff rotation schedule.  Given that IA staff over time 

are likely to develop familiarity with the operational and other organisational 

employees, staff rotation is likely to promote healthier relationships, resulting in 

more objective audit investigations. Empirical findings by Gul and Subramaniam 

(1994), for example, indicate a significant and negative relationship between 

internal auditor objectivity and auditor familiarity. Based on an experimental 

study, they found that internal auditors in situations of low familiarity with 

operating personnel were more objective when faced with an audit conflict than 

those auditors in situations of high familiarity. Gul and Subramaniam’s (1994) 

results thus suggest that IA staff rotation tend to enhance IA quality, and such 

practices are more likely to be undertaken in larger IA units.  Based on the above 

explanation, it can be argued that the size of the IA function indicate a higher 

quality work. This is because a larger sized IA function is likely to be better 

resources in terms of having broader work scope, higher organisational status and 

wider staff talent than a smaller IA unit, which would facilitate better quality 

audits. 

 

Likewise, it can be argued that a larger proportion of internal staff with prior 

audit experience in the IA unit is likely to enhance the quality of IA unit.  This is 

possible as it is expected that a functional unit with more experienced staff will 

undertake duties more efficiently because they would be more competent and 
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conversant in discharging their responsibilities based on prior work experience in 

such areas.  

 

Past studies suggest that the auditor should have professional qualification and 

prior experience if they are to lead a good quality audit (Brody et al., 1998; 

Cahill, 1994).  Boo and Koh’s (2004) study indicates that audit team quality and 

attributes such as their ability to suggest improvements to the internal control 

systems; operational efficiencies; risk management; and financial matters are 

important factors in ensuring the quality of services being delivered to the 

organisation.   This is because when more experienced staff encounter difficult 

situations or complex multi-tasks, they will be able to deal with such situations 

more quickly and effectively than their less experienced counterparts.  

Experience is important for internal auditors, as many oversight judgements are 

subjective and managerial action may have more pervading effects than that 

which meets the eye.  Therefore, in the absence of objective criteria, IA staff that 

not possessing prior experience in auditing (or less experience) are more likely to 

make suboptimal decisions in primary oversight domains, for example in 

accounting and auditing areas. In particular, inexperienced IA staff may lack the 

technical knowledge needed and not understand the wide range of existing and 

potential problems, nor possess necessary problem-solving skills (DeZoort, 

1998).  In addition, the IA staff with prior experience and expertise in auditing 

are also expected to provide more valuable input towards improving the internal 

controls of the organisation (Brody et al., 1998).  As such, it can be argued that 

staff with prior experience in auditing will undertake their duties more efficiently, 
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as they would be more competent and conversant in discharging their work due 

to their prior experience.   

 

Based on the preceding discussions, it is posited that, a larger sized IA unit with a 

higher proportion of staff with prior audit experience is expected to be of better 

quality than smaller IA units and those units with a low proportion of staff with 

IA experience, leading to greater propensity for external auditors to rely on IA 

work. Thus, the fourth sets of hypotheses are as shown below, stated in their 

alternate form: 

 
Hypothesis 4:  
There is a positive relationship between IA quality and IA contribution to the 
financial statement 
 

Hypothesis 4(a) 
There is a positive relationship between the size of the IA function and IA 
contribution to the financial statement audit 
 
 
Hypothesis 4(b) 
There is a positive relationship between prior experiences of IA staff in 
auditing and IA contribution to the financial statement audit 
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3.5 IA Contribution to Financial Statement Audits and External Audit 

Fees 
 
FIGURE 3.2:  The Relationship between IA Contribution to Financial 

Statement Audits and External Audit Fees (Model 2). 
 
 
 
  

 External Audit Fees 
(DV) 
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In recent years, a voluminous body of research into the determinants of audit fees 

has been conducted (Goodwin & Kent, 2004; Abbott et al, 2003; Waresul & 

Moizer, 1996; Simunic, 1980).  Accounting and auditing revenues continue to 

face downward pressures.  The market for audit services is saturated with 

significant competition among public accounting firms (Linacre, 2004, Felix et 

al., 2001; Gramling, 1999).  This situation presently provides a strong bargaining 

position for the client companies to minimise their external audit costs through 

audit tendering (Beattie & Fearnley, 1998; Carey et al., 2000).  External auditors 

have to remain competitive in the audit market and at the same time try to find 

ways to reduce audit costs.  Audit firms have traditionally competed through 

audit fee discounting, low balling and audit mergers to attract their clients 

(Beattie & Fearnley, 1998).  Further, reliance on IA work is increasingly viewed 

as a potential means of improving external audit efficiency, and consequently 

leads to lower audit fees. Prior studies investigating the existence of a negative 

association between the external audit fee and external auditors’ reliance on the 
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work of internal auditors (alternatively, IA contribution to the financial statement 

audit) can be classified into two (2) categories.   

 

The studies in the first category used a measure of the total monetary resources 

consumed by the IA function as a surrogate measure of external auditors’ reliance 

on IA work, and tested its relationship with external audit fees (Wallace, 1984b).  

The basic assumption of the model is that the more monetary resources used by 

internal auditors, the greater the contribution internal auditors make to the 

completion of the external financial report (Carey et al., 2000).  Based on the data 

of 32 companies, Wallace (1984b) examined the link between the total 

expenditure for the IA department and the external audit fees.  The results 

indicate a significant negative association exists between the total monetary 

resources consumed by the IA and external audit fees, suggesting a negative 

relationship between IA contribution to the financial statement audit and external 

audit fees. 20

 

In the second category, studies used a psychometric measure of external auditors’ 

assessment of IA contribution to the financial statement audit (Elliot & Korpi, 

1978; Felix et al., 2001; Stein et al., 1994). In general, the measure was based on 

the external auditor’s assessment of reliance on IA work, either as a percentage of 

the reliance placed on the work completed by the IA function (on scale from 0 to 

100 percent) or as a dichotomous variable (0= no/low reliance on IA work, and 

1= moderate/high reliance on IA work).   For example, Elliot and Korpi’s (1978) 
 

20 The implicit assumption being that the more monetary resources used by the internal auditors, 
the greater the contribution internal auditors make to the completion of the financial statement 
audit, thus reducing external audit fees. 
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study used a continuous measure of external auditors’ reliance on IA and the 

results indicated that the percentage reduction of external work due to external 

auditors’ reliance on IA is significant in predicting audit fees.  While these results 

provide support for a negative relationship between IA contribution to the 

financial statement audit and external audit fees, it should be noted that the 

sample of this study consists only of manufacturing companies and financial 

institutions from a single external audit firm. 

 

In contrast, using a dichotomous measure of IA contribution to the financial 

statement audit, Stein et al. (1994) modelled the determinants of audit fees for 

financial services clients and industrial clients with IA contribution to the 

financial statement audit as one of the predictors. The question was worded as 

being either extensive/moderate or limited/none, and the measure is likely to 

capture only the type of contribution in which internal auditors act as assistants to 

the external auditor.21 Contrary to expectations, results of Stein et al.’s (1994) 

study failed to confirm the negative association between the external auditor’s 

reliance on IA work and the external audit fees.  A possible explanation for the 

non-significant result was seen to relate to the dichotomous measure being too 

restricted and that the measure may not have fully captured both forms of IA 

contribution. 

 
 
21 External auditors are potentially able to utilise IA work via two (2) approaches.  One of these is 
to have the internal auditors work as assistants under the direct supervision of the external 
auditors; the second approach is to rely on relevant work completed by the IA function on its 
own. 
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A study by Carey et al. (2000) used a combination of  measures of external 

auditors’ reliance on the work of IA (i.e. both continuous and dichotomous 

measure) and examined their association with audit fees.  The study utilised a 

cross sectional survey design and the sample comprised 60 companies listed on 

the ASX.   Specifically, three (3) alternative proxy measures of external auditor 

reliance on IA work were used: (1) the estimated costs of internal auditors 

performing financial statement audit work; (2) auditee assessment of internal 

auditors’ contribution to the external audit; and (3) the existence of IA.  Contrary 

to expectations, findings of the study indicate that none of the proxy measures of 

IA contribution to financial statement audit was significantly related to external 

audit fees.  The results from Carey et al. (2000) are consistent with the results 

from Stein et al.(1994), indicating that the external auditor’s reliance on the 

internal auditors work is not significantly related to external audit fees.       

 

More recently, Felix et al. (2001) investigated whether IA contribution to the 

financial statement audit is a determinant of external audit fees, and examined 

factors that influence the contribution of IA to the financial statement audit.  The 

results reveal that IA contribution, measured as a continuous variable, is a 

significant determinant of the external audit fee.  Specifically, the greater the 

contribution of the internal auditors to the financial statement, the lower the audit 

fee.  The results of this study are based on a unique data-set comprised of 

publicly available data matched with survey responses from internal and external 

auditors affiliated with seventy (70) non-financial services Fortune 1000 firms.  

Further, the findings also suggest that client firms can potentially affect IA 
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contribution by investing in IA quality, making the IA function available to assist 

external auditors and facilitating the coordination of work between internal and 

external auditors.  

 

Interestingly, Goodwin and Kent (2004) more recently conducted a study in 

Australia that examined the relationship between the existence of an IA function 

and audit fees.  At the time the study was conducted, the use of audit committees 

and IA were voluntary.  Data was collected by undertaking a survey of 406 

publicly listed Australian companies and information disclosed in the annual 

report of these companies.22  Inconsistent with prior studies such as Felix et al. 

(2001); Carey et al. (2000) and Wallace (1984), the results of this study suggest a 

significant positive association between the existence of the IA function and audit 

fees. This suggests that entities use IA and external audit as complementary 

monitoring mechanisms rather than regarding the IA as a substitute for external 

audit. However, unlike previous studies that used more direct measures of IA 

contribution to the financial statement, Goodwin and Kent (2004)’s study merely 

looked at the association between the existence of an IA and audit fees. 

 

Using an experimental approach, Gramling (1999) examined whether audit 

managers’ planning decisions are influenced by client fee pressure and by the 

preferences of the audit partners. Gramling (1999) experimentally examined 

these issues by having audit managers complete a case in which they were asked 

 
 
22 The Government’s Corporate Law Economic Reform Program (CLERP 9 2003) proposes 
mandatory audit committee for the Top 500 listed companies. Further, the ASX amended its 
listing rules in 2003, requiring any company that was included in the S&P/ASX All Ordinaries 
Index at the beginning of its financial year to have an audit committee during that year. In 
addition, the ASX Corporate Governance Council (2003) recommends an audit committee for all 
companies. 
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to determined how the work performed by a client’s IA department will affect 

planned external audit procedures, in an environment where the quality of the IA 

department is questionable. Further, client preferences and audit partner 

preferences were manipulated between subjects. Client preferences were 

operationalised as an explicit preference for: (1) lower audit fees (i.e., high fee 

pressure); or (2) quality audit work (i.e., no explicit concern regarding audit fees) 

whereas audit partner preferences were operationalised as an explicit preference 

for: (1) efficiency and profitability; or (2) audit quality and professional 

skepticism.    

 

The results indicate that audit managers encountering clients who impose a high 

level of fee pressure tended to rely on the IA’s work to a greater extent than do 

audit managers encountering clients who emphasise a concern for audit quality.  

Audit partner preferences were also found to influence the reliance decisions; 

however, the results do not provide evidence of an interactive effect of client fee 

pressure and partner preferences on managers’ reliance decisions.  In conclusion, 

it appears that external auditors will be more willing to rely on IA work as the 

pressure to minimise audit fees increases.  In summary, based on the above 

discussions, the following hypothesis is proposed, stated in an alternate form:   

Hypothesis 5 

There is a negative relationship between IA contribution to the financial 
statement audit and external audit fees. 
 
 
 
 
 
 



 80 

  

 
3.6 Overview of the Chapter 
 
This chapter provides the definitions and reasons for selecting variables for 

Models 1 (IA Contribution) and 2 (Audit fees). Model 1 focuses on the impact of 

three (3) characteristics of the audit committee, two (2) characteristics of the IA 

function on IA contribution to the financial statement audit.  Model 2, in turn, 

investigates the relationship between IA contribution to the financial statement 

audit and external audit fees.   In particular, based on the theoretical explanation, 

it is argued that the composition of audit committees (such as their independence 

from management and experience and knowledge of audit committee members in 

accounting, auditing and finance) can improve the efficacy of the IA function 

thus leading to greater contribution of IA to the financial statement audit.  

Further, it is also argued that the level of activity (such as the frequency of 

meetings between the chief internal auditor and audit committees, the extent of 

audit committee reviews of IA programmes/plans, and the results of IA activities 

of the audit committee) are positively associated with IA contribution to the 

financial statement audit through their impact on IA function effectiveness.  

 

In addition, it was hypothesised that the larger the size of the IA function and the 

greater the proportion of IA staff with prior experience in auditing, the greater the 

efficiency of the IA function thus leading to higher reliance of external auditors 

on IA work.  Finally, with respect Model 2, it was hypothesised that there will be 

a negative relationship between IA contribution to the financial statement audit 

and audit fees.    
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4.1 Introduction 

The purpose of this chapter is to discuss the research method adopted for testing 

the hypotheses developed in Chapter 3. A multi-method approach using both 

quantitative and qualitative methods was adopted for collecting data.  

Specifically, the methods used include conducting personal interviews, 

questionnaire survey, and using archival data (i.e. data from annual reports of 

participant companies). 

 
A multi method approach was chosen because it enables data triangulation to take 

place.   Data triangulation refers to the use of a variety of data collection methods 

within a study in order to enhance the validity of the study.  For example, semi 

structured interviews may be a valuable way of triangulating data collected by 

other means, such as questionnaires (Saunders, Lewis, & Thornhill, 2000). 23

 

Each type of data collection methods has some biases associated with it. 

Qualitative methods entail weaknesses such as the researcher’s detachment, while 

quantitative methods, for example the questionnaire survey, lacks richness in 

detail of the phenomenon studied (Hoque & Hoper, 1997). Thus, collecting data 

through a triangulation method from multiple sources lends to greater rigor in the 

research findings (Sakaran, 2003, p.256). 

 

 
23 Validity is concerned with whether the findings are really about what they appear to be about 
(Saunders et al., 2000, p.101). 
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4.2 Data Collection Review 

To gather a full range of views on the relationship between audit committee, IA 

and specific aspects of the external audit, this study employs both a questionnaire 

survey and semi structured interviews.  The first phase of the study aims to reveal 

the determinants of IA contribution to financial statement audits by using a 

questionnaire survey of both internal and external auditors, and as well as to 

investigate the relationship of IA contribution to the financial statement audit and 

audit fees.   A total of 502 postal questionnaires were sent to all publicly listed 

companies appearing in the KLSE Main Board for the year ending 2002.  

 

In the second phase, the interviews were designed to enhance and supplement the 

information gained from the mail questionnaire survey about the effect of 

corporate governance variables such as audit committee and IA unit 

characteristics on IA contribution to the financial statement audit, and the 

subsequent implications of such contribution on audit fees.  Eleven interviews 

were conducted with the chief internal auditors of publicly listed companies to 

elicit their perceptions of factors affecting the interactions between IA, the audit 

committee, and the external auditor and their implications for the IA processes, 

and consequently for the financial statement audit and audit fees.  
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4.3 Phase 1: The Mail Questionnaire Survey 

4.3.1 Survey Questionnaire 

The main objective of the questionnaire survey in this study is to test the 

hypotheses in Chapter 3. Following Felix et al. (2001, 2005), two (2) sets of 

questionnaire were prepared to gain the perceptions of the internal as well as the 

external auditors in order to compare their responses. The first questionnaire was 

sent to the directors of IA departments/chief internal auditors to gather their 

assessment of the extent to which the IA function contributes to external auditors’ 

work. The second questionnaire was distributed to partners from a public 

accounting firm to assess their views on factors that influence their reliance on 

their clients’ IA work.   

 

The development of the questionnaires involved a review of past literature with 

the objective of identifying and constructing the appropriate instruments to 

measure the variables of the study.  Additionally, pilot interviews were conducted 

with five (5) practitioners and two (2) academics to source feedback.  A review 

of past literature and the feedback from the pilot study led to the selection of 

appropriate instruments, which in turn led to the design of a preliminary 

questionnaire set. Both the questionnaire versions, i.e. that relating to the internal 

auditors as well as external auditors were developed based on adaptations from 

the questionnaires used in Felix et al. (2001, 2005), Goodwin and Seow (2000), 

Goodwin and Yeo (2001), and Carey and Subramaniam’s (2005) studies.  

 

 

 



 84 

  

4.3.2 Overview of Survey Questionnaire 

The first questionnaire was designed for internal auditors and entailed four (4) 

sections: 

 
Section A required respondents to provide all the general information about the 

respondents and their companies.  For instance, the respondents were being asked 

to provide information regarding their position such as the number of years they 

have been working in that organisation, their present position in the organisation, 

the number of years they have been an internal auditor and their professional 

qualification. Further, the respondents were asked to provide the name and the 

mailing address of their external auditors, the approximate amount of total fees 

charged for that year and the length of independent audit services provided by the 

external auditor. 

 

Section B of the questionnaire was concerned with assessing audit committee 

characteristics.  The respondents were asked to provide the information regarding 

the size of audit committee; the proportion of independent director on the audit 

committee; the extent of audit committee knowledge in auditing, accounting and 

finance; frequency of meetings between the chief internal auditor and audit 

committee, the extent of audit committee reviews of the IA programmes/plans, 

and the extent of audit committee reviews of the results of IA activities. Most of 

the questions were adapted from Goodwin and Yeo (2001) and Raghunandan et 

al. (2001).   
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Section C required information on IA characteristics such as the size of IA staff, 

the proportion of IA staff with auditing experience, the total annual IA budget 

and the extent that the organisation relies on external audit fees for significant 

non-audit services. Questions were adapted from previous studies by Carey & 

Subramaniam (2005); and Goodwin and Kent (2004).   

 

Finally, questions from Section D were related to the extent of IA contribution to 

the financial statement and were adapted from Felix et al. (2001, 2005). Such 

questions required respondents to give feedback on the percentage of IA 

contribution to the financial statement audit; the extent that the IA did not have 

available time to provide assistance to the external auditors during the financial 

statement audit; perception of respondents relating to the level of inherent risk in 

the absence of internal controls in the organisation; and the extent of co-

ordination between internal and external auditors.  

 

The second questionnaire was designed for the external auditor and it comprised 

of two (2) sections.  Section A required the respondents to provide general 

information about the respondents’ organisation, whereas, the questions asked in 

Section B is similar to Section D of the first set of questionnaire designed for the 

internal auditors. Section C required respondents to provide their opinion on the 

extent of their interaction with the audit committee of clients’ organisation. Most 

of the questions from Section B were adapted from Felix et al. (2001, 2005). 

Both  (internal and external) questionnaires are provided in Appendices 1B and 

2B respectively. 
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4.3.3 Pilot study 

A pilot study is conducted to detect weaknesses in the design and instrumentation 

(Cooper & Schindler, 2001).  In particular, the pilot interviews were chosen to 

provide a range of perspectives with respect to the role of chief internal auditors 

as an internal monitoring mechanism for the organisation, and their relationship 

with other corporate governance units such as the audit committee. The pilot 

interviews involved three (3) chief internal auditors; two (2) partners from the 

public accounting firms and two (2) academics with prior audit experience were 

interviewed.  Upon completion of the pilot interviews, both questionnaires were 

revised and the draft questionnaires were further tested with 15 participants based 

on the feedback from the interviews and a review of past literature.  Ten (10) of 

the participants were senior academic faculty members (five (5) from Australia 

and the remaining five (5) from Malaysia).  The senior academics were chosen 

because of their experience in professional practice and their acknowledged 

expertise in the areas under research. The other five (5) participants were selected 

from practitioners (three (3) chief internal auditors currently attached to firms 

listed on the KLSE Main Board in Malaysia, a partner from a medium-sized 

public accounting firm in Malaysia and a chief internal auditor from one of the 

public sector entities in Australia).  The chief internal auditors and audit partners 

were chosen because of their substantial experience as accountants and auditors.   

 
The draft questionnaire package contained a cover letter explaining the objective 

of the pilot study, copies of both questionnaires (internal and external auditor 

versions), and a pre-paid addressed reply envelope.  The cover letter delineated 

the objectives of the pilot  
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study and assured respondents of their anonymity.  The respondents were 

requested to complete both questionnaires to mark any item they found to be 

unclear. All 15 participants returned their questionnaires. 

 

With respect to the first questionnaire that was addressed to the chief internal 

auditor, 15 participants agreed that the instructions were clear.  Nine (9) 

participants agreed that the questionnaire was easy to read, while six (6) 

participants suggested reordering and minor changes to the wording of the 

questions. Other general comments included a preference for a slightly shorter 

version and recommendations of a change from dichotomous variables to a 

seven-point Likert scale for the questions related to: (1) reliance on the external 

auditor for significant non audit services (refer to Section C, Question 11); the 

perception of the internal auditor regarding the level of inherent risk in the 

absence of internal controls in the client’s organisation (refer to Section D, 

Question 4). The time taken to complete the questionnaire, addressed to the chief 

internal auditor, was reported to vary from 25-35 minutes (a copy of cover letter 

and the IA questionnaire are provided in Appendices 1A and 1B respectively). 

 

For the matching questionnaire set addressed to the external auditor, all the 15 

participants agreed that the questionnaire was concise and clear.  Other feedback 

received related to the wording of the questionnaire and the cover letter. One   

participant recommended the cover letter be shortened and the wording of the 

questionnaire be simplified.  The only change made was to the scale of the 

question relating to the perception of partners of a public accounting firm 

regarding the level of inherent risk in the absence of internal controls in the 
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client’s organisation (Section B, Question 5).  The scale was modified from a 

dichotomous measurement to a seven-point Likert scale measurement. This scale 

differs from Felix et al. (2001), in which a dichotomous measurement was used 

in their study.  The time taken to complete the questionnaire addressed to the 

partner of the public accounting firm was about ten (10) to 20 minutes.  To draw 

an overview of the questionnaire, all participants were asked to provide feedback 

on the structure and content of the draft questionnaires and the appropriateness of 

the cover letter addressed to them. On the basis of the above feedback and 

comments, the questionnaires were refined (a copy of cover letter and the 

external auditor’s questionnaire are provided in Appendices 2A and 2B). 

 

4.3.4 Survey Administration  

A total of 561 companies listed on the KLSE Main Board for the year-end 2002 

were identified. However, companies classified under finance industry were 

excluded from the main sample, because such companies are also governed by 

other regulatory bodies, i.e. the Bank Negara Malaysia.  Specifically, such 

companies have to comply with the regulations from both Bank Negara Malaysia 

and the KLSE requirements; thus, they have to follow more stringent regulations 

from both regulatory bodies. After excluding such companies, the final sample 

numbered 502 companies. 

 

The selection of the KLSE companies offers several advantages over non-listed 

companies.  Firstly, annual financial reports are publicly available. All listed 

companies must submit their annual reports to the KLSE within a stipulated 

period.  Further, they are required by the Companies Act, 1965, to file annual 



 89 

  

                                                

reports to the Registrar of Companies.  Secondly, the sample from the KLSE 

publicly listed companies represents various industries that operate their business 

activities in Malaysia.  Finally, the data extracted from annual reports were 

verified using the KLSE annual handbook.  

 

4.3.5 Survey Sample  

A total number of 502 questionnaire packages containing a cover letter, the 

questionnaire and a reply-paid pre-addressed envelope were mailed to the chief 

internal auditor of the publicly listed company listed on the KLSE Main Board.  

The final sample also reflected companies from various industries such as 

industrial product, consumer products, technology, trading and services, 

properties, plantations, construction, hotels and infrastructure.  The cover letter 

assured anonymity, explained the objectives of the study, and stressed the 

importance of their co-operation. A follow-up telephone call was made within 10 

to 14 working days to each company. Additionally, the chief internal auditors 

were requested to enclose the name of partners, who were in charge of their audit, 

and the names and addresses of public accounting firms.24 Survey data collection 

occurred over a four-month period (September-December, 2003).  Of the 502 

questionnaires distributed to chief internal auditors, a total of 101 responses were 

returned, yielding a response rate of 20.01 per cent.  Of these responses, 11 were 

eliminated from the sample because the respondents had not completed one 

question in Section D, which was related to the IA contribution to the financial 

statement audit (IACONTRB).  The completion of this question was essential for 

 
 
24 The chief internal auditors were asked to provide the name of the partner-in-charge and the 
name of the public accounting firms to ensure that the matching questionnaire will be sent to the 
appropriate partner in-charge of the client’s audit. 
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hypotheses testing, as this question was used to measure the extent to which the 

IA contributes to the financial statement audit.  Further, 14 cases were eliminated 

due to the fact that such companies fully outsourced their IA functions; thus, the 

information in relation to the characteristics of the IA function [size of the IA 

function (IAQUAL1) and prior experience of the IA staff in auditing 

(IAQUAL2)] of companies were unavailable, thereby reducing the final sample 

to 76 (15.14 per cent) companies for Model 1.  For Model 2 (audit fees model), 

only 75 (15.14 per cent) responses were included. Additionally, one case was 

eliminated due to a multivariate outlier. Further, details on survey responses are   

provided in Table 5.1 in Chapter 5. 

 

After the deduction of missing data, the usable responses for Model 1 are 76.  

Following that, the name of the partner in-charge of the client’s audit, and the 

name and address of the public accounting firm were identified.  A total number 

of 76 matching questionnaire packages containing a cover letter, the 

questionnaire and a reply-paid pre-addressed envelope, were then mailed to the 

partners of the public accounting firms responsible for conducting financial 

statement audits of each organisation.25 However, out of a total of 76 matching 

questionnaires mailed to partners of the external audit public firms, only three (3) 

(3.9 per cent) respondents returned the completed questionnaires. Due to the low 

response rate from the partners of public accounting firms, 25 random telephone 

 
 
25 In contrast to Felix et al.’s (2001) study, I did not ask chief internal auditors to forward 
matching questionnaires to their external auditors in order to ease the process. I felt that giving 
the chief internal auditors a task to complete might put them under pressure to complete the task, 
and hence put them off from responding to the survey questionnaire.  Therefore, I only asked 
them to enclose the names of the partner in-charge of their financial statement audit and the 
names of the public accounting firm, to whom I subsequently sent a matching questionnaire.  
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calls were made to the non-respondent external audit firms to enquire about their 

reasons for not responding.   

 
The following reasons were elicited from the non-respondents for not replying: i) 

concerns of the exposure of information proprietary to the client company with 

respect to the quality of clients’ IA department, and the related threat on their 

position as the client’s external auditor; ii) lack of time to attend to the survey 

questionnaire due to their busy schedule; and iii) due to the rotation of partners-

in-charge, new partners claimed that they did not have sufficient knowledge 

about the quality of the client’s IA department. Further, three (3) partners had 

responded via email advising that they were not able to participate in the survey 

due to the confidentiality statement signed with their clients. Therefore, due to 

the unavailability of matching data from external auditor respondents, the 

responses from the internal auditor respondents were used to test the various 

hypotheses in this study.26

 

To address the possibility of non-response bias, the respondents’ firms were 

compared with the total population of listed companies on Main Board in 

Malaysia during 2002.  As shown in Table 4.1, a comparison of the distribution 

of sectors between all companies listed on the KLSE Main Board (population 

distribution) and the sample of respondents’companies (sample distribution) was 

undertaken. The results indicate that the distribution is largely comparable. For 

 
26 While the use of internal auditors as the main respondents may create “response bias”, this 
limitation has been addressed in the final chapter of this thesis. Furthermore, prior studies such as 
Morrill and Morrill (2003) indicate strong correlations between the internal and external auditors’ 
assessments of the extent of IA contribution to the financial statement audit. 
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instance, while 25.3 per cent of the population made up of trading and services 

sector, 25 per cent of the sample distribution is also made up from trading and 

services sector.  The majority of companies in the population are from two (2) 

sectors made up from industrial product and trading and services sectors. 

Likewise, for the sample respondents the two largest respondents are also from 

these two (2) sectors namely the industrial product and trading and services 

sectors. 

 
TABLE 4.1: Total Companies vs Respondent’s Companies 

 
 

Industry Classification 

  
Total 

companies  
Sample 

Frequency 

Distribution 
Population 
(Per cent) 

Sample  
Distribution 

(Per cent)  
Industrial Product 127 26 25.3 25.0 

Trading and Services 118 19 23.5 34.2  

Properties 87 10 17.3 13.2  

Consumer Product 64 6 12.7   6.6 

Plantation 37 5  7.4  7.9 

Technology 15 4  3.0  5.3 

Construction 40 4  8.0  5.3 

Hotels 7 1  1.4  1.3 

Infrastructure Project 7 1  1.4  1.3 

  
502

 
76

 
100

 
100

 

A second test for non-response bias was also conducted, whereby a t-test was run 

for all variables used for Models 1 and 2 to test for any differences between the 

first mailing and those received after the follow-up letter was sent.  No significant 

differences were found (p< .05) between early and late responses, suggesting that 

non-response bias is not a problem.  
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4.4 MODEL SPECIFICATION 

4.4.1 The Impact of Audit Committee and the IA Function Characteristics 
on IA Contribution to Financial Statement Audits   

 
The first part of this study examines the impact of the audit committee and IA 

characteristics and the IA contribution to the financial statement audit.  To test 

Hypotheses 1, 2, 3 and 4 an adapted version of Felix et al. (2001) i.e. Model 1 as 

shown below was run.27

Model 1:   

IACONTRB = β0 + β 1AVAIL + β 2COORD  + b β 3IR +β 4 INDUST +  
β5TECHNOL++ β 6TRADING + β 7OUTSIDE+ β 8ACEXP 
+β9FREQ+ β 10REVIEW1+  β 11REVIEW2+ β 12IAQUAL1 + 
β 13IAQUAL2 + ε 

 
Where: 

 
Hypotheses 

 
Dependent 
Variable 

 
Exp 
Sign 

 
Measurement of Variables 

  
IACONTRB 

 
+ 

Internal auditor assessment of percentage of the IA 
contribution to the financial statement audit (0%= IA 
did not perform any of the work required to complete 
the audit to 100%= IA performed all the work required 
to complete the audit) 

 Control 
Variables 

  

  
AVAIL 

 
+ 

Extent to which internal auditors agree the IA 
department has time available to assist the external 
auditor in the performance of the financial statement 
audit. (-2 = strongly disagree to +2 = strongly agree)28

 
 

 
COORD 

 
+ 

Internal auditors assessment of their relationship with 
external auditors (1 = coexistence, 2 = coordination, 3= 
integration, 4 = partnering) 

                                                 
27 The original regression model by Felix et al. (2001) is as follows:   
      IACONTRB = β0 + β1AVAIL + β2IAQUAL + β3COOR  + β4IRxAVAIL +β5IRxIAQUAL +  

β6IRxCOORD + e 
 
28 A question related to availability of the internal auditor to assist the external auditor (AVAIL) 

was measured using Felix et al.’s study (2001) (+2 strongly agree to –2 strongly disagree but 
coded differently in SPSS (1= strongly disagree, 2=slightly agree, 3=neither, 4= slightly agree, 
5= strongly agree). 
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IR 

 
+ 

Risk of material misstatement occurring in the client’s 
financial statements, in the absence of controls 
(inherent risk), as reported by Internal auditor 
respondent (0 = low, 1 = moderate/high) 

 INDUSTRY ? Dummy variable, 1=industry, 0=others 

 TECHNOL ? Dummy variable, 1=technology, 0=others 

 TRADING ? Dummy variable, 1=trading, 0=others 

Audit 
Committee 

Characteristics 

 
Experimental 

Variables 

  
Measurement of Variables 

 
 
Hypothesis  1 

 
OUTSIDE 

 
+ 

Number of outside board directors on audit committee 
as a percentage of overall board of directors on audit 
committee 

Hypothesis  2  
ACEXP 

 
+ 

Audit committee members’ knowledge-level with 
respect to accounting and auditing issues, as reported 
by the internal auditor respondent  
(1 =poor, 2 = below-par, 3 = good, 4 = very good,  
5 = excellent)29

Hypothesis 3a FREQ + The number of meetings between the chief internal 
auditor and the audit committee 
 
 

 
Hypothesis 3b 
 
 

 
REVIEW1 

 
+ 

Audit committee reviews of IA proposal related to 
program/plans, budget and coordination with external 
auditors (0= nil review, 3 = all 3 items reviewed) 
 
 

 
Hypothesis 3c 

 
REVIEW2 

 
+ 

Audit committee reviews of the result of IA related to 
financial reporting, internal control and compliance 
with law and regulation  
(0 = nil review, 3 = all 3 items reviewed) 
 

Characteristics 
of the IA 
Function 

 
Experimental 
Variables 

  
Measurement of Variables 

 
 
Hypothesis 4a 

 
IAQUAL1 
 

 
+ 

 
Natural log of the number of employees in the IA 
function / natural log of total asset 

 
Hypothesis 4b 

 
IAQUAL2 

 
+ 

The proportion of the total number of employees in the 
IA function that have prior work experience in auditing 
over the total number of employees in the IA function 

 

                                                 
29 The term “below par” can also be defined as “below generally accepted standard” or   “below 
average”. 
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4.4.2 Dependent variable 

The dependent variable is the internal auditor’s assessment of the percentage of 

IA contribution to financial statement audit (IACONTRB). 

 

4.4.3 Control Variables    

In assessing the strength of an independent link between the dependent variable 

(IACONTRB) and the independent variables (OUTSIDE, ACEXP, FREQ, 

REVIEW1, REVIEW2, IAQUAL1 and IAQUAL2), six (6) control variables 

were included in the model, namely; availability (AVAIL); inherent risk (IR); 

and coordination (COORD) and three (3) sectors were included in the model to 

control for industry effect.  These industry controls are companies classified 

under industrial product (INDUSTRY); technology (TECHNOL); and trading 

(TRADING) sectors.  Control variables were chosen largely based on previous 

literature, as factors that may be associated with the dependent variable 

(IACONTRB). Depending on the preferences, biases and motivation of the 

particular researcher, the number of variables that qualify, as control variables 

can be large.  However, due to both time and data set constraints this study limits 

its control variables to three (3) control variables in line with Felix et al.’s (2001) 

study and three (3) other business sectors related factors including the industrial 

product, technology and trading sector classifications.     

 

The first control variable, AVAIL represents the extent to which the internal 

auditor agreed they had time available to assist in performing the financial 

statement, as adopted in Felix et al.’s  (2001) study.  This variable was measured 
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using a five-point scale (-2=strongly disagree to +2=strongly agree), and is 

expected to have a positive coefficient.  The greater the internal auditors’ 

perceptions that they may have time available to assist in the preparation of the 

financial statement audit, the greater the expected contribution of IA to the 

completion of the financial statement audit. 30

  

The second control variable, COORD captures the internal auditors’ perception 

of the relationship between the internal and external auditors in coordinating and 

planning the financial statement audit.  Felix et al. (2001) contended that 

COORD  will have a positive coefficient, as the more integrated the relationship 

the greater the expected contribution of internal auditor to external auditors’ 

work. COORD was measured using a four-point scale ranging from a relationship 

characterised as coexistence (“1”) to a relationship labelled as “partnering”(“4”), 

with midpoints labelled as coordination (“2”) and integration (“3”).  Thus, the 

more integrated the relationship, the greater the numerical score.   

 

The third control variable, IR captures the internal auditor’s assessment of the 

organisation level of inherent risk (i.e. the risk of a material misstatement 

occurring in the client’s financial statements, in the absence of control).  The 

variable is dichotomous, with “0” representing a low level and “1” representing a 

moderate/high level of inherent risk.  It is expected that the coefficient for this 

relationship will be negative.  This means that, in the situation of low inherent 

risk within the organisation, the external auditor would feel more confident in 

 
30 This scale has been rescaled using a scale ranging “1” to “5” when entering the data in the 
SPSS program. (1= strongly disagree, 2=slightly disagree, 3= neither, 4= slightly agree, 5= 
strongly agree). 
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relying on the work of the IA, which in turn would lead to a greater contribution 

from IA to the financial statement audit work.  

 

As business complexity and uncertainty increases, organisations may tend to rely 

more on organisational monitoring mechanisms. Consequently, investment into 

IA activities may be higher in organisation with higher business complexity and 

uncertainty, which in turn increases the potential contribution of IA to the 

financial statement audit to be higher in certain business sectors.  In addition, IA 

contribution to the financial statement may vary across different industries 

depending on the level of risks and business complexities and the need for 

monitoring mechanisms that may be different across industries.   Thus, this study 

includes a number of industries. These industry controls are companies classified 

under industrial product (INDUSTRY); technology (TECHNOL); and trading 

(TRADING).   The variable is dichotomous, with “1” representing the sectors 

and “0” all other companies. 

 

4.5 Experimental Variables 

4.5.1   Audit Committees Characteristics 

The audit committee characteristics tested in this study are audit committee 

independence, audit committee members’ experience and knowledge in 

accounting and finance, and the extent of interaction between audit committees 

and the IA function. 
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4.5.1 (a) Audit Committee Independence (OUTSIDE) 

The measurement of the variable audit committee independence, OUTSIDE was 

based on that used in previous studies such as Menon and Williams (1994) and 

Beasley and Salterio (2001).  OUTSIDE was calculated as the percentage of 

independent members on audit committee (i.e. number of outside directors 

divided by the total numbers of audit committee members). This variable is 

expected to have a positive coefficient, whereby the higher the percentage of the 

outside directors on audit committees, the higher the expected contribution of IA 

towards financial statement audits. 

 
4.5.1(b) Audit Committee Members’ Experience and Knowledge in     

Accounting, Auditing, and Finance (ACEXP) 
 
This variable, ACEXP represents the overall breadth of financial reporting and 

audit committee experience and knowledge in. accounting, auditing and finance 

held by audit committee members. ACEXP was measured using a five-point 

scale (5 = excellent; 4 = very good; 3 = good; 2 = below par and 1 = poor). This 

measure was used previously by Goodwin and Yeow (2001) and Raghunandan, 

et al. (2001).  ACEXP is expected to have a positive coefficient, as the higher the 

audit committee members’ knowledge level with respect to accounting and 

auditing issues, the more feedback and input will be given to the IA department 

and, therefore, lead to better internal quality.  As the IA quality is higher, the IA 

staff  are expected to contribute more to the work of the external auditor.  
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4.5.1 (c) The Extent of Interactions between the Audit Committee and the IA 

Based on the previous literature (Goodwin & Yeo, 2001; Goodwin, 2003; 

Raghunandan et al., 2001 and Scarbrough et al., 1998). This study adopted three 

(3) proxies of the extent of interaction between audit committees and IA. The   

proxy measures of the extent of interaction between audit committees and 

internal auditing used in this study are:  (1) the frequency of meetings between 

the audit committee and the chief internal auditor; (2) audit committee reviews of 

IA proposal related to program/plans, budget and co ordination with external 

auditors; and (3) audit committee reviews of the result of internal auditing related 

to financial reporting, internal control and compliance with laws and regulations.  

 

FREQ captures the number of times the audit committee will be meeting the 

chief internal auditor within a year, and is expected to have a positive coefficient, 

as the more frequent the meeting, the greater the expected contribution of the 

internal auditor towards the financial statement audit.  FREQ was measured by 

the number of meetings the chief internal auditor had with audit committee in a 

year. 

  

REVIEW1 captures the extent to which the audit committee’s reviews of IA 

proposals related to program/plans, budget and co ordination with external 

auditors.  For this variable, three (3) questions were asked separately regarding: 

1) audit committee reviews of IA proposals of 1) program/plans; 2) audit 

committee reviews of IA proposal related to budget; and 3) to coordination with 

external auditors. The variable is dichotomous with “0” representing a nil review 

and “1” representing there was a review of IA proposal for each of the questions.   
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Thus, a maximum score of three (3) denotes high audit committee reviews of IA 

proposals and zero reflects nil reviews of IA proposals the audit committee.  This 

variable was expected to have a positive coefficient as the higher the extent of 

audit committee reviews of IA proposal related to program/plans, budget and 

coordination with external auditors, the stronger its impact on the quality of IA 

function.  

 

REVIEW2 represents the extent to which audit committee reviews the results of 

IA, namely their reviews of: 1) financial reports; 2) internal control; and 3) 

compliance with laws/regulation. For this variable, three (3) separate questions 

were asked with the responses being dichotomous, with “0” representing nil 

review and “1” representing audit committee reviews of the results of the IA 

function in at least areas one of the areas, (financial reporting, internal control, 

and compliance with laws/regulation), and “3” indicating that audit committee 

reviews the results of IA activities in all three areas.  This variable is expected to 

have a positive coefficient as the higher the extent of audit committee reviews of 

the results of IA activities related to financial reporting, internal control and 

compliance with laws/ regulation, the higher the interaction between audit 

committee and internal auditor.   

 

4.5.2  The Characteristics of the IA Function  

Two (2) characteristics of the IA function used in testing Model 1 are the size of 

employees in the IA unit (IAQUAL1) and the proportion of the staff with prior 

auditing experience (IAQUAL2). These measures were previously used by 

Goodwin and Kent (2004). 
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IAQUAL1 represents the total number of employees in the IA function. This 

variable is expected to have a positive coefficient, as the higher the number of 

staff in the IA function, the higher the quality of the IA work, and therefore, the 

higher the IA contribution to the financial statement audit.  As the number of 

employees in the IA function is likely to be associated with the size of the 

company, it could be argued that IAQUAL1 is simply another measure of size. 

As such, the natural logarithm of the number of employees was divided by the 

natural logarithm of assets to control for organisational size   This variable is 

expected to have a positive coefficient as the larger the number of employees in 

the IA function, the more effective the IA function and therefore, the higher the 

contribution of the IA to the financial statement audit.  

 

IAQUAL2 captures the proportion of the staff in the IA function with prior work 

experience in auditing.  The variable was calculated by dividing the number of 

staff in IA function with auditing experience by the total number of employees in 

the IA function.  This variable is another surrogate measure of IA quality and is 

expected to have a positive coefficient.  This variable was expected to have a 

positive coefficient, as the higher the proportion of IA staff with prior auditing 

experience, the higher the effectiveness of IA function. Consequently, external 

auditors are expected to have more trust in the work performed by the IA 

function, and therefore facilitate greater contribution by the internal auditor in the 

financial statement audit process. 
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4.6 The Relationship between IA Contribution to the Financial Statement 
and Audit Fees (Model 2) 

 
A cross sectional regression model based, on prior audit fee research is used to 

examine the relationship of the extent of the IA contribution to the financial 

statement audit and audit fees.  The audit fees model (Model 2) is used to test 

Hypothesis 5 in this study and is represented in Equation 2 below.  This model 

was adapted from the basic audit fee model by Simunic (1980).   

Model 2: 

FEES = β0 + β1SIZE + β2SUB + β 3FOREIGN + β 4LEVERAGE + β 

5RECEIVABLES +β 6ROA + β 7NONAUDIT + β 8BIGFOUR + β 

9LENGTH + β 10NCL + β 11INDUSTRY + β 12 TECHNOL + β 
13TRADING + β14IACONTRB + εt

 
 
 
Where: 

 
Hypotheses 

 
Variables 

 
Exp 
Sign 

 
Measurement of Variables 

Hypothesis 
5 
 

Dependent 
variable 

  

 
 
 

FEES  Audit fee paid by the client (data collected 
from annual report)(Natural logarithm used 
in the regression model) 

 Control 
variables 

  

 SIZE + Total assets for client at the end of the fiscal 
year (natural log used in the regression 
model) 

 SUB + Square root of the number of subsidiaries 

 FOREIGN + Total number of foreign subsidiaries divided 
by the total number of subsidiaries 

 LEVERAGE + Total liabilities divided by total assets for 
client at the end of the fiscal year 

 RECEIVABLES + Total receivables divided by total assets 
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 ROA - Net profit before interest and tax divided by 
total assets 

 NONAUDIT - The provision of non-audit services by the 
client’s external auditor (1= not at all to 7= a 
great extent of provision of non-audit 
services by the client’s external auditor 

 BIGFOUR + Dummy variable, 0= non-Big 4; 1= Big 4 

 LENGTH + Length of the auditor relationship with the 
client, in years (natural log used in the 
regression model) 

 NCL + Net current liabilities divided by total asset 

 INDUSTRY ? Dummy variable, 1=industry, 0=otherwise 

 TECHNOL ? Dummy variable, 1=technology, 0=otherwise 

 TRADING 

 

? Dummy variable, 1=trading, 0=otherwise 

 Experimental 

Variable 

  

 IACONTRB  Internal auditors’ assessment of the 
percentage of the IA contribution to the 
financial statement audit (0%= IA did not 
perform any of the work required to complete 
the audit to 100%= IA performed all of the 
work required to complete the audit) 

 
 

4.6.1 Dependent Variable 

The dependent variable for a cross sectional regression model is the audit fee, 

which is measured by the ringgit value of the audit fee paid by the firm to its 

principal auditor.  Similar to British Commonwealth countries, audit fees are 

required by law to be disclosed in company annual reports. In Malaysia, this duty 

is mandated by the Companies Act 1965, which has substantial penalties for non 

or inaccurate disclosure (Che-Ahmad & Houghton, 2001).  Consistent with 

previous studies, (Simunic, 1980; Felix et al., 2001; Francis, 1984; Francis & 
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Simon, 1987) logarithmic transformation is applied to audit fees since these are 

likely to increase at a decreasing rate with size. 

 

4.6.2 Control Variables 

Audit fee models employed in prior research have used a variety of variables to 

control for cross sectional differences associated with auditee size, and 

complexity and the risk of the client firm (Francis 1984; Chan et al., 1993). These 

empirical models have demonstrated good explanatory power and have been 

robust across different samples and different periods of time.  Inclusion of these 

control variables in the audit fees model is necessary for careful analysis of the 

effect of the IA contribution to the financial statement audit and audit fees. 

   

Prior studies have found that the most significant determinant of audit fees is the 

size of the auditee (SIZE), usually measured by total assets (Craswell, 1992; 

Palmrose, 1986a, 1986b; Simunic, 1980; Turpen, 1990). Further, a variety of 

variables have been used to measure complexity and risk complexity, 

specifically, for this study, a number of subsidiaries (SUB) and the proportion of 

foreign subsidiaries to total number of subsidiaries were used (FOREIGN) 

(Francis, 1984; Simunic, 1980) as a measures of audit complexity. The level of 

debt (Gist, 1992, Felix et al., 2001, Craswell & Francis, 1999; Firth, 1997) and 

the proportion of receivables to total assets and inventory to total assets (Francis 

& Simon, 1987) have been used as measures of audit risk.    

 

As profitability has also been argued to influence audit fees (Chan et al., 1993), a 

measure of return on assets (ROA) was included in the regression model.  While 
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the results have been mixed (Chan et al., 1993), prior studies have found that in 

certain circumstances a fee premium exists for Big Eight/Six/ Five audit firms 

(Simon & Francis, 1998; Francis & Simon, 1987; Francis & Stokes, 1986).   It is 

usually assumed the audit firms who charge higher audit fees, perform higher 

quality audit (DeAngelo, 1981; Collier & Gregory 1996; Palmrose, 1989).  

Therefore, this variable was also included in the model and a dummy variable 

indicating “1” for the use of Big Four and “0” for the use of other smaller or 

medium audit firms. 

 

Other control variable are factors such as the variable capturing whether the 

external auditing firm also provided non-audit services to its client 

(NONAUDIT).  The results of past studies have been mixed, while Felix et al. 

(2001) found a negative relationship between the provision of non-audit services 

and audit fees, past studies such as Simunic (1984), Simon (1985), Palmrose 

(1986a, 1986b), and Turpen (1990) found a positive relationship between these 

two (2) variables. However, with increased competition within the audit market 

place and the location of this study, NONAUDIT was controlled in this study.  

 

Past studies also argued that the length of the relationship between the clients and 

audit firm (LENGTH) would also affect audit fees, indicating that as length of the 

relationship increases, the audit fees also tend to increase (Felix et al., 2001). 

Thus, LENGTH was also included as one of the control variables in the model.    

Finally, consistent with prior studies by Gul and Tsui (1998), Tsui, Jaggi and Gul 

(2001), and Willekens, Bauwhede and Gaeremynck (2004) to control for possible 

industry effects, indicator variables for different industries are also included.  
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Three (3) types of industries from three (3) sectors were included namely 

industrial product (INDUSTRY), technology (TECHNOL) and trading and 

service (TRADING).   

 

4.6.3 Experimental Variable 

The hypothesis was tested using the variable, IACONTRB. The independent 

variable was measured using a scale from 0% to 100% to assess internal auditors’ 

assessment of their contribution to the financial statement audit.  This variable is 

a replication of the variable used by Felix et al. (1998), Elliot and Korpi (1978), 

and Stein et al. (1994).  However, as discussed in Section 4.3.5 due to the 

unavailability of data from external auditor respondents, the internal auditors’ 

responses estimating IACONTRB was used for this study. 

 

4.7 Phase 2:  In-depth Interviews 

4.7.1 Interview Administration 

In Phase 2, a series of semi-structured interviews was undertaken with eleven 

heads of the IA function (also referred to as chief internal auditors) from various 

sectors listed on the KLSE. The use of semi-structured interviews is particularly 

appropriate for a more exploratory study of this nature (Kidder & Judd, 1986). 

The advantage of a semi-structured interview, in comparison to a questionnaire 

survey, is that it is possible for the discussion to range more widely and in-depth 

in relation to a topic of interest. During the interview, there are opportunities to 

ask for clarification of views expressed and to increase the understanding of how 

interviewees conceptualise and prioritise related issues (Sakaran, 2003). 
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The interviews were structured around the topics in the questionnaire and it was 

chosen to provide a range of perspectives with respect to the role of chief internal 

auditors, in their internal monitoring capacity within the organisation and their 

relationship with other corporate governance mechanisms, namely the audit 

committee and external auditor.   Specifically, they were asked to provide their 

opinion on: a) the nature and the extent of their interactions with audit 

committees; b) their views of the form and effectiveness of their respective audit 

committee, including its role in enhancing the IA function; c) perceptions of the 

role played by the audit committee in improving the IA function; and d) the 

extent of their contribution towards the preparation of the financial statement 

audit and its impact on audit fees.   

 

4.7.2 Sample Selection 

An important criterion for sample selection for the in-depth interviews was that 

the interviewees ought to have an in depth understanding of the IA function and 

its reflection with other corporate governance mechanisms as such the head of 

internal auditor of the organisation was seen as a suitable subject. Thirty 

companies listed on the KLSE were randomly chosen.   The key criterion of 

being selected is that only companies around Kuala Lumpur and Selangor were 

chosen due to practical reasons.  The Human Resource Managers of each 

company were contacted to clarify the intention of contacting the company.  

Specifically, the human resource manager was requested to provide the name of 

their IA manager so that he or she can be contacted for an interview. Based on 

the information provided by the human resource manager of each company, the 

IA managers were individually contacted.  Of the 30 firms contacted, only 11 
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chief internal auditors agreed to participate in the interviews. Twelve of the chief 

internal auditors that declined participation cited that they were too busy.  

Another seven (7) of the chief internal auditors was initially agreed to participate 

in the interviews also cancelled the appointment at the last minute due to work 

reasons and were unable to reschedule the appointment.  A description of the 

sample and the results of the interviews are reported in Chapter 6 (Section 6.21).   

The format of the semi-structured questionnaires used in the interviews is 

provided in the next page. 
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4.7.3 Semi-structured Questionnaires 

The questionnaire comprised of five (5) sections: 

Section A included a number of general questions relating to demographic details 

such as the interviewee’s age, the number of years, he/she has been in the present 

position, as an internal auditor in that particular organisation, and his/ her 

experience working as an internal auditor. 

 

Section B began by asking the interviewees questions in relation to the size and 

structure of their organisation, such as the total number of employees within the 

organisation; estimated total assets and profits for the year end; the existence of 

the IA function during year end 2002; the number of employees in the IA 

department; resources allocated to the IA function each year.  

 

Section C enquired into their relationship with the audit committee beginning 

with a request for the interviewee to explain his/her perception on the nature and 

the extent of interactions between the internal auditor and audit committee; the 

frequency of meetings with audit committees; line of reporting issues, matters 

discussed during audit committee meetings. Other enquires are related to the 

internal auditor’s perception of the form and effectiveness of the audit committee, 

questions such as the presence of top management at audit committee meetings; 

audit committee involvement in the appointment and termination of the internal 

auditors and as to whether internal auditors would feel more comfortable 

providing unbiased opinion with respect to audit problems encountered if their 

positions are protected by the audit committees were also covered. 
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In Section D, the internal auditors were asked to give their opinion regarding the 

extent of their relationship with the external auditors. Specifically, the questions 

covered information in relating to the frequency of meetings with their external 

auditors, issues and problems discussed during the meetings; the approximate 

time spent assisting the external auditor; the contribution of internal auditors in 

the preparation of the audited financial report and the impact of such contribution 

on the external audit costs.    

 

Section E required internal auditors to provide their opinion on ways in which 

the audit committee and external auditor may improve the IA function in their 

organisation. A matrix framework was used to compare the information across 

the 11 chief internal auditors. A copy of the semi-structured interview and 

statement of confidentiality are provided in Appendices 3A and 3B respectively. 
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4.8 Overview of the Chapter 

This chapter describes the research design and model specification for the current 

study.  In particular, this chapter gives an overview of two (2) approaches, i.e. the 

quantitative and qualitative approach used in the study.  The chapter also 

provides background on how the pilot study, sample selection, and survey 

administration were undertaken. Finally, this chapter describes and defines 

variables and measurements used in this study.  The next chapter will provide the 

discussion of the results in Phase 1 of the study.    
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CCHHAAPPTTEERR  FFIIVVEE  

RReessuullttss  aanndd  DDiissccuussssiioonn  
PPhhaassee  11::  MMaaiill  QQuueessttiioonnnnaaiirree  SSuurrvveeyy  

  

5.1 Introduction 
 
The objective of this chapter is to present the results of the questionnaire survey 

of the study.  Firstly, detailed descriptions of the preliminary data screening and 

tests for assumptions of regression analysis are provided.  Second, the results of 

the hypotheses testing of the IA contribution model (hereafter referred as Model 

1) and the audit fees model (hereafter referred as Model 2) are presented.  

Statistical analyses for Model 1 and Model 2 were based on ordinary-least 

regression (OLS) multiple regression techniques. A two-stage least squares 

(2SLS) procedure was also undertaken for Model 1 to address endogeneity 

concerns. 

5.2 The Mail Questionnaire Survey  

5.2.1 Data Cleaning and Screening 

Prior to data analysis, each of the variables used in Models 1 and 2 were 

examined for accuracy of data entry, missing values, and fit between their 

distributions using SPSS program.  Although, the total number of questionnaires 

received from respondents was 101, only 76 observations were utilised due to 

missing values (refer Table to 5.1 for a detailed description of sample and 

response rate).  The fourteen missing values were due to companies fully 

outsourcing their IA functions thus resulting in the absence of information 

relating to work completed by the IA function. Such information is essential as it 
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relates to IA quality variables, namely the size of the IA function (IAQUAL1) 

and the proportion of staff with prior auditing experience (IAQUAL2).  The other 

11 missing cases related to incomplete responses.  Consequently, 76 observations 

were used for Model 1. 

 

 TABLE 5.1: Sample Description and Response Rate 
 

Description 

Sample Useable 
Response 

Rate 

Total number of questionnaires distributed 502 100% 
Total number of questionnaires received from respondents 101 20.01% 
   

Model One 
101  

Less:    
Companies that fully outsourced their IA function to external provider. 
(missing data) 

(14)  

Incomplete responses (11)  
Total companies in Model 1 76 15.01%
Less univariate outlier identified for variable, ln fees (case 74) (1)  
Model Two 75 14.9%

 

Seventy-five (75) observations were used for data analysis for Model 2. One (1) 

of the cases (Case 74) had to be dropped due to a univariate outlier, as the 

casewise diagnostic identified was more than three (3).  Four (4) missing values 

for the variable LENGTH (the tenure of relationship between companies and the 

external auditor) were identified and, as suggested by Tabachnick and Fidell 

(2001), an analysis was conducted with and without the missing data.  Since the 

data was missing in only four (4) of the cases, accounting for less than 5 per cent  
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of the total sample, the mean was used as a substitute for missing values.31  

Furthermore, the adjusted R2 of Model 2 is significantly distorted when the 

missing data are dropped from the sample; therefore the missing values were 

replaced by the mean for all observation cases. 

 
 
Each continuous independent variable was tested for normality.  According to 

Hair, Anderson, Tatham and Black (1996), on a univariate basis, normality of the 

data can be evaluated in four steps. Firstly, an analysis of the skew value for each 

variable is conducted by calculation of the Z value.32 Secondly, the kurtosis value 

is considered using the critical non-normality value of greater than 10. Thirdly, 

the frequency distributions are inspected for any deviations from the normal 

distribution.  Transformation of the data for each variable further reduces the 

normality assumption induced by skewness and/or kurtosis.  For each variable 

that violates the assumption of normality, either a logarithmic or a square root 

transformation is applied.  

 
Univariate outliers in the data set were identified through the use of box-plot, 

histogram, normal probability plots, or detrended normal probability plots and the 

examination of standardised scores in excess of 3.29 were undertaken 

(Tabachnick &  Fidell, 2001).   For each of the variables, examinations of the 

 
31 Mean substitution has been a popular way to estimate missing values though it becomes less   
commonly used but provided that the proportion of missing values is very small and in the 
absence of all other information, the mean is the best guess of the value (Tabachnick  & Fidell, 
2001). 
 
32 Where z= skewness/(√6/n), where n is the sample size (Hair, Anderson, Tatham & Black, 
1996), using the critical z value of +2.58.  Further, for any distribution x, Foster, Stine and 
Waterman (1998) argues that an acceptable range for skewness is –.5> x <.5 and for kurtosis –1> 
x < 1. 
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outliers were conducted through the above methods. Once outliers had been 

identified, the data entered was checked for accuracy and the possibility that one  

variable is responsible for most of the outliers.   Following this, the examination 

on all cases is conducted to test whether outliers are properly part of the 

population which was intended for the sample.  Cases with extreme values that 

are apparently connected to the rest of the cases, are more likely to be a 

legitimate part of the sample.  As suggested by Tabachnick and Fidell (2001), for 

univariate outliers, a first option for reducing the impact is through variable 

transformation.  Multivariate outliers were performed using Mahalanobis 

distance using SPSS regression. Further discussion about multivariate outliers 

will be undertaken in the next section.33  

 
Examination of the value of skewness and kurtosis revealed that the following 

variables violated the assumptions of normality: i.e. the number of employees in 

the IA function (IAQUAL1); total assets (SIZE); total audit fees (FEES); the 

number of subsidiaries (SUB); and the length of the auditor’s relationship with 

the client (LENGTH). Further, examinations of box-plot, histogram, normal 

probability plots, or detrended normal probability plots and the examination of 

standardised scores in excess of 3.29 had shown that extreme cases of outliers 

were found in these variables.  Thus, following prior studies (Simunic, 1980; 

Francis & Simon, 1987; Palmrose, 1986a; Stein, et al., 1994; Craswell  & 

Francis, 1999, Felix, et al., 2001), those variables which do not have normal 

 
 
 
33 According to Tabachnick & Fidell (2001), Mahalanobis distance is one of the statistics used to 
identify multivariate outliers. “ Mahalanobis distance is the distance of a case from the centroid of 
the remaining cases where the centroid is the point created at the intersection of the means of all 
the variables” (p.68). Mahalanobis distance is evaluated as chi-square with degrees of freedom 
equal to the number of independent variables (Coakes &  Steed, 2003). 
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distribution were transformed, either by taking the natural log of the variable  

(total assets, total audit fees, the length of the auditor relationship with the client, 

total number of employees in the IA function) or its square root  (number of 

subsidiaries). 

   

5.2.2 Appropriateness of Regression Models 

Data analyses for testing the various hypotheses for Models 1 and 2 in this study 

are based on regression analysis.  The 76 cases with transformation applied to the 

variables mentioned in the above section are screened through SPSS 

REGRESSION.  Data set was analysed for its compatibility with the assumptions 

of the multiple regression method.  More specifically, as suggested by Coakes 

and Steed (2003), several procedures for assessing the data’s compatibility for 

multiple regression analysis were undertaken in relation to the following four (4) 

basic assumptions: 

 

5.2.2 (a)  Ratio of cases to independent variables 

The minimum requirement is to have at least five (5) times more cases than 

independent variables (Coakes & Steed, 2003).  For Model 1, a total number of 

the independent variables is 13 with 76 cases, whereas there are 14 independent 

variables in Model 2, with 75 cases.  Thus, in both models, the minimum 

requirement to have at least five (5) cases per predictor is satisfied. 
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5.2.2 (b)   Outliers  

Extreme cases have considerable impact on the regression solution, and should be 

detected or modified to reduce their influence. Univariate outliers were detected 

via initial data screening and some of the variables that are severely skewed and 

have extreme z scores have been transformed to reduce the effect of the 

univariate outliers. Univariate outliers for the transformed variables were 

detected again using casewise diagnostics.34   

 

For Model 1, no univariate outlier for the transformed variables was found. 

However, for Model 2, casewise diagnostic identify Case 74 for variable LNFEE 

as univariate outlier.  Regression analysis was applied with and without the 

inclusion of this outlier (Case 74).  

 

The result indicated a significant improvement of the overall model with the 

exclusion of Case 74.  Therefore, Case 74 was removed from the sample.  

Multivariate outliers were detected using Mahalanobis distance.  For Model 1, an 

examination of the Mahalanobis distance values indicated that Cases 33 and 66 

were multivariate outliers among the independent variables, since the value of 

42.536 (for both Cases 33 and 66) was greater than the critical chi-square of 

34.528 at an alpha level of .001.35  For Model 2, an examination of the 

Mahalanobis distance values indicated that Cases 56 and 66 were multivariate 

outliers since the value of 44.168 for case 56 and 43.745 for Case 66 were greater 

than the critical Chi-square of 36.123 at an alpha level of .001.  Regression 

analyses were undertaken with the multivariate outliers removed from the 

 
34 Casewise diagnostic will identify outlying cases with standard deviations greater than 3. 
35 An alpha level of .001 is recommended by Coakes and Steed (2003). 
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sample. Further analysis indicated that the exclusion of the multivariate outliers 

did not result in any significant differences in term of the value of adjusted R2 for 

both Models 1 and 2.  Hence, in this study, multivariate outliers were retained for 

both models (Case 33, 56, 66).36  

 

5.2.2 (c)   Multicollinearity 

Multicollinearity refers to high correlations among the independent variables. 

The tolerance and VIF measures for each regression model were computed and 

analysed.  The results of the regression analysis for Models 1 and 2 as provided 

under Tables 5.8, 5.9, and 5.12 indicate that tolerance of greater than 0.10 and 

VIF of below 10 for all variables.  These results suggest that multicollinearity is 

not a problem. 

 

5.2.2 (d)  Normality, linearity, homoscedasticity and independence of  residuals 
 

An examination of the scatter plots of residuals against predicted values for both 

Models 1 and 2 indicated that there is no clear relationship between residuals and 

predicted values, which is consistent with the assumption of linearity.  The 

normal plot of regression standardised residuals for the dependent variable and 

histogram also indicated a relatively normal distribution (the scatter plots of 

residual against predicted values, the histogram and the normal plot of 

 
 
 
36 According to Tabachnick and Fidell (2001), before deleting the multivariate outliers, one must 
consider the total sample in the study and identify whether the deletion limits generalisability.   If 
the total sample is generally small and multivariate outliers are more than 5 per cent of the total 
sample, the deletion may limit the generalisability.  In such a situation, an additional analysis can 
be undertaken to evaluate the impact of the multivariate outliers on the overall model.  If the 
multivariate outliers do not significantly affect the overall model, then the multivariate outliers 
should be retained.  
 
 



 119 

  

                                                

regression-standardised residuals for the dependent variable are presented in 

Appendix 4.  

 

5.3  RESULTS 

5.3.1 Descriptive Statistics (Model 1) 

In terms of industry classification, as previously noted in Chapter 4 (Section 4), 

the distribution of the sample respondents firms mirrored the population’s 

distribution whereby majority of firms were from the trading and services sector 

(34.3 per cent), followed by firms in the industrial product sector (25 per cent), 

and properties sector (13.2 per cent).37 The remaining firms related to sectors 

such as plantation, (7.9 per cent), construction (5.3 per cent) and hotels and 

infrastructure project (1.3 per cent).   

  

Table 5.2 provides descriptive statistics of the variables used in Model 1.  In 

relation to the dependent variable, IA contribution to the financial statement 

(IACONTRB), the internal auditors report that on average they complete 33.68 

per cent of the work.  While, in an earlier study by Felix et al. (2001), the internal 

auditors were found to complete on average, 26.57 per cent of the work necessary 

to complete the financial statement audit.  To this extent, the internal auditors of 

the present study appear to on average provide greater assistance to the external 

auditors in completing the financial statement audit than in Felix et al.’s (2001) 

study.38   

 
37  Table 4.1 also provides a comparison of the industry classifications of firms in the population 
and the sample respondents firms. 
 
38 However, this may be due to differing perceptions of internal and external auditors, since the 
present study used responses from internal auditors while Felix et al. (2001) used responses from 
external auditors. 
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For the control variables, the mean of the extent to which internal auditors agree 

that the IA department has time available to assist in performance of the financial 

statement (AVAIL) 3.34. The theoretical scale spans from one (1) to five (5), 

where one (1) the extent that the internal auditors strongly disagree that they have 

time available to provide assistance to the external auditors; and five (5) the 

extent that the internal auditors strongly agree that they have time available to 

provide assistance to the external auditors. This indicates that more than 66 per 

cent of internal auditors agree that they have available time to assist the external 

auditor in the performance of financial statement audit. 

  

Coordination was measured by using the internal auditor’s assessment of their 

relationship with external auditor (COORD) and the average is 1.80, with the 

theoretical range being one (1) to four (4), whereby  “1” represents coexistence,  

“2” represents coordination, “3” represents integration and “4” represents 

partnering. The average of 1.80 indicates that most of the internal auditors 

assessed their relationship ranging from coexistence to coordination. 

 

Three (3) of the listed sectors, namely industrial product (INDUSTRY), trading 

(TRADING), and technology (TECHNOL), were included as control variables in 

Models 1 and 2, industrial product (INDUSTRY) and trading (TRADING) were 

included as control variables because of the high level of responses received from 

these sectors (see Table 4.1) and technology (TECHNOL) was controlled for 

because of the higher complexity of its operation in the firm classified under 

technology sector (TECHNOL).    
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The mean percentage of independent members on the audit committee 

(OUTSIDE) is 73 per cent, with a minimum of 38 per cent and a maximum of 

100 per cent. All of the responding firms except one (1) firm appear to fulfil the 

Listing Requirements of the KLSE in that the majority of their audit committee 

members were composed of independent director.39  Six (6) respondent firms 

have their audit committees fully made up of independent directors.   In all cases, 

the information provided by the internal auditors was matched with the annual 

report to ensure the accuracy of the data.  Interestingly, one (1) firm was found 

not to fulfil the KLSE Listing Requirements whereby only three (3) members out 

of the eight (8) audit committee members were independent directors, i.e. 38 per 

cent.   A possible reason for this situation may be due to the timing of the data 

collection, for instance, the company may have been in the process of appointing 

the new independent members during 2002.40

 

The average proportion of audit committee members with accounting, auditing 

and finance expertise (ACEXP) is 3.76, with an actual minimum score of two (2) 

and a maximum of five (5).  The theoretical range was one (1) to five (5) 

whereby a minimum of one (1) indicates that the internal auditor perceived that 

the audit committee had poor knowledge in accounting, auditing and finance, 

while a maximum of five (5) means that the internal auditor perceived that audit 

committee members had excellent knowledge in accounting, auditing and 

finance. Of the seventy-six (76) respondents, five (5) representing 6.57 per cent 

indicated that their audit committees had excellent knowledge in accounting, 
 

39 The Best Practice Guidelines of MCCG is consistent with the Listing Requirement of the KLSE 
that recommended the majority of the audit committee member to be an independent member 
with a minimum size of three (3). 
40 The KLSE Listing Requirements that required majority of the audit committee members to be 
composed of independent directors was released during year 2001. 
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auditing and finance and two (2) respondents perceived that audit committees had 

minimal knowledge in accounting, auditing and finance. It appears that internal 

auditors in Malaysia tend to perceive that their audit committee members hold 

moderate experience and knowledge in accounting, auditing and finance. 

 

The number of audit committee meetings with the internal auditor (FREQ) held 

during the year averaged four (4) with an actual meeting of zero and a maximum 

of eight (8) meetings. The KLSE Listing Requirements and the MCCG 

recommend that the audit committee and internal auditor should meet at least 

four (4) times during a year. Only two (2) companies from the sample did not 

fulfil the requirements of the KLSE and the MCCG whereby one of the 

companies held one (1) meeting per year whereas the other one did not meet at 

all with its audit committee.   

 

The average of audit committee reviews of the IA program/plans, budget and 

coordination with external auditors (REVIEW1) is 2.48 with a minimum of zero 

and a maximum of three (3).  For REVIEW1, three (3) questions were asked to 

gather the extent of audit committee reviews of IA programmes/plans, budget and 

coordination with external auditor using a dichotomous measure, the value of one 

is given for a “yes” answer and zero for a “no” answer, leading to a minimum of 

zero indicating that audit committee reviews none of the IA programmes/ plans 

and a maximum of three indicating that the audit committee reviews all of the IA 

programmes/plans.  The mean for audit committee reviews of the results of IA 

activities (i.e. financial reporting, internal control and compliance with laws and 

regulation reports) (REVIEW2) is 2.77 with an actual minimum of zero and an 
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actual maximum of three (3).  Likewise, for REVIEW2, three (3) questions were 

asked to gather the extent of audit committee reviews of the results of IA 

activities relating to financial reporting, internal control, and compliance with 

laws and regulation reports using a dichotomous measure. The value of one is 

given for a “yes” answer and zero for a “no” answer, leading to a minimum of 

zero indicating that audit committee reviews none of the results of IA activities 

relating to financial reporting, internal control and compliance with laws and 

regulation reports; and a maximum of three (3) indicating that the audit 

committee reviews all the results of the above mentioned IA activities.    

 

The mean number of employees in the IA function (IAQUAL1) is seven (7), with 

a minimum of one (1) and a maximum of 50.41 The mean of the proportion of 

staff with auditing experience (IAQUAL2) is 79 per cent. 

 

 

 

 

 

 

 

 

 

 

 

 

 
41 In Model 1, due to the violation of normality, the number of employees in IA function was 
transformed to its natural log. Further the natural log of size of employees in the IA function was 
divided with the natural log of assets to control for organisational size. The natural log of the 
number of employees in the IA function divided by the natural log of assets. (IAQUAL1) 
averages around 0.073 with a minimum of zero and a maximum of 0.22. 
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TABLE 5.2 

Variables Used in the IA Contribution Regression (Model 1) 

Descriptive Statistics 

Variable Minimum 
(Actual) 

Maximum 
(Actual) 

Mean Standard 
Deviation 

Median 

IACONTRB 00 80.00% 33.68% 21.14% 30.00% 

AVAIL 1 5 3.34 1.27 4 

COORD 1 4 1.80 .86 2 

IR 0 1 .78 .42 1 

INDUSTRIAL 0 1 .29 .46 0 

TECHNOLOGY 0 1 .03 .16 0 

TRADING 0 1 .34 .48 0 

OUTSIDE 38% 100% 73% 12% 75% 

ACEXP 2 5 3.76 .80 4 

FREQ 0 8 4.35 1.13 4 

REVIEW1 0 3 2.48 .77 3 

REVIEW2 0 3 2.77 .62 3 

IAQUAL1 1 50 7.04 8.82 4.5 

IAQUAL2 0 .22 .79 .28 1 

 
 

Tables 5.3 and 5.5 report the correlation coefficients and levels of significance 

between each of the variables in Models 1 and 2 respectively.  As discussed in 

Section 5.2.2 of this chapter, while a few of the independent variables are 

significantly correlated with each other, standard diagnostic tests indicate that 

multicollinearity is not a serious problem.  Previous studies by Goodwin and 

Yeo, (2001), Raghunandan et al. (2001), and Scarbrough et al. (1998) have found 

that significant the composition of audit committee such as its independence from 

management; and the level of experience and knowledge of audit committee 

members in accounting, auditing and finance may affect audit committee 
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activities such as the frequency of meeting between the chief internal auditor and 

audit committee and the extent of audit committee reviews of IA 

programmes/plan and the results of IA activities. However, in the present study 

such relationships between the independent variable do not present any 

multicollinearity problem. Refer to tables 5.7, 5.8, and 5.9, the VIF scores 

reported in the OLS regression results and two-stage least squares (2SLS) are 

well below the level that would suggest problems with multincollinearity  (Neter, 

Wasserman & Kutner, 

1990).....................................................................................
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TABLE 5.3: Pearson correlation coefficients for the variables in Model 1(IA Contribution) 
 (1) (2) (3) (4) (5) (6) (7) (8) (9) (10) (11) (12) (13) (14) 

IACONTRB (1) 1.00 .252* .401** .133 -.041 -.065 .106 .269** .284** .015 .248* .099 .286* .015 

AVAIL (2)  1.00 .363** .196 .043 -.125 .001 -.085 .070 -.062 .098 .059 -.088 -.051 

COORD (3)   1.00 .024 .113 .038 .198 .093 .183 .174 .151 .170 .259* -.303** 

IR (4)    1.00 .203 -.109 -.079 .069 .318** -.072 .024 .161 .158 .045 

INDUSTRIAL(5)     1.00 -.105 -.032 .006 -.102 -.017 .117 .210 -.140 .149 

TECHNOL(6)      1.00 -.119 .190 .153 .022 -.094 -.074 -.105 .126 

TRADING(7)       1.00 .047 .041 .023 .190 .151 .270* -.134 

OUTSIDE (8)        1.00 .176 .024 .245* .246* -.081 -.064 

ACEXP (9)         1.00 .019 -.062 .221 .111 -.172 

FREQ (10)          1.00 ..047 .237* .155 .081 

REVIEW1 (11)           1.00 .203 .063 .009 

REVIEW2 (12)            1.00 .204 -.026 

IAQUAL1(13)             1.00 -.363** 

IAQUAL2(14)              1.00 

 *Correlation is significant at p <  0.05  level 
**Correlation is significant at p <  0.01 level 
 
Please refer to Table  5.6  for the  description of  the variables used in Model 1
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5.3.2 Descriptive Statistics (Model 2) 

Table 5.4 provides descriptive statistics of the variables used in Model 2 (the audit 

fees model).  The mean of audit fee paid by clients in the sample is RM230,963 

with a minimum of RM20,000 and the maximum of RM1,770,000 .42  The mean 

of total assets of the organisations is RM2,130,137,814 with a minimum of 

RM14,754,298 and a maximum of RM27, 713,700,000. The average number of 

subsidiaries is 20.21 ranging from a minimum of zero and a maximum of 405.  

The average for FOREIGN (the total number of foreign subsidiaries divided by 

the total number of subsidiaries) is 0.080 with a minimum of zero and a maximum 

of 0.68. The mean for net current liabilities divided by total assets (NCL) is 0.141 

with a minimum of zero and a maximum of 0.79 

.     

The mean leverage of respondent companies is 0.41, with a minimum of 0.006 

and a maximum of one (1). The mean ratio of receivables over total asset 

(RECEIVABLES) is 0.132 with a minimum of zero and a maximum of 0.51.  For 

return on asset (ROA), the mean is 0.052, with a minimum of  -.26 and maximum 

of 0.25.  The mean for the variable indicating whether the respondent’s external 

audit firm also provides significant non-audit services (NONAUDIT) is 3.49 

ranging from a scale of one (1) to seven (7).  The length of the relationship 

between respondents companies and their external auditors (LENGTH) averages 

7.91 years, with a minimum service of two (2) years and a maximum of   30 years. 

Finally, for the variable indicating the use of Big Four firms (BIGFOUR) shows 
 

 
42 A recent study by Che Ahmad and Houghton (2001), which utilised archival data of public listed 
companies in Malaysia, investigated the effect of ethnicity on audit pricing. However, Che Ahmad 
and Houghton’s study (2001) revealed a lower average of audit fees compared to the present study.   
The average of audit fees for Che Ahmad and Houghton (2001)’s study is RM137,780 with a 
minimum of RM3,000 and a maximum of RM2,753,000.  This difference may be due to the small 
sample size of 76 firms in this study, whereas the study conducted by Che Ahmad and Houghton 
(2001) used time series data from the years 1993 to 1995 with 1142 observations. 
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that on average 73.3 per cent of the respondents’ company used the Big Four 

auditor to audit their financial statements.   

 

TABLE 5.4 
Variables used in the Audit Fees Model 

 
Descriptive Statistics 

 
 

Variable 
 

Minimum 
 

Maximum 
 

Mean 
 

Standard deviation 
 

Median 
FEES RM20,000 RM1,770,000 RM230, 963 RM282, 135 RM123, 375  

ASSET RM14,754,298 RM2,188,014,038 RM2,130,137,814 RM4, 594,824,357 RM546,707,500 

SUB 0 405 20.213 49.05 10 

FOREIGN 0 .68 0.080 .132 .00 

NCL 0 .79 .141 .185 .072 

LEVERAGE .006 1.00 .413 .236 .395 

RECEIVABLES  .00 .510 .132 .124 .137 

ROA -.26 .25 .052 .084 .051 

NONAUDIT 1 7 3.49 1.53 4.00 

LENGTH 2 30 7.908 5.815 7.00 

INDUSTRY 0 1 .29 .46 0 

TECHNOL 0 1 .03 .16 0 

TRADING 0 1 .34 .48 0 

BIG FOUR 0 1 .733 4.452 1.00 
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TABLE 5.5: Pearson correlation coefficients for the variables in Model 2 (Audit Fees Model) 
 (1) (2) (3) (4) (5) (6) (7) (8) (9) (10) (11) (12) (13) (14) (15) 

FEES (1) 1.00 .714** .672** .391** .102** .266* -.160 -.282* .026 .226 .083 -.103 .052 .085 .062 

ASSET (2)  1.00 .456** .269* .407** .260* -.432** -.099 -.019 .241* -.081 -.081 .082 .187 -.003 

SUB (3)   1.00 .428** -.027 .163 -.204 -.225* .126 .226 .097 -.076 -.121 -.011 -.011 

FOREIGN (4)    1.00 -.086 -.121 -.055 .117 .006 .245* .038 .142 -.081 -.159 .108 

NCL(5)     1.00 .458** -.243* -.164 -.140 -.024 -.141 -.005 .111 .058 -.169 

LEVERAGE (6)      .1.00 .034 -.343** . -.038 .209 .005 -.049 .023 -.076 -.135 

RECEIVABLE (7) 
 

      1.00 .174 -.229* -.048 .158 .170 -.005 -.064 -.050 

ROA(8) 
 

       1.00 -.078 .054 .078 .049 .013 .012 -.046 

NONAUDIT (9)          1.00 -.112 .036 .073 -.063 -.119 -.059 

LENGTH (10)          1.00 .015 -.117 .035 .031 .131 

INDUSTRY(11)           1.00 -.107 -.021 .057 -.039 

TECHNOL(12)            1.00 -.117 .100 -.064 

TRADING  (13) 1.0 .171 102            0   .  

BIG FOUR  (14) 1.00 016              .  

IACONTRB  (15) 1.00               

 *Correlation is significant at p <  0.05  level 
**Correlation is significant at p < 0.01 level  (Please refer to table 5.11 for the description of the variables used in mod
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5.4 MULTIVARIATE ANALYSIS  
A multiple regression was performed between IA contribution to the financial 

statement audit (IACONTRB) as a dependent variable and audit committee 

characteristics [OUTSIDE, ACEXP, FREQ, REVIEW, REVIEW2) and the IA 

function’s characteristics [IAQUAL1, IAQUAL2] as the independent variables.  

Control variables from previous research (Felix et al., 2001) were availability 

(AVAIL), coordination (COORD), and inherent risk (IR). To control for industry, 

three (3) types of industry (INDUSTRY, TECHNOL and TRADING) were also 

included in this model. Analysis was performed using SPSS REGRESSION and 

SPSS FREQUENCIES for evaluation of assumptions.  Model 1 is as shown below:   

IACONTRB =β0 + β 1AVAIL + β 2COORD  + β 3IR + β 4 INDUSTRY+  
β5TECHNOL+β6TRADING + β 7OUTSIDE+ β 8ACEXP 
+β9FREQ+  β10REVIEW1+ β 11REVIEW2+ β 12IAQUAL1 +  

 β 13IAQUAL2 + εt
IACONTRB = Internal auditors’ assessment of percentage of IA contribution to 

financial statement work (0%= IA did not perform any of the work 
required to complete the audit to 100%= IA performed all of the work 
required to complete the audit) 

AVAIL = Extent to which internal auditors agree that the IA department has time 
available to assist in performance of the financial statement audit (5 = 
strongly agree to 1 = strongly disagree) 

COORD = Internal auditors assessment of their relationship with external auditors. 
(1=coexistence, 2= coordination, 3= integration, 4= partnering) 

IR = Risk of material misstatement occurring in the client’s financial 
statements, in the absence of controls (inherent risk), as reported by the 
internal auditor (0=low; 1=moderate/high) 

INDUSTRIAL = Dummy variable, 1=industrial, 0=others 

TECHNOL = Dummy variable, 1=technology, 0=others 

TRADING = Dummy variable, 1=trading, 0=others 

OUTSIDE = Number of independent (outside) board directors on audit committee as a 
percentage of overall board directors on audit committee 

ACEXP = The extent of audit committee member knowledge and experience in 
accounting, auditing and finance. 

(5= excellent, 4= very good, 3= good, 2= below par, 1=poor) 

FREQ  

 

= The frequency of meetings between the chief  internal auditor and the 
audit committee 

REVIEW1 = Audit committee reviews of IA proposal related to: program/plans, 
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budget and coordination with external auditors  (0=nil reviews ; 3= all 3 
key areas reviewed) 

REVIEW2 = Audit committee reviews of the results of  IA  activities related to: 
financial reporting, internal control and compliance with law and 
regulation (0=nil reviews; 3= all 3 key areas reviewed) 

IAQUAL1  Natural log of the total number of staff in the IA department divided by 
the natural log of assets 

IAQUAL2 = The proportion of the staff with prior work experience in auditing 
divided the total number of staff in the IA function 

Table 5.6 describes the variables and the expected direction of their relationship with 

IA contribution to the financial statement audit (IACONTRB) for Model 1.  Table 5.7 

presents the OLS regression results of Model 1. The overall model is significant 

(p<.0001), with an adjusted R2 of 35 per cent.  For convenience Hypotheses 1 to 4 

developed in Chapter 3 are repeated here. 

Hypothesis 1 
There is a positive relationship between the percentage of the independent members 
on the audit committee and IA contribution to the financial statement audit. 
  
Hypothesis 2 
There is a positive relationship between the extent of audit committee members’ 
experience and knowledge in accounting, auditing and finance and IA contribution 
to the financial statement audit. 
 
Hypothesis 3(a)  
There is a positive relationship between frequency of meetings between the audit 
committee and the chief internal auditor and IA contribution to the financial 
statement audit. 
 
Hypothesis 3(b) 
There is a positive relationship between the extent to which the audit committee 
reviews IA programmes/plans and IA contribution to the financial statement audit. 
 
Hypothesis 3(c) 
There is a positive relationship between the extent to which the audit committee 
reviews the results of IA activities and IA contribution to the financial statement 
audit. 
 
Hypothesis 4(a) 
There is a positive relationship between the size of the IA function and IA 
contribution to the financial statement audit. 
 
Hypothesis 4(b) 
There is a positive relationship between prior experiences of IA staff in auditing 
and   IA contribution to the financial statement audit. 
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TABLE 5.6 
Variables Description and Expected Direction for Model 1 

Variable (s) 
 

Description and Measurement Predicted 
Direction 

Relevant  
hypotheses 

Dependent Variable 
IA  Contribution to the 
financial statement audit 
(IACONTRB) 

Internal auditors’ assessment of percentage of IA 
contribution to financial statement work (0%= IA did not 
perform any of the work required to complete the audit to 
100%= IA performed all of the work required to complete 
the audit) 

  

Hypotheses  Variable(s) 
Audit committee 
Characteristics 

Audit committee composition 
1)     Number of outside board directors on audit   

committee as a percentage of overall board directors 
on audit committee (OUTSIDE) 

2)    The extent of audit committee member knowledge and 
experience in auditing, accounting and finance. 

(ACEXP) 
Audit committee interactions with IA 
1) The frequency  of  audit committee meeting with the 

chief Internal auditor (FREQ) 
2) Audit committee review of IA proposal related to: 

program/plans, budget and coordination with external 
auditors  (0=nil reviews ; 3= all 3 key areas 
reviewed)(REVIEW 1) 

3) Audit committee review of the results of Internal 
auditing related to: financial reporting, internal control 
and compliance with law and regulation (0=nil 
reviews; 3= all 3 key areas reviewed (REVIEW 2) 

 
 
 

+ve 
 
 

+ve 
 
 

+ve 
 
 
 
 

+ve 
 
 

+ve 

 
 

 
1 
 
 

2 
 
 

3(a) 
 
 
 
 

3(b) 
 
 

3(c) 

IA Quality 
  

IA Unit Characteristics 
1) Natural log of the total number of staff in the IA 

department divide by the natural log of asset 
(IAQUAL1) 

2) The proportion of the staff with the prior work 
experience in auditing over the total number of staff in 
the IA function (IAQUAL2) 

   
+ve 

 
+ve 

 
4(a) 

 
4(b) 

Control variable(s)- Used in Felix, et al. (2001) study) 
AVAIL Extent to which Internal auditors agree that the IA 

department has time available to assist in performance of 
the financial statement audit (5 = strongly agree to 1 = 
strongly disagree) 

 
 

+ve 

 
 

COORD Internal auditors assessment of their relationship with 
external auditors (1=coexistence, 2= coordination, 3= 
integration, 4= partnering). 

 
+ve 

 

IR Risk of material misstatement occurring in the client’s 
financial statements, in the absence of controls (inherent 
risk), as reported by the internal auditor, as reported by 
Internal auditors respondent (0=low; 1=moderate/high) 

 
 

-ve 

 

Additional Control Variable(s) 
INDUSTRY A dummy variable taking value 1 if the company is in the 

industrial product sector and 0 otherwise. 
?  

TECHNOL A dummy variable taking value 1 if the company is in the 
technology sector and 0 otherwise. 

?  

TRADING A dummy variable taking value 1 if the company is in the 
trading sector and 0 otherwise. 

?  
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5.4.1 Results of Model 1- (Hypotheses 1, 2, 3(a, b, c), 4(a,b))  
 
The F-Stat. of .0001 indicates that at least one of the independent variables is 

significantly explaining the dependent variable. The p-value for the F-Stat. of the 

estimated coefficient for each variable is shown in Table 5.7.  

 

Further, as shown in Table 5.7, the coefficient for OUTSIDE is significant at the one 

(1) per cent level of significance (p=. 002) thus supporting hypothesis 1 and the 

direction is positive as predicted. This suggests that the larger the proportion of 

independent members on the audit committee (OUTSIDE), the greater the IA 

contribution to the financial statement audit (IACONTRIB).    

 

Similarly, Hypothesis 2 is also supported with the coefficient for ACEXP significant 

at the one (1) per cent level of significance (p=.006). The results indicate a strong 

positive relationship between audit committee knowledge of accounting, auditing and 

finance issues (ACEXP) and IA contribution to the financial statement audit 

(IACONTRB).    

 

Hypothesis 3 is only partially supported, in that, of the three (3) different aspects of 

audit committee interactions with the IA function, only audit committee reviews of 

internal auditors’ IA programmes/plans, budget and coordination with external 

auditors (REVIEW1) is significant at the ten (10) per cent level of significance (p=. 

093). The other dimensions of audit committees interactions i.e. frequency of 

meetings between chief internal auditors and audit committees (FREQ) and the extent 

to which audit committee reviews the results of IA activities related to financial 
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reporting, internal control systems and compliance with law and regulation 

(REVIEW2), are not significant at (p= .264; and p=. 187 respectively). 

 

The results reported in Table 5.7 indicate that both hypotheses 4(a) and 4(b) are 

supported at the one (1) per cent level of significance (p= .001 and p =.001) 

respectively). This indicates that the larger the size of the IA function (IAQUAL1) 

and the higher the proportion of staff with prior work experience in auditing 

(IAQUAL2), the greater will be the contribution of the IA to the financial statement 

audit (IACONTRB). 

 

In terms of the control variables, the variable relating to the availability of the IA 

department to assist external auditors in performing the financial statement audit 

(AVAIL) is significant at the ten (10) per cent level of significance, and is positively 

related to IA contribution to the financial statement audit (IACONTRB) at (p= .045).  

This result appears to be consistent with Felix et al. (2001), indicating that the greater 

the availability of the internal auditors, the greater the contribution that IA makes to 

the financial statement audit. Consistent with expectations, the coordination between 

internal and external auditors (COORD) is also significant at ten (10) per cent level of 

significance and positively related to IA contribution to the financial statement audit 

(p=.060).43 The effect of inherent risk (IR) on the IA contribution to the external audit 

(IACONTRB) is not significant at conventional level (p = .178).44  

 
43 This variable was found to be insignificant in Felix et al.’s (2001) study. 
44 A possible reason may relate to differences in respondents between the two studies whereby in this 
study, the internal auditor was the main respondent assessing the closeness of the internal and external 
audit relationship as well as the extent of inherent risk, while in Felix et al’s (2001) study the responses 
were based on the external auditors’ assessment.  
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Of the three (3) control variables related to different industry sectors, only companies 

that fall under technology sector (TECHNOL) was found to be negatively related to 

the IA contribution to the financial statement audit (IACONTRB) at the ten (10) per 

cent level of significance (p=.085). This indicates that internal auditors working in 

“technology” companies contribute less to the financial statement audit.  One possible 

explanation may relate to the nature and complexities of companies classified under 

technology sector, which tend to be higher than the non-technology companies. 

External auditors are likely to be less confident with the work completed by internal 

auditors within environment that are complex and uncertain and tend to reduce the 

extent of their reliance on the IA work. The other two (2) types of sectors, i.e. 

industry (INDUSTRY) and trading (TRADING) however, were found not to be 

significantly related with the IA contribution to the financial statement audit 

(IACONTRB) at (p=. 711, p= .46) respectively.    
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TABLE 5.7:  OLS Regression Results: IA Contribution Model 
 

 
Variables 

  
Relevant 
Hypotheses 

 
Expected

Sign 

 
β 

 
Std. 

Error

 
t-value

 
p-value*

 
VIF 

CCoonnssttaanntt  
  -.776 .210 -3.70 .000  

Control   
       

AVAIL   + .033 .019 1.721 .045 1.399 
COORD   + .079 .030 2.602 .060 1.619 
IR   - -.055 .059 -.928 .178 1.434 
INDUSTRY ? -.019 .051 -.373 .711 1.288 
TECHNOL ? -.246 .141 -1.752 .085 1.208 
TRADING ? -.033 .047 -.701 .486 1.182 

EExxppeerriimmeennttaall  
VVaarriiaabblleess  

       

OUTSIDE H1 + .473 .189 2.967 .002 1.298 
ACEXP H2 + .068 .030 2.576 .006 1.369 
FREQ H3 (a) + -.023 .020 -1.011 .264 1.174 
REVIEW1 H3(b) + . 038 .028 1.335 .093 1.189 
REVIEW2 H3(c) + -.059 .041 -1.438 .187 1.375 
IAQUAL1 H4(a) + 2.081 .617 3.375 .001 1.602 
IAQUAL2 H4(b) + .284 .088 3.244 .001 1.399 
 
Model 1: 
R Square 

 
 
 .463 

 

Adjusted R Square  .351  
F-Ratio   4.11  
Significance F  .0001  
N   76 

 
 

* p-value represents one-tail tests when direction of coefficient is consistent with expectations. 
 

IACONTRB = Internal auditors’ assessment of percentage of IA contribution to financial statement work (0%= 
IA did not perform any of the work required to complete the audit to 100%= IA performed all of 
the work required to complete the audit) 

AVAIL = Extent to which internal auditors agree that the IA department has time available to assist in 
performance of the financial statement audit (5 = strongly agree to 1 = strongly disagree) 

COORD = Internal auditors assessment of their relationship with external auditors. (1=coexistence, 2= 
coordination, 3= integration, 4= partnering) 

IR = Risk of material misstatement occurring in the client’s financial statements, in the absence of 
controls (inherent risk), as reported by the internal auditor respondents (0=low; 1=moderate/high) 

INDUSTRY = Dummy variable, 1=industrial, 0=others 

TECHNOL = Dummy variable, 1=technology, 0=others 

TRADING = Dummy variable, 1=trading, 0=others 

OUTSIDE = Number of outside board directors on audit committee as a percentage of overall board directors 
on audit committee 

ACEXP = The extent of audit committee member knowledge and experience in auditing, accounting and 
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finance (5= excellent, 4= very good, 3= good, 2= below par, 1=poor) 

FREQ  = The frequency of meetings between the chief internal auditor and the audit committee 

REVIEW1 = Audit committee reviews of IA proposal related to: program/plans, budget and coordination with 

External auditors  (0=nil reviews; 3= all 3 key areas reviewed) 

REVIEW2 = Audit committee reviews of the results of IA related to: financial reporting, internal control and 
compliance with law and regulation (0=nil reviews; 3= all 3 key areas reviewed) 

IAQUAL1  Natural log of the total number of staff in the IA department divided by the natural log of asset 

IAQUAL2 = The proportion of the staff with the prior work experience in auditing over the total number of 
staff in the IA function 

 
 
5.5     Two Stage Least Squares (2SLS) 
 
5.5.1    Endogeneity Issue 
 
A possible limitation to the findings of this study relates to a potential endogeneity 

problem relating to Model 1.  The issue of endogeneity arises when there is a 

simultaneous relationship between the dependent and independent variables, 

rendering OLS inapplicable to estimate the parameters of each equation individually.  

According to Gujarati (1999,p 493), “endogeneity arises when the dependent variable 

that appears as an explanatory variable in another equation may be correlated with the 

stochastic error term of that equation. As such it violates one of the critical 

assumptions of OLS in that the explanatory variable is assumed be either fixed or non 

random, or if random, it be uncorrelated with the error term”.  Therefore, in such a 

situation, the use of OLS will be both biased and inconsistent. 

 

In this study, hypothesis 3(a) predicts that the higher the frequency of meetings 

between the chief internal auditor and audit committee, the more IA contributes to the 

financial statement audit. However, it is possible that the frequency of meetings 

between the audit committee and the internal auditor (FREQ) and the IA contribution  

 



   138 
 

 

 

 

                                                

to the financial statement audit (IACONTRB) are endogenously determined.45 

According to Raghunandan et al. (2001) when meetings between audit committees 

and internal auditors are more frequent, it allows the audit committee to remain 

informed and knowledgeable about the relevant accounting and auditing issues. 

Consequently, the audit committee can better review and monitor IA programs and 

monitor proposals resulting in a more effective IA function.  Additionally, the audit 

committee can also strengthen the position of the IA function by acting as an 

independent forum for internal auditors to raise matters affecting management 

(Goodwin & Yeo, 2001; Braiotta, 1999).  This is in turn increases the confidence of 

the external auditors with regards to the work of the IA, leading to higher IA 

contribution of to the financial statement audit. 

 

On the other hand, it also can be argued that the IA contribution to the financial 

statement audit (IACONTRB) can affect the frequency of meetings between the audit 

committee and the internal auditor (FREQ).  A possible explanation is that as the 

involvement of the internal auditors in assisting external auditors in the preparation of 

the financial statement audit process increases, it is likely that there will a broader 

range of issues that internal auditors may bring to the attention of the audit 

committee, which in turn may call for more meetings.  For instance, internal auditors 

may seek to provide additional briefings to the audit committee regarding the 

problems encountered, and weaknesses found during their involvement in the 

financial statement audit (Goodwin & Yeo, 2001).  Given that the audit committee 

 
 
45 Such jointly dependent variables are known as endogenous variables.  In general, an endogenous 
variable is a variable that is an inherent part of the model and which is jointly (simultaneously) 
determined. In other words, it is a variable that is caused by other variables in the model (Verbeek, 
2000). Further, an exogenous variable “is a variable entering from and determined from outside the 
model being studied” (Vogt, 1993, p. 85).  
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has considerable financial oversight responsibilities and authority, internal auditors 

may be compelled to seek both their guidance and their assurance in terms of the 

decision undertaken in the financial statement audit. For example, the external 

auditors’ assessment of internal control risks or the interpretations accounting policies 

and its impact on internal control design are some of the issues that call for greater 

debate and thus more meetings could be undertaken between the chief internal 

auditors and audit committees (Bishop, Hermanson, Lapides, & Rittenberg, 2000).  

No doubt, the relationship between IA and the audit committee is likely to be a quite 

complex.  Thus, it is arguable that IACONTRB and FREQ may act as both 

endogenous as well as exogenous variables. 

 

To control for the potential endogeneity problem a two-stage least squares (2SLS) 

regression model was applied. 46  Frequency of meetings between the audit 

committee and the chief internal auditor (FREQ) was used as a dependent variable in 

stage one (reduced-form equation) of the 2SLS model.  Seven (7) independent 

variables were chosen for the model based on prior studies (Goodwin & Yeo, 2001; 

Raghunandan et. al.1998).  These variables are the percentage of the IA contribution 

to the financial statement audit (IACONTRB); the proportion of outside directors on 

audit committee (OUTSIDE); the extent of the audit committee members knowledge 

and experience in auditing, accounting and finance (ACEXP); the size of the 

organisation (SIZE); the extent of audit committee reviews of IA proposal  

(REVIEW1) and the results of internal auditing (REVIEW2) and the proportion of 

 
 
46 “Two-Stage Least Squares (2SLS) is a method of systematically creating instrumental variables to 
replace the endogenous variables where they appear as explanatory variables in a simultaneous 
equations systems. 2SLS does this by running a regression on the reduced form of the right-side 
endogenous variables in need of replacement and then the predicted values from those reduced-form 
regressions as the instrumental variable” (Studenmund, 2001,p. 474). 
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the staff with prior experience in auditing (IAQUAL2).  It is suspected that such 

variables will have an effect on the frequency of meetings between the audit 

committee and the chief internal auditor (FREQ).  

 

In the second stage of the 2SLS, the predicted value of frequency of meetings 

between audit committee and internal auditors (PFREQ) from Stage 1 is used as one 

of the independent variables.          

                                                                                                                                                                            

Both equations for the 2SLS procedure are presented below.  

 
FREQ            = β0 + β1IACONTRB+  β 2OUTSIDE+  β 3ACEXP + β 4SIZE+ 
                          b β5REVIEW1 + b β 6REVIEW2 + β 7QUAL2 + εt

          (Stage 1) 
 
IACONTRB  = β 0 + β 1AVAIL + β 2COORD  + β 3IR + β 4 INDUST + 
  β 5TECHNOL+   β6TRADING  + β 7OUTSIDE+ β 8ACEXP+ β9

   

PFREQ + β 10REVIEW1+ β 11REVIEW2+ β 12IAQUAL1 +  
 β 13IAQUAL2 + εt

 

 (Stage 2) 
 

5.5.2   Results of Two-Stage Regression Model (2SLS) 

The results of the 2SLS regression analysis are shown in Tables 5.8 and 5.9 for Stage 

1 and Stage 2 analyses respectively. Table 5.10 compares the results of the OLS 

regression and the 2SLS regression. The findings from Table 5.9 indicate that the 

results have improved significantly after controlling for the potential endogeneity 

problem that was noted between frequency of meetings between the audit committee 

and the chief internal auditor (FREQ) and the IA contribution to the financial 

statement audit (IACONTRB).  There is a slight increase in the adjusted R2 from the 

OLS to 2SLS models i.e. from 35.1 per cent to 36.5 per cent. Further, in comparison 
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to earlier results based on the OLS regression, the 2SLS regression reflects slightly 

stronger results for most of the experimental and control variables.   

 

However, there are three (3) differences in the results between the two (2) models 

(OLS vs 2SLS). Firstly, after controlling for endogeneity, the findings indicate that a 

significant positive relationship exist between frequency of meetings between the 

audit committee and the chief internal auditor (FREQ) and the IA contribution to the 

financial statement audit (IACONTRB) at the less than 10 per cent level of 

significance (p=.063), thus supporting hypothesis 3(a). Second, unlike the OLS 

regression results that revealed REVIEW2 as insignificant, the 2SLS regression 

results reveal that the extent to which the audit committee reviews of the results of IA 

activities (REVIEW2) is significant at the less than five (5) per cent level of 

significance (p=. 023) with a negative coefficient.  Third, in contrast to the OLS 

regression, the 2SLS regression result for the extent of audit committee reviews of IA 

programmes and plans (REVIEW1) appears insignificant at conventional levels 

(p=.114). The results of all other experimental variables are consistent with the OLS 

regression results.  In fact, the proportion of independent member on audit committee 

(OUTSIDE) provide stronger results as OUTSIDE improved from p=. 002 to 

p=.0009 and, the extent of audit committee members knowledge and experience in 

auditing, accounting and finance. (ACEXP) improved from p=.006 to p=.004.  The 

significance level of other experimental variables such IAQUAL1 and IAQUAL2 

were approximately the same as the result derived from the OLS regression.  The 

results of other control variables such as the availability of the internal auditor to 

assist the external auditor (AVAIL), co-ordination between internal and external 



   142 
 

 

 

 

auditors (COORD) and companies classified under technology sector (TECHNOL) 

appear to be stronger when the endogeneity was controlled. 

 
 
 

TABLE 5.8:  Two Stage Least Squares (Stage 1) 
 

FREQ            = β0 + β1IACONTRB+ b β 2OUTSIDE+ b β 3ACEXP + β 4SIZE+ 
                          b β5REVIEW1 + b β 6REVIEW2 + β 7 IAQUAL2 + εt

 
  
 
Variables 

   
Expected 

Sign 
β Std.

Error
t-value p-value VIF

CCoonnssttaanntt  
  7.994 2.129 3.75 .0004

IIAACCOONNTTRRII  
 +  -.150 .632 -.24 .8132 1.236

OUTSIDE  + .127 1.111 .11 .9097 1.199
ACEXP  + .077 .179 .43 .6667 1.163
SIZE  + -.26173 .0960 -.273 .008 1.189
REVIEW1  + .51871 .23019 2.25 .0275 1.146
REVIEW2  + -.03696 .17371 -.21 .8321 1.186
IAQUAL2  + .0196 .475 .04 .9673 1.103
   
 
R Square 

 
.159 

 

Adjusted R Square .0701  
F-Ratio 2.13  
Significance F .099  
N 76  

 
FREQ  = The frequency of meetings between the chief internal auditor and  

audit committee 

OUTSIDE = Number of outside directors on audit committee as a percentage of 
overall board directors on audit committee 

ACEXP = The extent of audit committee members knowledge and experience in 
auditing, accounting and finance. 

(5= excellent, 4= very good, 3= good, 2= below par, 1=poor) 

SIZE = Natural log of total asset 

REVIEW1 = Audit committee reviews of the IA proposal related to: program/plans, 
budget and coordination with external auditors  (0=nil reviews ; 3= all 
3 key areas reviewed) 

REVIEW2 = Audit committee reviews of the results of IA activities related to: 
financial reporting, internal control and compliance with law and 
regulation (0=nil reviews; 3= all 3 key areas reviewed) 

IAQUAL2 = The proportion of the staff with the prior work experience in auditing 
over the total number of staff in the IA function 
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TABLE 5.9 

Two Stage Least Squares (Stage 2) 
IACONTRB  = β 0 + β 1AVAIL + β 2COORD  + β 3IR + β 4 INDUST +  
 β 5TECHNOL+   β6TRADING  + β 7OUTSIDE+ β 8ACEXP+  
 β9 PFREQ + β 10REVIEW1+ β 11REVIEW2+ β 12IAQUAL1 + 
  β 13IAQUAL2 + εt

 
Variables 

   
Expected

Sign 

 
β 

 
Std. 

Error 

 
t-value 

 
p-

value* 

 
VIF 

ConstantConstant
   

-1.1723
 

.30728 
 

-3.82 
 

.0003 
 

Control  
       

AVAIL   + .0396 .019 2.07 .021 1.421 
COORD   + .0673 .030 2.28 .013 1.577 
IR   - -.0616 .058 -1.05 .149 1.448 
INDUSTRY ? -.0092 .050 -.18 .855 1.284 
TECHNOL ? -.2934 .141 -2.07 .042 1.253 
TRADING ? -.0382 .046 -0.82 .414 1.191 

Experimental  VariablesExperimental Variables
       

OUTSIDE H1 + .628 .188 3.45 .0009 1.365 
ACEXP H2 + .082 .030 2.85 .004 1.385 
PFREQ H3 (a) + .101 .065 1.55 .063 2.059 
REVIEW1 H3(b) + . 035 .028 1.24 .114 1.193 
REVIEW2 H3(c) + -.123 .053 -2.32 .023 2.360 
IAQUAL1 H4(a) + 2.386 .649 3.67 .001 1.794 
IAQUAL2 H4(b) + .250 .086 2.92 .002 1.368 
 
R  Square 

 
.475 

 

Adjusted R Square .365  
F-Ratio 4.32  
Significance F .0001  
N 76  
*p-value represents one-tail tests when direction of coefficient is consistent with expectations 

IACONTRB = Internal auditors’ assessment of percentage of IA contribution to 
financial statement work (0%= IA did not perform any of the work 
required to complete the audit to 100%= IA performed all of the work 
required to complete the audit) 

AVAIL = Extent to which internal auditors agree that the IA department has time 
available to assist in performance of the financial statement audit (5 = 
strongly agree to 1 = strongly disagree) 

COORD = Internal auditors assessment of their relationship with external auditors. 
(1=coexistence, 2= coordination, 3= integration, 4= partnering) 

IR = Risk of material misstatement occurring in the client’s financial 
statements, in the absence of controls (inherent risk), as reported by 
internal auditor respondents.  (0=low; 1=moderate/high) 

INDUSTRY = Dummy variable, 1=industry, 0=others 

TECHNOL = Dummy variable, 1=technology, 0=others 

TRADING = Dummy variable, 1=trading, 0=others 
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OUTSIDE = Number of outside board directors on audit committee as a percentage of 
overall board directors on audit committee 

ACEXP = The extent of audit committee member knowledge and experience in 
auditing, accounting and finance. 

(5= excellent, 4= very good, 3= good, 2= below par, 1=poor) 

PFREQ = The predicted value of frequency of meeting between audit committee 
and Internal auditor from equation 1 

REVIEW1 = Audit committee reviews of IA proposal related to: program/plans, 
budget and coordination with external auditors  (0=nil reviews ; 3= all 3 
key areas reviewed) 

REVIEW2 = Audit committee reviews of the results of   IA related to: financial 
reporting, internal control and compliance with law and regulation (0=nil 
reviews; 3= all 3 key areas reviewed) 

IAQUAL1  Natural log of the total number of staff in the IA department divide by 
the natural log of asset 

IAQUAL2 = The proportion of the staff with the prior work experience in auditing 
over the total number of staff in the IA function 
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TABLE 5.10 

Comparison of the OLS result and 2SLS results 

   
Expected

Sign 

 
OLS 

 
2SLS 

 

 
Variables 

  t-value p-value* t-value p-value* 

CCoonnssttaanntt  
  -3.70 .000 -3.82 .0003 

Control   
      

AVAIL   + 1.721 .045 2.07 .021 
COORD   + 2.602 .060 2.28 .013 
IR   - -.928 .178 -1.05 .149 
INDUSTRY ? -.373 .711 -.18 .855 
TECHNOL ? -1.752 .085 -2.07 .042 
TRADING ? -.701 .486 -0.82 .414 

  

EExxppeerriimmeennttaall  
VVaarriiaabblleess  

      

OUTSIDE H1 + 2.967 .002 3.45 .0009 
ACEXP H2 + 2.576 .006 2.85 .004 
FREQ   -1.011 .264   
PFREQ H3 (a) +   1.55 .063 
REVIEW1 H3 (b) + 1.335 .093 1.24 .114 
REVIEW2 H3 (c) + -1.438 .187 -2.32 .023 
IAQUAL1 H4 (a) + 3.375 .001 3.67 .001 
IAQUAL2 H4 (b) + 3.244 .001 2.92 .002 
      
 
 

 
 

  
OLS

  
2SLS

 
R Square 

 
 

  
.463. 

  
.475 

Adjusted R Square       .3510  .365 
F-Ratio   4.26  4.32 
Significance F   .0001  .0001 
N   76  76 
*p-value represents one-tail tests when direction of coefficient is consistent with expectations 
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5.6 The Relationship between IA Contribution to the Financial Statement   
Audit and Audit Fees (Audit Fees Model- Hypothesis 5) 

A cross sectional regression model based on prior audit fee research as shown below 

as Model 2 was used to examine the relationship between the IA contribution to the 

financial statement and audit fees (i.e. Hypothesis 5).  This model was adapted from 

the basic audit fee model by Simunic (1980). 

Model 2:  

FEES = Β0 + β1SIZE + β2SUB  + β 3FOREIGN + β 4LEVERAGE + β 

5RECEIVABLES+β 6ROA + β 7NONAUDIT + β 8BIGFOUR + β 

9LENGTH + β 10NCL + β 11INDUSTRY + β 12 TECHNOL + β 
13TRADING + β 14IACONTRB + εt

 
 
Where: 
 

FEES = Audit fee paid by the client (data collected from annual report)(Natural log 
of audit fees used in regression model) 

SIZE = Total assets for client at the end of the fiscal year (natural log used in 
regression model) 

SUB = Square root of the number of subsidiaries 

FOREIGN = Total number of foreign subsidiaries divided by total number of subsidiaries 

LEVERAGE = Total liabilities divided by total assets for client at the end of the fiscal year 

RECEIVABLES  Total receivables divided by total assets 

ROA = Net profit before interest and tax divide by total assets 

NONAUDIT = Internal auditors’ assessment of the extent of the provision of non-audit 
services by the client’s external auditor (1= not at all to 7= a great extent of 
provision of non-audit services by the client’s external auditor) 

BIGFOUR = Dummy variable, 1=when a Big Four auditor is used and  0 =when a smaller 
audit firm is used 

LENGTH = Length of the auditor relationship with the client, in years (natural log used 
in the regression model) 

NCL = Net current liabilities divided by total asset 

INDUSTRY = Dummy variable, 1=industry, 0=others 

TECHNOL  Dummy variable, 1=technology, 0=others 

TRADING  Dummy variable, 1=trading, 0=others 

IACONTRB  Internal auditors’ assessment of the percentage of IA contribution to 
financial statement work (0%= IA did not perform any of the work required 
to complete the audit to 100%= IA performed all of the work required to 
complete the audit) 
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TABLE 5.11 
Variables Description and Expected Direction for Model 2 

 
Variable (s) 
 

Description and Measurement Predicted 
Direction 

Relevant  
hypothesis 

Dependent Variable 
 FEES Audit fee paid by the client (data collected from annual 

report)(Natural log of audit fees used in the regression 
model) 

  

Hypothesis Variable 
The IA contribution to 
the financial statement 
audit (IACONTRB) 

Internal auditors’ assessment of percentage of IA 
contribution to financial statement work (0%= IA did not 
perform any of the work required to complete the audit to 
100%= IA performed all of the work required to complete 
the audit) 
 

-ve 
 
 
 
 

5 
 
 
 
 

Control variable(s)- used in previous audit fees model 
SIZE Total assets for client at the end of the fiscal year (natural 

log used in regression model) 
+ve  

 
SUB Square root of the number of subsidiaries +ve  
FOREIGN Total number of foreign subsidiaries/ total number of 

subsidiaries 
 

+ve 
 

LEVERAGE Total liabilities divided by total assets for client at the end 
of the fiscal year 

 
+ve 

 

RECEIVABLES Total receivables divide by total assets +ve  
ROA Net profit before interest and tax divide by total assets -ve  
NONAUDIT Internal auditors’ assessment of the extent of the provision 

of non-audit services by the client’s external auditor (1= 
not at all to 7= a great extent of provision of non-audit 
services by the client’s auditor) 

-ve  

BIGFOUR A dummy variable taking value of 1 when a Big -Four 
auditor is used and 0 when a smaller audit firm is used 

+ve  

LENGTH Length of the auditor relationship with the client, in years 
(natural log used in the regression model) 

+ve  

NCL  Net current liabilities divided by total asset -ve  
INDUSTRY A dummy variable taking value 1 if the company is in the 

industrial product sector and 0 otherwise. 
?  

TECHNOL A dummy variable taking value 1 if the company is in the 
technology sector and 0 otherwise. 

?  

TRADING A dummy variable taking value 1 if the company is in the 
trading sector and 0 otherwise. 

?  

5.6.1   Result of Model 2(Audit Fees Model) 

A multiple regression was applied using SPSS regression between the external audit 

fees (FEES) as the dependent variable and the contribution of IA work to the 
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financial statement (IACONTRB) as the experimental variable.  Additionally, various 

measures of conditioning information sets are also used to assess the strength of an 

independent link between the external audit fees (FEES) and the contribution of IA 

work to the financial statement audit (IACONTRB).  The set of control variables 

selected is consistent with the variables generally identified in much of literature on 

audit fees. The set of control variables included in this study are SIZE (natural 

logarithm of assets); SUB (square root of subsidiaries); FOREIGN (the proportion of 

foreign subsidiaries); LEVERAGE (total liabilities divide by total liabilities); 

RECEIVABLES (Receivables divide total asset); NCL (net current liabilities divide 

by total assets); ROA (net profit before tax and interest divide total asset); 

NONAUDIT (the reliance of the organisation on the external audit firm for 

significant non-audit services); the use of big Four auditor (BIGFOUR); LENGTH 

(natural logarithm of the length of auditor relationship with the client, in years) and 

three industries control, i.e. INDUSTRY, TECHNOL and TRADING.   

   

In Model 2, variables that do not have a normal distribution were transformed by 

taking the natural log of the variable (total assets, audit fees and length) or its square 

root (number of subsidiaries).47  Casewise diagnostic identified LNFEES case 74 as a 

univariate outlier by three (3) standard deviations.  The regression analysis was run 

without the outlier.  The inclusion of the outlier produced significant impact on the R-

square and adjusted R2.  The inclusion of the outlier generated R2 of 66.6 percent and 

adjusted R2 of 59 per cent; meanwhile the exclusion of the outlier generated R-square 

 
47 This transformation is consistent with the prior audit research (Simunic 1980; Francis, 1984: Gul & 
Tsui, 1997; Gul, 1999). 
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of 75.3 per cent and adjusted R2 of 69.5 per cent.   Therefore, due to the effect on the 

overall model, case 74 LNFEES was removed. With the use of a p <. 001 criterion for  

Mahalanobis distance, two multivariate outliers were identified, however, these 

outliers were retained as the inclusion or the exclusion of it did not affect results of 

the overall model. 

 

As shown previously in Section 5.32 in this chapter, Table 5.5 provides descriptive 

statistics of the variables used in Model 2.  Table 5.11 describes the variables used in 

Model 2 and the predicted direction and Table 5.12 provides the OLS regression 

results of the audit fee model. The overall model is significant at (p<.0001), with an 

adjusted R2 of 69.5 per cent. For convenience hypothesis 5 developed in Chapter 3 is 

repeated. 

Hypothesis 5 
 
There is a negative relationship between IA contribution to the financial statement 
audit and external audit fees. 
 
The F-Stat of .0001 indicates that at least one of the independent variables is 

significant in explaining the dependent variable.  The p-value for the F-Stat of the 

estimated coefficient for each variable is shown in Table 5.12.  

 
Hypothesis 5 predicted that there is a negative relationship between the IA 

contribution to the financial statement audit and audit fees. Findings in this study 

indicate that the IA contribution to financial statement audit (IACONTRB) is not 

significant at  (p=. 810), thus hypothesis 5 is not supported. Consistent with prior 

audit fee studies, several of the control variables are significant and have coefficients 

in the expected direction. For example, audit fees (FEES) are positively associated 

with SIZE at the one (1) per cent level of significance (p=. 0001) indicating that the 
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larger the size of companies, the higher the audit fees charged.  Similar evidence of 

positive significance was noted for the measure of the complexity, i.e., the number of 

subsidiaries (SUB) at the one (1) percent level of significance (p= .0001) and the 

proportion of foreign subsidiaries (FOREIGN) at the ten (10) per cent level of 

significance (p=. 055), indicating that as the risk and complexity becomes higher, the 

audit fees also increase. The measure of risk such as receivables (RECEIVABLES) 

divided by total assets is also positively associated with audit fees (FEES) at the ten 

(10) per cent level of significance (p= .018), and, the measure of profitability using 

return on asset (ROA) is negatively associated at the 10 per cent level of significance 

(p = .022). However, contrary to prediction net current liabilities (NCL) is negatively 

associated with audit fees at (p= .067). Other control variables such as LEVERAGE, 

the use of Big Four auditor (BIGFOUR) and three controls of industry (INDUSTRY, 

TECHNOL and TRADING) are not significant  (p= .238, p= .532, p=.280, p=.946 

and p=.294 respectively).  The variable capturing whether the external audit firm also 

provided non-audit services to its client (NONAUDIT)48 and the variable capturing 

the duration of the auditor/auditee relationship (LENGTH) are not significant (with p-

values of .987 and .695 respectively). 

 

 

 
 
48 The result of this study is inconsistent with Felix et al(2001) indication a negative relationship 
between the variable capturing whether the external audit firm also provided non audit services to its 
client (NONAUDIT) with IA contribution to the financial statement audit.  Other prior studies find 
either a positive relation between non audit services and audit fees (Simunic, 1980; Simon, 1985; 
Palmrose, 1986b; Turpen, 1990 or provide no evidence of this relationship (see Abdel-khalik ,1990; 
O’Keefe et al.,1994).  The difference in the results of this study may be related to the use of the 
internal auditors as the main respondent in comparison to Felix et al. (2001) that used the external 
auditors as their main respondent in their study. 
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TABLE 5.12 
OLS Regression Results: Audit Fees Model 

 

FEES = β0 + β1SIZE + β2SUB  + β 3FOREIGN + β 4LEVERAGE + β 

5RECEIVABLES +β 6ROA + β 7NONAUDIT + β 8BIGFOUR + β 9LENGTH + 
β 10NCL + β 11INDUSTRY+ β 12 TECHNOL + β 13TRADING + β 
14IACONTRB + εt
 

 
 
  
 
Variables 

 
 
Hypothesis 

 
Expected 

Sign 
β Std`.

Error
t-value p-

value*
VIF

CCoonnssttaanntt  
  2.682 1.179 2.275 .026

Control  variables 
  

SIZE  + .429 .060 7.134 .0001 2.086 
SUB  + .095 .028 3.424 .0001 1.843 
FOREIGN  + .951 .585 1.626 .055 1.516 
LEVERAGE  + .231 .322 .716 .239 1.782 
RECEIVABLES  + 1.267 .594 2.132 .018 1.575 
ROA  - -2.172 .794 -2.735 .004 1.347 
NONAUDIT  - -.001 .042 -.016 .493 1.202 
BIGFOUR  + -.087 .138 -.629 .532 1.169 
LENGTH  + -. 030 .075 -.394 .695 1.281 
NCL  + -.773 .414 -.161 .866 1.803 
INDUSTRY  ? .143 .131 1.090 .280 1.108 
TECHNOL  ? .134 .383 -.068 .946 1.186 
TRADI NG  ? -.026 .126 1.059 .294 1.105 
Experimental variable   
IACONTRB H5 - .066 .271 .242 .810 1.121 
   
Model 2:   
R Square .753  
Adjusted R Square .695  
F-Ratio 13.067  
Significance F .0001  
N 75  
 
*p-values represent one-tailed tests when the direction of the coefficient is consistent with expectations.
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FEES = Audit fee paid by the client (data collected from annual report)(Natural log 
of audit fees used in regression model) 

SIZE = Total assets for client at the end of the fiscal year (natural log of total assets 
used in regression model) 

SUB = Square root of the number of subsidiaries 

FOREIGN = Total number of foreign subsidiaries divided by total number of subsidiaries 

LEVERAGE = Total liabilities divided by total assets for client at the end of the fiscal year 

RECEIVABLES  Total receivables divided by total assets 

ROA = Net profit before interest and tax divide by total assets 

NONAUDIT = The provision of non-audit services by the client’s external auditor (1= not 
at all to 7= a great extent of provision of non-audit services by the client’s 
external auditor 

BIGFOUR = Dummy variable, 1=when a Big -Four auditor is used and 0 =when a smaller 
audit firm is used 

LENGTH = Length of the auditor relationship with the client, in years (natural log used 
in the regression model) 

NCL = Net current liabilities divided by total asset 

INDUSTRY = Dummy variable, 1=industrial, 0=others 

TECHNOL = Dummy variable, 1=technology, 0=others 

TRADING = Dummy variable, 1=trading, 0=others 

IACONTRB = Internal auditors’ assessment of percentage of IA contribution to financial 
statement work (0%= IA did not perform any of the work required to 
complete the audit to 100%= IA performed all of the work required to 
complete the audit) 

 
5.6.2 Additional Analysis for Model 2 

5.6.2 (a)   Risk 

A number of researchers have suggested that audit fees are positively associated 

with inherent risk in an engagement since certain parts of the audit may have a 

higher risk of error and required specialised audit procedures (Simunic, 1980). 

The two (2) areas most frequently cited, as being difficult to audit are inventory 

and receivables (Simunic, 1980).  The three (3) metrics that are commonly used 

to represent inherent risk are inventory divided by total assets, receivables 

divided by total assets, and the combination of inventory and receivables divided 
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by total assets.  For this study, the risk was measured using total receivables 

divided by total assets. For an additional analysis, alternative versions of the 

model was run using the regression analysis in Table 5.12, substituting some of 

the control variables applied in the audit fees model such as inventory and 

combined the receivables and inventory together. However, the results obtained 

did not differ significantly from those reported in the thesis. 

 

5.6.2 (b)   Complexity 

Prior research typically expect that the more complex a client, the harder it is the 

audit and the more time consuming the audit is likely to be (Simunic, 1980; 

Hackenbrack & Knechel, 1997).  However, the general concept of complexity 

has been measured in many different ways.  The most typical indicators of 

complexity include the number of subsidiaries, the number of foreign 

subsidiaries, the number of business segments and the number of audit location. 

In this study consistent with most audit fees studies, the complexity was 

measured using the number of subsidiaries and the proportion of foreign 

subsidiaries divided by the number of subsidiaries. However, for an additional 

analysis, the regression analysis in Table 5.12 was rerun with the inclusion of the 

other measure of complexity such as the number of business segments.  However, 

the results revealed no significant difference from the results reported in the 

thesis. 
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5.6.2(c)   Auditor Quality 

Higher audit fees might be expected when an auditor is recognised to be of 

superior quality to other firms (Hay, Knechel & Wong, 2004).  Researcher have 

attempted to use large number of different proxy variables to represent audit 

quality but the two (2) that are most common are a dummy variable for firms that  

are classified as being BigSix/Five/Four.  For the current study, the measure of 

audit quality included the use of BigFour since the past studies on audit quality 

strongly support the observation that Big Six/Five/Four is associated with higher 

audit fees with 67 per cent of all studies finding a significant positive result (Hay 

et al., 2004).  However, inconsistent with prediction the relationship between the 

use of BigFour and audit fees was not significant.  Further two (2) supplementary 

analyses were conducted whereby the regression analyses in Table 5.12 were 

rerun, first by substituting the BigFour with industry specialisation and second, 

by including the industry specialisation as an additional control variable.  

   

5.6.2 (d) Provision for Non-Audit Services 

Further, for Model 2, a seven-point Likert scale was used to measure the variable 

for capturing whether non-audit services are provided to the client 

(NONAUDIT)49.  This is however, inconsistent with the measure of provision of 

non-audit services used by Felix et al. (2001).  Prior to the application of a seven-

point Likert scale, two (2) supplementary analyses were undertaken.  To this 

extent, the regression analysis in Table 5.12 is rerun using a dichotomous 
 

 
49 This measurement is consistent with Felix et al.’s (2001) suggestion for future research to use 
continuous measure to measure this variable. 
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measure and a seven-point Likert scale to capture for the provision of non-audit 

services to the client (NONAUDIT).  A dummy variable with the value of one if 

non-audit services are provided to the client and zero otherwise is used.  No 

significance difference was found between the use of a dichotomous measure and 

a measure using a seven-point Likert scale. However, according to Sakaran 

(2003, p. 167), “whenever possible, we should try to measure variables on 

interval scale”.  This is due to the fact that the use of the interval scale gives more 

information than the nominal scale and the ordinal scale.  Further, Felix et al. 

(2001) also suggest that the future study should explore the use of continuous 

measure, for example, in their study, Felix et al. (2001, p.528) contended that 

“while Abdel-khalik (1990) argues that the use of a dichotomous measure is 

appropriate when examining this relation, future research examining this relation 

may want to further explore the appropriateness of using a dichotomous or 

continuous measure”. 
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5.7 Overview of the Chapter 

This chapter presents the results of the mail questionnaires survey questionnaires. 

Initially, an OLS regression was undertaken and discussed.  However, to control 

for a potential endogeneity problem suspected in Model 1 a 2SLS regression 

analysis was undertaken. After controlling for endogeneity, the results have 

improved.   The results of the 2SLS indicate that hypotheses 1, 2, 3(a), 4(a) and 

4(b) are significant in the predicted direction.  However, for hypothesis 3(a), 

contrary to expectation, the results reveal a negative relationship between the 

extent of audit committee reviews of IA activities (REVIEW2) and IA 

contribution to the financial statement audit (IACONTRB) is significant 

hypotheses 3(c).  Further, for Model 2, the OLS regression was executed to 

examine the relationship between the IA contribution to the financial statement 

audit and audit fees. The results do not support the prediction in hypothesis (5) 

five, indicating that IA contribution to the financial statement audit does not 

result in audit fees reduction.  The results of most control variables are consistent 

with prior studies. 
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CHAPTER SIX 

   
 

  

RReessuullttss  aanndd  DDiissccuussssiioonn  
PPhhaassee  22::  IInn--ddeepptthh  IInntteerrvviieewwss    

  

6.1 Introduction 
 
The main objective of this chapter is to present the results of Phase 2 of this study 

which involved a series of in-depth interviews with chief internal auditors from a 

variety of industries.   The overall aim of the interviews was to shed further light 

on the inter relationships between internal auditors, audit committees and 

external auditors.  Specifically, the interviews focused on the perceptions of 

internal auditors on their interactions with audit committees and external auditors 

across three (3) main areas.  First, the interviews focused on the internal auditors’ 

perceptions of factors affecting an audit committee’s oversight duties such as 

audit committee independence, the committee members’ knowledge of 

accounting, auditing and finance, and the nature and extent of the interaction with 

internal auditors. Specifically, the frequency of meetings, management’s 

presence at meetings, and audit committee involvement in the reviews of IA 

plans and reports are examined. Second, the interviews also focused on 

investigating internal auditors’ perceptions of how audit committees may further 

contribute to improving the IA function, and to strengthening the overall financial 

reporting process. Third, the interviews centred on elucidating the link between 

the IA contribution to the financial statement audits and audit fees through 

examining the internal and external auditor interactions.   
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6.2 Interview Sample and Administration 

Eleven (11) interviews were undertaken with the Heads of IA units (also referred 

as chief internal auditors). Discussion on sample selection procedures for the 

interviews was undertaken in Chapter 4 under Section 4.82.  All participants 

worked large companies listed on the main board of the KLSE.  The size of the 

companies, in terms of total assets, ranged from $150 million to $250 million 

(with the exception of one organisation with total assets worth $28 billion), and 

in terms of number of employees, ranged from 700 to 10,000 employees.  In 

terms of composition of the audit committee, the firms of all eleven (11) 

participants met the KLSE listing requirements and the MCCG’s 

recommendations with no audit committee comprising fewer than three (3) 

members, of whom two-third were independent direct. In fact, 45 per cent of   

participants reported that their audit committee comprised of fully independent 

directors.   

 

Of the chief internal auditors who participated in the interviews, the majority 

were male and three (3) were female. All 11 chief internal auditors held an 

accounting qualification with a Certified Practising Accountant (CPA) 

designation, and were also members of the Malaysian Institute of Accountants 

(MIA) and, more than half of the participants were members of the Institute of 

Internal Auditors Malaysia (IIA).50 The participants reported having at least four 

 

 
50 Three of the participants possessed Australian CPA and one possessed ACCA.  Both of these 
professional qualifications qualified them to be a member of The Malaysian Institute of 
Accountants (MIA). In addition, the MIA was established under the Accountants Act 1967, acts 
as the authoritative body regulating the accounting profession. 
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(4) years experience as internal auditors, and each participant had held his or her 

position as chief internal auditor for a minimum of six (6) months (please refer to 

Figure 6.1 for the details of the information). The interviews were tape-recorded 

and each interview lasted approximately 1.5 hours: the shortest being about 50 

minutes, and the longest about two (2) hours.51

 

Interviews were conducted at the participants’ organisation and a semi-structured 

questionnaire was utilised to guide the interview as delineated in Chapter Four, 

Section 4.8.3). All participants appeared confident and seemed to have a very 

good understanding of the organisations’ background, structure and processes. 

Guided by Patton (2002), the transcribed data from the interviews were  first 

coded using the key themes related to the main research questions and 

subsequently rechecked for errors in the classification of themes were reviewed 

and consensus reached before pre-coding. Further, a matrix framework was used 

to compare the responses across the eleven (11) heads of internal auditor 

departments.  The matrix format draws attention to presence or absence of 

consistency and consensus across different respondents (Miles & Huberman, 

1984), and as such is a useful tool for identifying commonalities and differences 

in the research themes (Martin & Meyerson, 1988).   The matrix framework as 

provided in Figure 6.1 compares and contrasts chief internal auditors’ perceptions 

regarding :   a) the nature and effectiveness of oversight processes between 

 
51 The IIA in Malaysia was formed as a Chapter in 1977 and subsequently became a National 
Institute in 1988.  IIA Malaysia is also affiliated to the Institute of Internal Auditors Inc., USA a 
worldwide body that has more than 90,000 members with representatives from 120 countries. 
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themselves and the audit committee; b) audit committee ability to further enhance 

the quality of the IA function; c) their extent of interaction with external auditors; 

and the implications for audit fees. 

    

6.3 Interview Findings 
 
In the next section, the findings from the semi structured interviews are discussed 

under three (3) main themes: (i) internal auditor perceptions on the nature and 

effectiveness of audit committee oversight processes of the IA function; (ii) 

perceptions of the internal auditors regarding their audit committee’s strength and 

their ability to further enhance IA activities; and  (iii) the extent of interaction 

between the internal auditors and external auditor, its implication for IA 

contribution to the financial statement audit and for audit fees.  

 

6.3.1 Perceptions on the Nature and Effectiveness of Audit Committee 
Oversight of the IA Function 

 

Frequency of meetings:  All the eleven (11) chief internal auditors stated that 

they meet with their respective audit committees a minimum of four (4) times per 

year; and in one (1) case, seven (7) meetings had been held in that year.52

  In normal practice, chief internal auditors attend the meeting by invitation.  This 

appears to be in line with the recommendations of the BRC report and the 

MCCG, which advocate audit committees to meet with the chief internal auditor 

on a regular basis.  All interviewees were satisfied with the frequency of meeting

 
52 The chief  internal auditors in all eleven (11) cases were invited to all audit committee 
meetings. 
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FIGURE 6.1: THE STRUCTURED INTERVIEWS DATA MATRIX 
Interviewees 

(Chief Internal Auditors ) P1 
 

P2 
 

P3 
 

P4 
 

P5 
 

P6 
 

P7 
 

P8 
 

P9 
 

P10 
 

 
P11 

Demographic Details
           

Age group 35-40 30-35 35-40 35-40 35-40 35-40 45-50 40-45 45-50 35-40 35-40 

Gender Male Male Male Male Male Female Female Male Male Male Female 

Professional Qualification/ 
Membership 

CPA CIA CIA CPA CPA CIA MICPA MIA, CIA ACCA MIA,CIA MICPA, 
CIA 

No of years with firm 2 years 2.5 years 2.5 years 3 years 10 years 4 years 10 years 1 year 2 years 4 years 6 months 

No of years in current position 2 years 2.5 years 6 years 0.5 year 4 years 1 years 2 years 1 year 2months 4 years 6 months 

No of years as an internal   auditor 9 years 7 years 10 years 11 years 4 years 4 years 6 years 8 years 20 years 12 years 4 years 

No of employees who directly 
report to manager 

4 7 4 7 3 30 4 50 5 3 4 

Background of Companies 
 

           

  

Public Listed 

 

Yes 

 

Yes Yes 
 

Yes 

 

Yes 

 

Yes 

 

Yes 

 

Yes 

 

Yes 

 

Yes 

 

Yes 

 Multinational No No No No Yes No No No Yes Yes Yes 

 Number of Employees 1000 850 700 2,000 800 3,000 600 7,000 1500 100 800 

 Estimated Total Asset 173m 1.1b 850m 750m 2.5 b 5.5b 627m 27.7b 2.46b 834m 930m 

Total years of IA dept   
establishment 

15 years 3 years 
 

3 years 
 

20 years 15 years 30++yrs 7 years 12 years 30 years 7 years 6 years 
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Content Theme
 

P1 

 

P2 

 

P3 

 

P4 

 

P5 

 

P6 

 

P7 

 

P8 

 

P9 

 

P10 

 

P11 

A) Perceptions on the nature 
and effectiveness of 
oversight processes between 
internal auditors and audit 
committees 

           

Frequency of meeting/year (H3a) 4-6 4 4 4 4 4 4 4-7 4 5 6 
 
Presence of senior management in  
meetings  

 
Yes 

 
Yes 

 
Yes Yes 

 
Yes Yes 

“By 
Invitation” 

 
Yes Yes 

“By 
invitation” 

 
Yes 

 
Yes 

 
 

 
Yes 

Involvement of audit committee in 
the termination of the chief Internal 
auditor 

No Yes Yes Yes Yes Yes Yes Yes Yes No Yes 

Communication between internal 
auditors and audit committees 

Quite close Very 
Close 

Quite 
Close 

Quite 
close 

Quite 
close 

Quite 
close 

Quite 
close 

Very 
close 

Very 
close 

Average Average 

Line of  Reporting 2 
  

2 2 2 2 2 2 2 2 2 2 

Review of IA plan and results 
(H3b and 3c) 

Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes 

B) Perceptions of 
internal auditors on audit 
committee ability to further 
enhance the quality of the IA 
function 

           

Audit committee composition (H1) 75% 67% 67% 75% 67% 67% 67% 71% 75% 67% 67% 
Audit committee knowledge and 
experience in auditing, finance and 
accounting (H2) 

 
Yes 

 
Yes 

 
Yes 

 
Yes 

 
Yes 

 
Yes 

 
Yes 

 
Yes 

 
Yes 

 
Yes 

 
Yes 

Role of Audit Committee Effective Effective Effective Effective Effective Quite 
Effective 

Quite 
Effective 

Very 
Effective 

Quite 
Effective 

Quite 
Effective 

No opinion 
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Content Theme 

 

 
 

P1 

 
 

P2 

 
 

P3 

 
 

P4 
 

P5 

 
 

P6 

 
 

P7 

 
 

P8 

 
 

P9 

 
 

P10 

 
 

P11 

C) Perceptions on IA  
interactions between the 
internal with external 
auditors, and audit fees 
implications. 

    
 

      

Frequency of meetings with 
external auditor 
 

 
4/yr 

 
5/yr 

 
6 /yr 

 
4 /yr 2 /yr 

 
4 /yr 

 
once/yr 

 
12/yr 

 
once/yr 

 
once/yr 

2/yr 

Relationship with external auditor 
 

Quite 
Close 

 

Quite 
Close 

Quite 
Close 

Quite 
close Quite 

Close 

Quite 
close 

Not very 
close 

Very 
close 

Not very 
close 

Not very  
close 

Quite close 
 

The contribution of internal auditor 
to the preparation of financial 
statement audit 

 
Yes 

  

 
Yes 

  

 
Yes 

  

 
Yes 

  

 
Yes 

  

 
Yes 

  

 
Yes 

  
 

 
Yes 
 

 
No 

 
No 

 
No 

Does the contribution of the internal 
auditor assist in reducing external 
audit fees? 

Yes Yes No Yes No Yes No No No No No 
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The presence of senior management at meetings: Interestingly, in the majority of 

cases senior management were present at the meetings between the chief internal 

auditors and the audit committee. Most participants stated that senior 

management (usually the Executive Director and/or the Chief Financial Officer) 

are present at the meetings between the chief internal auditor and audit 

committee.  In two (2) cases (P6, P8), the presence of management at the meeting 

was only upon the invitation by the audit committee and generally those 

managers were invited in order to provide further clarification on specific issues.  

Although, the general view of chief internal auditors is that the absence of 

management often makes it easier to discuss IA findings and recommendations 

with audit committee, the lack of private meetings between the chief internal 

auditor and audit committee is disconcerting. As noted by Kalbers (1992) in his 

study, private meetings facilitate confidential exchanges between the internal 

auditor and the audit committee and, given the potential sensitivity of IA findings 

such meetings are important for full and frank discussions to take place. 

Consequently, the private meetings also help to enhance the perceived status and 

independence of internal auditors within their organisation (Braiotta, 1999). 

Likewise, the BRC (1999) and the IIA (2001) also emphasise the importance of 

such private meetings as private meetings allow the chief internal auditor to raise 

sensitive issues, especially those concerning management. Hence, the lack of 

such meetings as found in this study raises significant concerns. 

 

Types of reports and issues discussed:  The issues most commonly discussed with 

audit committees as reported by all participants were matters relating to 

compliance, operational, risk management and financial issues. Compliance 
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issues generally centred on internal controls and other regulatory mandates e.g. 

environmental and industry specific compliance reports.  However, reviews of 

the internal controls tended to predominate the discussions between audit 

committee and internal auditors, indicating that the role of internal auditors is still 

conceived from a traditional, compliance-oriented perspective. Several 

interviewees also noted that audit committees are increasingly seeking IA 

assistance in the identification and management of risks. One interviewee (P8) 

noted that when the audit committee perceives risk to be high in certain areas 

within the firm, it often seeks the input of internal auditors to improve the 

internal controls and mitigate those risks.  

 

Financial reporting issues normally involved the annual report, accounting 

estimates, and announcements that the companies aimed to make to the KLSE.  

In most cases, matters relating to accounting treatments and compliance with 

accounting standards appeared to be items that generated considerable discussion. 

A key observation is that most interviewees felt that rather than the chief internal 

auditors’ views, the external auditors’ views often dominated outcomes and 

influenced audit committee members’ opinions on financial statement reporting 

matters, suggesting the external auditor may have greater influence in this area.  

 

Interestingly, three (3) chief internal auditors (P2, P8, and P10) noted investment 

project appraisals as a source of much debate and inquiry in their meetings with 

the audit committee. Investment project appraisals were viewed as being often 

highly problematic and contentious, and that management can become emotional 

and committed towards a particular project. A view commonly shared by the 
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chief internal auditors was that when audit committee members have the requisite 

experience and knowledge in the relevant investment area, it is easier for the 

internal auditor to instigate a more in-depth investigation of a given project. This 

is because when audit committee members are financially literate, they appeared 

to more fully understand the complexities of an investment project, and were thus 

able to provide further advice on the problems/issues at hand. For example, two 

(2) chief internal auditors mentioned specific instances when their 

recommendations on further audits of investment projects in their respective 

organisations were backed up by audit committee members, and they believed 

that this was due to selected audit committee members having experience and 

knowledge in the area.  

 

Audit Committee Authority: Turley and Zaman (2004), based on their case 

observations of a large UK-listed company, argued that the audit committee is 

able to set a ‘tone’ that allows IA a certain degree of influence within the 

organisation. In this study, a frequent example of how audit committees are able 

to help the chief internal auditors relates to the monitoring of management’s 

responses to IA findings. Most chief internal auditors felt that the audit 

committee played an important role in ensuring recommendations by the IA (e.g. 

improvements to internal controls) are followed-up by management in a timely 

manner. Gendron et al. (2004), likewise, found that a key aspect of the work 

carried out by audit committee members includes asking challenging questions 

and assessing responses provided by managers and auditors.  Further, any 

inaction by management of the recommendations was generally required to be 

explained to the committee. In most cases, a time limit was set for remedial 
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measures to be actioned, and the chief internal auditor would bring this to the 

attention of the audit committee once this time limit had been exceeded. In one 

instance, such a report by the chief internal auditor to the audit committee 

resulted in several managers’ bonuses being withheld.  As noted by the 

interviewee (P4): 

“Audit committee’s role in this matter (i.e. questioning management) is 
essential for follow-up actions, …..to make sure the suggestions made by 
the IA have been followed, …and the actions have improved the situation”. 

  

Clearly, this finding reflects the inherent power held by the audit committee to 

fortify the internal auditors’ stance, and to ensure management become more 

responsible in establishing good corporate governance practices.    

 

Review of IA Programme and Resources:  The MCCG recommends audit 

committees review the scope of the IA programme and its results, as well as 

assess the resources available to the IA function. All interviewees reported that 

their respective audit committees normally reviewed the annual audit plan and 

other related reports, including a review of the extent of the company’s 

compliance with the provisions set out under the MCCG.  However, the general 

attitude of the interviewees is that audit committees are not really able to fully 

assess the adequacy of the programs without assistance from internal auditors. In 

fact, several chief internal auditors stated that the audit committees are normally 

happy to approve IA programmes as tabled; it is often senior management that 

internal auditors are concerned with, as they put pressure on limiting and 

sanctioning resources. As noted by one interviewee (P10): 

“IA has the expertise and they develop the audit program…the process is so 
well-established, the audit committee does not have much contribution”.  



   167 
 
 

 

 

Overall communication:  Enquiries were also made on the more general and 

effective dimensions of the relationship by asking how each interviewee would 

describe his or her relationship with the audit committee, and how close was their 

relationship with the audit committee. The majority of chief internal auditors 

were viewed to as having an “open yet close relationship” with their audit 

committees. Some regarded the audit committee in high reverence, noting the 

audit committee to be like ‘a father’ who is there to support and guide the IA 

function. For instance, as stated by one interviewee (P2), 

“internal auditors will disclose all matters to the audit committee, and 
if there is any problem, audit committee is in the position to give 
advice, solutions and act like a ‘father’ to internal auditors”. 

 
Of the eleven (11) chief internal auditors being interviewed, two (2) (P10, P11) 

viewed their relationship with their audit committees as being “average”, while 

six (6) interviewees (P1, P3, P4, P5, P6, and P7) ranked it as being “quite close”. 

Three participants (P2, P8, P9) indicated that their relationships with the audit 

committee were “very close”.  As noted by one CIA (P2):  

“our relationship with audit committee members is very close, 
interactive, productive and effective; whereby I report to the chairman 
of the audit committee on a frequent basis …and have regular 
communication with some of the other audit committee members”. 

 
On the other hand, there were also comments indicating a more passive and 

reporting-focused relationship. One participant felt that the internal auditor ends 

up briefing the audit committee on a frequent basis but is not able to fully trust 

the audit committee. As stated by interviewee (P10):  

“some of the audit committee members play safe, they are not willing to 
risk their position when sensitive matters are brought up to the audit 
committee meetings….sometimes audit committees do not play their 
role effectively”. 
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In summary, internal auditors and the audit committee seem to meet and interact 

actively, and chief internal auditors value the audit committee’s role and perceive 

it as an added strength to the chief internal auditors, particularly in monitoring 

managements’ responses to IA findings.  At the same time, chief internal auditors 

also perceive that audit committees are reliant on them and that the chief internal 

auditors have significant control over the information available to the audit 

committee. However, the presence of management in meetings (i.e. the lack of 

private meetings with audit committees) and the strong overtones of senior 

management’s influence on IA activities in several cases denote the importance 

of having a strong audit committee, that is able to strengthen IA’s objectivity and 

organisational status.     kkkkkkkkkkkkkkkkkkkkkkkkkkkkkkkkkkkkkkkkkkkk   
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6.3.2 Perceptions of Internal Auditors on Audit Committee Ability to 
enhance the Quality of IA function 

 
Factors expected of an effective audit committee:  When asked what factors does 

an audit committee need to possess in order to be more effective in supporting the 

IA function, the chief internal auditors provided the following responses: 

1) in-depth knowledge and experience directly related to the industry in 

which the firm operates in; 

2) appropriate financial knowledge (preferably  an accounting/auditing 

qualification); 

3) a more broad-based membership with experts from a variety of fields, e.g. 

law, environment, engineering, etc.); 

4) good communication skills and the ability to share their ideas with IA 

staff;  and  

5) a commitment to promoting a corporate culture that supports ‘honesty’, 

‘professionalism’ and ‘respect’. 

 
The first three (3) factors directly reflect the existing recommendations of the 

various professional pronouncements, including that of the BRC report and the 

MCCG whereby audit committees are required to comprise at least one member 

with an accounting background, and for the members to have sufficient 

understanding of the issues dealt with by the committee. For example, one 

interviewee strongly emphasised the need for audit committees to be 

knowledgeable and experienced, stating that the organisation (P7) 

“cannot simply appoint someone with a prominent name who doesn’t know 
how to play his  role”. 

 
 
 



   170 
 
 

  

Another interviewee’s (P2) response was: 
 

“audit committees must possess better financial expertise….and ask the 
critical and difficult questions…only if they have the expertise, they can 
provide us useful feedback and direction”. 

 

Additionally, several of the chief internal auditors emphasised the importance of 

having a more broad-based audit committee. For example, in one case the audit 

committee comprised an accountant, a judge, an engineer and an economist, and 

the chief internal auditor of this firm perceived the audit committee to be highly 

effective because discussions were usually rigorous as different perspectives 

were brought together, leading to better actions and decisions by the committee.  

 

The fourth factor emphasises the need for committee members to have good 

communication skills. Several participants expressed the need for audit 

committees to more effectively share their knowledge and ideas. As noted by one 

interviewee (P5): 

“they (audit committee members) have to be hands-on, know a problem in 
depth in order to provide direction,…..directly communicate with internal 
auditors, and show support for the IA function”.  
 

The fifth factor highlights the leadership role expected of audit committees in 

terms of engendering a shared value system or ‘organisational culture’ that 

promotes good corporate behaviour. A dominant view among interviewees was 

that audit committees should be setting the tone of what is acceptable and what is 

not acceptable behaviour, particularly to senior management. As noted by one 

interviewee (P10):  

“In many industries they have audit committees for name sake, but do not 
have much influence. Sometimes the Board can influence them and 
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override their power…they should be leading and discussing matters at 
length…communication and culture has to be there!”. 

 

Another interviewee emphasised the need for mutual respect within an 

organisation where the culture recognises and promotes ‘professionalism’, 

‘honesty’ and ‘mutual respect’. He also saw the audit committee as playing a 

critical role in providing leadership towards good corporate governance 

behaviour, and emphasised that audit committee members needed to fully 

understand and appreciate the knowledge and experience of internal auditors. 

Further, several chief internal auditors also pointed out the need for their audit 

committees to be less influenced by the Board of Directors, and to view matters 

more independently and objectively.  

 

Reporting Line. Nine of the eleven (11) chief internal auditors were found to 

directly report to the audit committee on a functional basis, and to the 

management on an administrative level. The reporting relationships appear to be 

in line with the recommendations of the IIA Malaysia and the BRC (1999) 

whereby, as previously discussed, dual reporting lines are advocated for an IA 

function.  Two (2) participants (P1 and P4) revealed that they report both 

functionally and administratively to senior management.  In fact, one of them 

(P1) stated that within his company, IA findings on all significant matters are 

usually tabled at senior management meetings, and they will decide which 

matters to be disclosed at the audit committee meeting.  From a corporate 

governance perspective, such a situation highlights a lack of possible 

independence for the chief internal auditor, and not surprisingly, the chief 

internal auditor felt that he should have clear authority to communicate directly 
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and on his or her own initiative to the audit committee. Likewise, the other chief 

internal auditor also felt that having a more direct reporting line to the audit 

committee would strengthen the IA function’s organisational position.  

 

Overall, the general attitude of interviewees was that a chief internal auditor 

should have a direct reporting line to the audit committee and that this line of 

communication is important because it places them in a more powerful position  

within the organisation. For example, in one case where the firm (P11) had 

recently changed from reporting functionally to the Finance manager to reporting 

to the audit committee, she felt that this was an important change that helped her 

maintain some level of independence. As noted by  (P4): interviewee:  

“I cannot avoid the fact that I am paid by the company and that 
management has the power to control staff, but that should not hamper 
my decision to report if I find something is wrong…at least now I can 
inform the audit committee”.  

 

6.3.3. Perceptions of the Nature of Interactions with the External Auditor, 
and their Implications for IA Contribution to the Financial Statement 
Audit and Audit Fees. 

 
In this section, the focus of the interviews was on the perceptions of chief internal 

auditors in terms of their interactions with the external auditor, IA contribution to 

the financial statement audit, and its impact on audit fees. 

 

In terms of the interaction between internal auditors and external auditors, eight 

(8) of eleven (11) interviewees stated that they have close relationships with their 

external auditors, and are normally in regular communication with their external 

auditors. Any problems (particularly on financial matters such as issue of non-
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compliance to the accounting standard) will be discussed with the external 

auditors.  For instance according to one of the interviewees (P1):  

“…we discussed a number of issues with our external auditor, and 
we normally ask their opinion from them on the financial issues, 
external auditors are normally well-versed with the issues of non-
compliance or any change of the accounting standards…”   
  

Most interviewees met at least met at least two (2) times per year with their 

external auditors, and in one exceptional case (P8) met once a month with its 

external auditor.   Only interviewees (P10, P9 and P7), met only once a year with 

their external auditor to finalise the unaudited financial statement.  Issues 

normally discussed in the meeting between chief internal auditors and external 

auditors were related to the external and internal auditor audit programs, the 

scope of the internal auditors’ work that was spelled in the audit plan and the 

audit approach adopted.  Most interviewees gave the completed IA program, and 

related reports to their external auditors, who would evaluate the reports and 

often try to not overlap their tests with that completed by the internal auditors.  

According to one of the interviewees (P6): 

“ both IA and EA try not to overlap the work, but complement each 
other. Areas of concern that has been covered by the internal 
auditor won’t be covered by the EA again unless both parties feel 
that there are some issues that need to be looked at again” 

 
 The other interviewee (P8) commented that: 

“IA function develops the IA plan so that EA’s audit plan won’t 
overlap. However, EA audit plans are more focused on financial 
and compliance, in comparison IA plans are very diverse and 
basically, they will look at all aspects of the company” 

 
P2 noting a similar viewpoint, states that: 

“ …..the discussions are normally around the issue of how to 
produce a good financial report and how they can cooperate to 
avoid duplication of work. For instance, if the external auditors 
have a specific area they want to cover, they will then consult IA 
and IA will check such area to assist the external auditors.  As a 
matter of fact, external auditors will give their own opinion as 
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much as they can, depending on the knowledge that they have on 
such matters. However, due to time constraint, external auditors 
normally cover what is required of them by the accounting standard 
and minimum and in some of the cases they probably would rely on 
IA reports”. 

 
This indicates that good coordination between the internal auditors and external 

auditors tends to avoid overlapping of work, and thus they would complement 

each other’s work.  Normally, external auditors will review the internal auditors’ 

work and if the work of the internal auditors is of reasonable quality, they tend to 

use the work completed by the internal auditors, particularly, in areas such as 

internal control reviews.   

 

The perceptions of the chief internal auditors on the extent of their contribution to 

the financial statement audit appear varied.  Most of the interviewees (P1, P2, P3, 

P4, P5, P6, P7, and P8) agreed they provided considerable assistance to their 

external auditors in areas that needed clarifications.  However, they admitted that 

they were not directly involved in the preparation of the financial statement, nor  

did they become part of the external audit team.  For instance one of the 

interviewees (P8) claimed that: 

“normally our external auditor sends two people from the organisation 
for three (3) to four (4) weeks to go through about 70 IA reports and 
pick the ones that have a financial part and use some of the sections in 
the audit reports to form part of their audit program and plan.  The 
external auditor normally has a list of questions to check on the 
quality of the IA before they can place a reliance on the IA work......, 
normally they will run through the list of this questions in term of 
audit charter, audit standard, audit practices and audit peer review” 
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Likewise, according to another interviewee (P6) 

 “when our external auditor come for an audit, they will come and 
meet with me. Before they prepare their audit plan, they will examine 
the areas that the IA has covered, view our audit report, and review 
the current situation of the organisation and any significant changes 
that have happened, and assess what they think will have any bearing 
on their work. During the course of the audit, if they have something 
that they feel they don’t have enough information on, they will refer 
to IA for more information”  

 
Likewise, other interviewee (P5) also highlighted that; 

“ we do not directly involve ourselves in the preparation of the 
financial statement audit but provide control reasonableness, 
confidence on the reliability or the accuracy of the information 
gathered from the account department and we normally assist our 
external auditor in providing internal control report and other types 
of information as well” 

 
 
Eight (8) interviewees claimed that although they were not directly involved in 

the preparation of the financial statement audit, they did provide assistance to 

their external auditors during the course of the audit through various ways 

including getting more information about the internal control systems in the 

organisation. 

 

As most interviewees claimed that they contribute assistance in some form of 

manner in the preparation of the financial statement audit, the interviews sought 

their views on whether such assistance had any impact on audit fees.  Prior 

studies have shown that the contribution of the IA to the financial statement 

audit would assist in reducing external audit fees. However, the results of past 

studies were mixed (Felix et al., 2001; Stein et al., 1994; Elliot & Korpi, 1978; 

Goodwin & Kent, 2004).  Furthermore, for this study, as discussed in Chapter 5, 

the results of the questionnaire survey drawn from Model 2 suggest that IA 
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contribution to the financial statement audit does not lead to any reduction in 

audit fees. The perceptions of chief internal auditors around this matter appeared 

to vary.  For instance, P2 claimed that the fees are normally charged based on 

service time and cost, therefore if the time and scope covered can be reduced due 

to reliance on the IA work, this can save external audit costs.  However, he also 

emphasised that external auditors must be assured of the integrity and reliability 

of the information and that the internal function is of high quality before they can 

place such reliance on the IA work.   

 

Another interviewee (P10) claimed that the reduction of the audit fees due to IA 

contribution might not be substantial as he believed external auditors would not 

be willing to pass on all the cost savings to the client. Five (5) interviewees 

strongly believed that the contribution of the IA to the external audit work does 

not lead to a reduction in audit fees paid to external auditors.   These appeared to 

be two key reasons for this view: 

 

Firstly, some of the interviewees (P3, P5, P7) stated that the amount of audit fees 

charged to the companies is fixed, and has been agreed upon an appointment of 

the external auditors.  From time to time the amount of audit fees will be 

reviewed discussed and negotiated and normally, the finance director will 

negotiate the audit fees based on the companies’ budget and this amount will be 

fixed, regardless of any contribution made by the internal auditors. 

 

Secondly, the contribution of IA to the financial statement audit does not reduce 

the audit fees, because some interviewees claimed that external auditors tend to 
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divert their efforts to other areas that entail significant risks, which the IA 

program had not fully covered.  For instance, according to P8: 

 “in certain areas that external auditor is satisfied, they will rely 
on that areas and concentrate on other areas where the risk is 
higher and tests of IA are not covered.  For instance, in my 
company, our current concern is about IT systems, so our 
external auditor invested more resources to look into IT systems 
although we do our own tests”.....................................................
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6.3.4 Summary of Interview Findings 

In summary, these interviews provide a more in-depth understanding of the 

relationship between the audit committees, IA, and external audit. Further, these 

interviews have revealed internal auditors’ perceptions of their interactions with 

audit committees to be both complex and inter-dependent.   

 

In terms of their reporting lines, most chief internal auditors were found to 

operate within a dual reporting system. They viewed the formal reporting 

arrangement to be clear, and placed much importance on having a direct 

communication line with the audit committee. However, whether the chief 

internal auditors were always able to provide full and frank reports to the audit 

committee remains unclear. In most cases, there was a lack of private meetings 

between the chief internal auditor and audit committees, and some chief internal 

auditors appeared quite uncomfortable over management’s influence in such 

meetings. A similar concern was expressed by Krishnamoorthy et al (2002) who 

found a high level of influence by management on the relationship between 

external auditors and audit committee. As highlighted in Krishnamoorthy et al’s 

(2002) study, “management could inhibit an independent and fruitful dialogue 

between audit committees and the (external) auditors, thus undermining the 

auditor’ freedom from management pressures” (p.11). The situation is liable to be 

made more difficult for internal auditors, who also work closely with 

management on a day-to-day basis. As such, further investigations into 

improving the organisational status of the IA function and encouraging private 

meetings with audit committees appear warranted.   
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The findings of the interviews also suggest the audit committee and chief internal 

auditors interact extensively and the effectiveness of each function is inter-

dependent. The discussions held at meetings appear to actively engage the 

internal auditors expertise and opinions on various matters, especially those 

relating to compliance, operational and risk management.  

 

However, on matters relating to financial accounting issues, the audit committee 

members were seen to place greater weighting on the external auditors’ opinion.  

With the increase in management and financial reporting fraud in recent years, 

several researchers argue that internal auditors will need to become increasingly 

involved in the financial statement audit process (Gramling & Myers, 2003).  As 

such, not only does the communication between internal and external auditors 

needs to improve, but audit committees may need to pay more attention to IA 

findings in areas related to the financial statement audits.   

 

Another finding of these interviews is that chief internal auditors clearly 

appreciate the status and power of audit committees and their potential to support 

the IA function, particularly in ensuring management follows-up on their 

recommendations. In fact, Turley and Zaman (2004) found that “the IA staff 

appear willing to use AC (audit committees) as an obtrusive means to exercise 

power, but are aware of the risks associated with such a political strategy” (p.24). 

The perceived power of the audit committee combined with more informal 

communication between the two functions may encourage internal auditors to 

confide more in audit committees. Further research is thus needed on 
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understanding how internal auditors communicate on an informal level and its 

implications for the link between IA and audit committees. 

 

In relation to internal auditors’ perceptions of the ability of the audit committee to 

further strengthen the IA function, there is a clear call for audit committee 

members to have greater knowledge of both the industry and the 

accounting/auditing issues. Additionally, a broad-based membership of the audit 

committee is seen as a key vehicle for bringing about higher quality discussions 

and decision-making. While the MCCG and the KLSE listing requirements have 

basic guidelines for a knowledgeable and financially literate audit committee 

(e.g. at least one member is expected to have experience and knowledge in 

accounting, auditing and finance), it is likely that audit committee members may 

need to undertake more formal training on how to share and analyse problems as 

a group of decision makers. Furthermore, the personality, attitude and character 

brought into the relationship by individual members are also important variables 

affecting an audit committee’s effectiveness.   

 

The interviews also highlight other factors critical for audit committee oversight 

of the IA function, such as the ability of the audit committee to communicate and 

share ideas with internal auditors, and the ability of audit committees to lead and 

set the right tone or culture within an organisation that engenders good corporate 

governance.  Similar findings were made by Leung, Cooper, and Robertson 

(2004) in survey of internal auditors in Australia whereby the results indicate that 

49 per cent of the respondents regarded organisational culture as the key to 

ensuring effectiveness in their work. It is argued that, by having a culture that 
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promotes transparency and honesty, there would be “absolute willingness to table 

issues throughout the organisation at every level, thus ensuring the subsequent 

debate focused on appropriate resolution” (Leung et al., 2004, p.33).   

 

Finally, the interviews also highlighted that the extent of the IA contribution to 

the financial statement audit may not necessarily lead to a reduction in audit fees.  

However, it is possible that the resultant contribution of the IA to the financial 

statement audit may lead to an increase in audit quality. It appears that the 

process of audit fee setting occurs at a higher senior management level and how 

the operationalisation of IA contribution to the financial statement audit is 

considered in the process remains unclear.  This is because, it appears that the 

greater the reliance that can be placed by the external auditors on the work of the 

IA, the more time they have to focus their efforts on other areas where 

complexities and risk are most critical. 

 

6.4 Overview of the chapter 

This chapter provides a summary of in-depth interviews with eleven (11) internal 

auditors.  The interviews explored issues regarding the roles, characteristics and 

the extent of interactions between audit committees and internal auditors, and the 

extent of IA contribution to the financial statement audit and on the impact of IA 

on audit fees.  The results clearly indicate that audit committees have a 

significant influence on IA activities and that there is still potential for improving 

the link between IAs and audit committees. The next chapter, which is the final 

chapter of the thesis, will discuss the results of the study, conclusions, limitations 

of the current study, contributions and also suggestions for future research. 
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CHAPTER SEVEN 
Discussion of Results, Limitations, 
Contributions, and Future Research 

  

- 
7.1 Introduction 

The objective of this chapter is to draw Chapters 1 to 6 together and to synthesise 

the contributions of this study through the discussion of the research issues 

investigated and the findings of this study.  A discussion of the contributions of 

this study is also undertaken.  Further, a delineation of the limitations of the study 

is provided, followed by a number of suggestions for research, and finally the 

conclusions of the study. 

 

7.2 Overview of the Study 

The main objective of this study is to further the understanding of the relationship 

between corporate governance variables such as audit committee and IA unit 

characteristics and IA contribution to the financial statement audit.  Further, this 

study also aims to investigate the effect that IA contribution to the financial 

statement audit may have on audit fees.  Based on the fore-mentioned objectives, 

this thesis focused on three (3) key research questions:  First, are there significant 

relationships between audit committee characteristics, namely, its independence, 

knowledge in accounting, auditing and finance and its interactions with the IA 

function and IA contribution to the financial statement audit? Second, are there 

significant relationships between two characteristics of the IA unit namely, size 
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and the proportion of staff with prior experience in auditing and the IA 

contribution to the financial statement audit? Third, is there a significant and 

negative relationship between IA contribution to the financial statement audit and 

audit fees? 

 

Research has documented that companies, with multi-faceted governance 

mechanisms as proposed by regulators and professional bodies are more likely to 

enhance the quality of financial reporting by reducing irregularities and 

decreasing the incidence of financial statement fraud (Krishnamoorthy et al., 

2002, Abbott et al., 2000, Beasley et al., 1999, DeZoort, 1998, DeZoort & 

Salterio, 2001).  Furthermore, results of prior studies related to audit committee 

characteristics indicate that audit committees composed of independent audit 

committee members, and with expertise in accounting, auditing and finance are 

more likely to contribute to the enhancement of financial reporting.  As argued in 

Chapter 3 (Section 3.3), audit committees composed of independent director are 

associated with greater monitoring (Carcello & Neal, 2000) and also audit 

committees with financial expertise are more likely to comprehend the IA 

program and ensure that mechanisms are in place to promote corporate 

responsibility and increase the effectiveness of internal controls (Raghunandan et 

al., 2001; Scarbrough et al., 1998).  Audit committee members with knowledge in 

accounting, auditing and finance are also likely to better understand auditing 

issues and associated risk, as well as the audit procedures proposed to address 

such issues and risks (DeZoort  & Salterio, 2001).  Thus, a more effective audit 

committee will manifest itself by undertaking a greater coverage of IA activities 

which potentially would improve the effectiveness of an IA function.   
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Consequently, the more effective the IA function, the greater the propensity of 

external auditors to rely on IA work, (i.e. the higher IA contribution to the 

financial statement audit). 

 

Prior studies examining external auditor reliance on IA however, focused only on 

factors such as the internal auditor’s availability, the coordination between the 

internal and external auditor, the quality of the IA function and inherent risk as 

determinants of external auditors’ reliance on IA work (Felix et al., 2001).   No 

study to date, however, has examined the impact of related corporate governance 

variables such as audit committees and the IA unit itself, on the extent to which 

internal auditors contribute to the financial statement audit.  Such an investigation 

was conducted in the present study through a systematic measurement of various 

characteristics of audit committees and the IA units and their impact on the 

contribution of the IA to the financial statement audit. In specific, five (5) 

characteristics of an audit committee were chosen for the study; i.e. 

independence; knowledge in accounting, auditing and finance; frequency of 

meetings between audit committee and IA; and audit committee reviews of the 

IA plans/programmes; and the results of IA activities.  Hypotheses relating to the 

impact of audit committee characteristics on IA contribution to financial 

statement audits formed hypotheses 1 to 3(c).   Further, two (2) characteristics of 

IA units were tested in this study; i.e. size of the IA unit and the proportion of IA 

staff with audit experience. The predicted relationships between the IA 

characteristics and IA contribution to financial statement audits formed 

hypotheses 4(a) and 4(b). 
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Another important issue addressed by this study relates to the impact of the IA 

contribution to the financial statement audit on audit fees. This research has 

important economic implications for both audit firms and audit clients as prior 

studies suggest that IA and external audit may be substitutes for one another, 

leading to a reduction in audit fees when there is contribution by IA to the 

external audit work (Felix et al., 2001; Wallace, 1984; Elliot & Korpi, 1978). 

However, results of the various prior studies examining the relationship between 

the IA contribution to the financial statement audit and audit fees remain 

inconclusive. Thus, this study sought to investigate the proposed negative 

relationship between IA contribution to the financial statement audit and audit 

fees, forming the final hypothesis (i.e. hypothesis 5). 

 

Data was collected through a two-phased study involving the mail survey 

questionnaire and in-depth interviews.  In the first phase, questionnaires were 

distributed to chief internal auditors and matching questionnaires to their external 

auditors (partners in public accounting firm). Due to low response rate from 

external auditors, the data analyses for Phase 1 of this study are based on 

responses from 76 internal auditors, and archival data/publicly available 

information (i.e., data from annual reports and the KLSE Handbook) where 

appropriate.   

 
 

In-depth interviews were conducted with chief internal auditors to gain a deeper 

understanding of the interaction between the audit committee and internal 

auditor, and its impact on the IA contribution to the financial statements and audit 
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fees.  Using a matrix format, interview data from 11 heads of the IA department 

from various industries listed in the KLSE were compared to identify the 

commonalities as well as differences in terms of the respondent’s regarding their 

perceptions of the extent of their interactions with audit committees and external 

auditors, and how such relationships may impact IA contribution to the financial 

statement audit.      

 

7.3      Discussion of Results 

7.3.1 Overview of Results 

This thesis tested a total of eight (8) hypotheses of which five (5) were supported.  

First, hypotheses 1 and 2, relating to the composition of audit committee 

members (i.e. independence and knowledge in accounting, auditing and finance) 

and were both supported indicating a significant and positive relationship 

between the two fore mentioned audit committee characteristics and IA 

contribution to the financial statement audit (IACONTRB).  Of the next three 

hypotheses (3(a), 3(b) and 3(c)), frequency of meetings between the chief internal 

auditors and audit committees (FREQ) was found to be positively related to IA 

contribution to the financial statement audit (IACONTRB), thus supporting 

hypothesis 3(a).  While audit committee reviews related to financial reporting, 

internal control and compliance with law and regulation (REVIEW2) was found 

to be significantly related to the contribution of IA to the financial statement 

audit, the direction of this relationship appears to be contrary to expectation, thus 

hypothesis 3(c) was not supported.  Further, the relationship between the extent 

to which audit committee reviews IA plans/programmes related to budget and 

coordination between IA and that external auditor (REVIEW1) and IA 
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contribution to the financial statement audit (IACONTRB) was not found to be 

significant, hypothesis 3(b) thus not supported. 

 

Hypotheses 4(a) and 4(b) predicted that IA unit characteristics namely size 

(IAQUAL1) and prior experience of the staff in auditing (IAQUAL2) were 

positively associated with IA contribution to the financial statement audit 

(IACONTRB).  Both hypotheses 4(a) and 4(b) were supported in the predicted 

directions.  Finally, hypothesis 5 predicting a negative relationship between the 

IA contribution to the financial statement audit and audit fees was not supported.    

 

The survey results were further informed by in-depth, post-survey interviews of 

11 internal auditors.  Semi-structured interviews concentrating on the interface 

between audit committee, IA and external audit were conducted to gain a more 

in-depth understanding of the communication process between these three (3) key 

corporate governance variables. Some of the key findings of the interviews 

include the revelation that audit fee setting is rather complex; that in some 

companies the setting or negotiation of audit fees is not disclosed to the chief 

internal auditor and is set by some other department (for e.g. finance department), 

and that audit committees can better support chief internal auditors through 

ensuring IA recommendations on any problems or weaknesses in internal 

controls are attended to by the management.  In the following subsections, more 

in-depth discussions of research findings related to each of the hypotheses are 

undertaken. 
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7.3.2 Audit Committee Compositions (Hypotheses 1 and 2)   

The results of this study indicate, the larger the proportion of independent    

members on the audit committee (OUTSIDE), the greater the extent of IA 

contribution to the financial statement audit (IACONTRB). As predicted, 

hypothesis 1 is supported indicating internal auditors in companies with a larger 

proportion of independent audit committees tend to contribute more to the 

financial statement audit than those in companies with a lower proportion of 

independent audit committees.  

 

Audit committee independence has been linked with greater monitoring by audit 

committee members leading to better financial reporting outcomes.  These results 

are in line with the predictions based on capital reputational theory which claims 

that independent directors who have a higher reputation tend to seek greater 

assurance on the organisational functions (Carcello & Neal, 2000, 2003; 

Baysinger & Butler, 1985).  More specifically, in order to protect their reputation 

in case financial misstatement occurs, independent audit committees will be more 

likely to question management and provide better monitoring of the ever-growing 

scope of the internal and external audit (Abbott et al., 2004; Lavelle, 2002; 

Beasley, 1996; Abbott & Parker, 2000). They will be a more effective partner to 

the internal and external auditors in striving to establish a high-quality financial 

reporting process. The results of this study thus support a number of audit 

committee studies such as Abbott et al. (2004); Abbott & Parker (2000); Abbott 

et al. (2000); Archambeult & DeZoort (2001); Carcello & Neal (2000), Carcello 

& Neal (2003), suggesting that audit committee independence is associated with 
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greater monitoring and demand for high quality audits.   For example, Abbott and 

Parker (2000) found that audit committees without any insider member were 

more likely to use industry specialist external auditors.  Further, McMullen and 

Raghunandan (1996) found that companies with reporting problems were less 

likely to have audit committees composed solely of independent directors. More 

recently, the results of Abbott et al.’s (2004) found that firms having audit 

committee structures consistent with certain BRC recommendations were less 

likely to experience financial restatement.  In sum, this reflects that more 

independent audit committees tend to demand higher quality audits, which in turn 

may also explain the positive association between audit committee independence 

and IA contribution to the financial statement audit.  

 

The results also support hypothesis 2 indicating that the greater the extent of audit 

committee members’ knowledge in accounting, auditing and finance (ACEXP), 

the larger the extent of IA contribution to the financial statement audit 

(IACONTRB).  A more knowledgeable and competent audit committee thus 

appears to have a positive effect on the extent to which external auditors may 

come to rely on IA work.   This result is further supported by the interview data 

whereby internal auditors perceive audit committee knowledge as a critical pre-

requisite that can facilitate audit committees in assisting the IA function. 

These results also support the arguments in Chapter 3, suggesting that audit 

committees with little or no financial expertise may not have the experience or 

technical knowledge needed for effective accounting and auditing oversight 

(Kalbers & Fogarty, 1993).   The results of this study are consistent with the 

results of the previous studies by Abbott et al. (2004); DeZoort (1998); DeZoort 
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(1997); Goodwin & Yeo (2001); McDaniel et al. (2002).  For instance, as 

discussed in Chapter 3, findings from DeZoort’s (1998) study indicate that the 

committee members with knowledge and experience in accounting, auditing and 

finance made internal control judgments more like criterion group auditors than 

did members without experience.  Further, members with experience made more 

consistent judgments and had higher self-insight and consensus than did members 

without experience.  Another study by McDaniel et al. (2002) was conducted 

using audit firm management and executive MBA graduates to assess differences 

in the way financial experts and financial literates evaluate financial reporting 

quality.  The results indicate that experts tend to focus more on recurring, less 

prominent issues and it was concluded that efforts to enhance audit committee 

financial expertise might influence audit committees’ assessments of financial 

reporting quality.   

 

Thus, the findings of this study suggest that audit committees with accounting 

and finance knowledge are likely to ensure that mechanisms are in place to assure 

corporate responsibility and such mechanisms are sufficiently knowledgeable to 

ask tough questions of management.  Such a situation is more likely to positively 

impact the quality of an IA function, and thus be positively associated with IA 

contribution to the financial statement audit. 
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7.3.3 Audit committee Interactions with IA [H3(a), H3(b) and H3(c)] 
 

Hypotheses 3(a), 3(b), and 3(c) predicted that the higher the extent of interactions 

[frequency of meetings between audit committees and the chief internal auditor 

(FREQ), the extent of audit committee reviews of IA proposal related to 

programmes/plans, budget and coordination with external auditors (REVIEW1) 

and audit committee reviews of the results of internal auditing related to financial 

reporting, internal control and compliance with law and regulation (REVIEW2)], 

the greater the IA contribution to the financial statement audit. Two (2) 

dimensions of the interaction between audit committee and IA were found to be 

significant.53 These dimensions are frequency of meeting between audit 

committee and the chief internal auditor (FREQ) and audit committee reviews of 

the results of IA activities related to financial reporting, internal control and 

compliance with law and regulation (REVIEW2). 

 

The results confirm hypothesis 3(a) whereby the relationship between the 

frequency of meetings between audit committees and internal auditors (FREQ) 

and IA contribution to the financial statement audit (IACONTRB) was found to 

be significant and positive.  This finding supports the arguments in Chapter 3 

(Section 3.3.3(a)) indicating that more frequent meetings between audit 

committees and the chief internal auditor (FREQ) is likely to enhance the quality 

 
53  Hypothesis 3(a) predicts that there will be a positive relationship between frequency of 
meeting between IA and audit committee (FREQ) and IA contribution to the financial statement 
audit (IACONTRB). After controlling for a possible endogeneity problem using a 2SLS 
regression analysis, this relationship was found to be significant with a positive direction as 
predicted.  However, for hypothesis 3(c), inconsistent with the prediction, the relationship is 
significant but with a negative sign. 
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of IA activities and consequently increase the potential for IA to support the 

financial statement audit (Bishop et al., 2000). No doubt, for an organisation to 

achieve maximum benefit, it is argued that open lines of communication should 

exist between the IA function and audit committees, ensuring that internal 

auditors have regular and confidential access to the committee (IIA, 2002; BRC, 

1999).  In doing so, the internal auditor can raise sensitive issues, particularly 

those affecting management (Braiotta, 1999), with the audit committee, and 

exchange relevant information leading to better governance (Bishop et al., 2000).    

Contrary to prediction of hypothesis 3(c), the results of the present study find a 

negative relationship between audit committee reviews related to financial 

reporting, internal control and compliance with law and regulation (REVIEW2) 

and IA contribution to the financial statement audit (IACONTRB).54 This result 

suggests that the higher the extent to which the audit committee reviews IA 

activities related to financial reporting, internal control and compliance with law 

and regulation, the lower the extent IA contribution to the financial statement 

audit.   One possible explanation for the non-significant result may relate to a 

problem of limited range of the variable (i.e. the measurement of the variables, 

REVIEW2). It is possible that the measurement used to measure REVIEW2 is 

not sensitive enough to capture the variances in the audit committee reviews in 

relation to the results of IA activities. REVIEW2 was measured using a four-scale 

with minimum of zero indicating that audit committee reviews none of the results 

of IA activities relating to financial reporting, internal control and compliance 

with laws and regulation reports; and a maximum of three (3) indicating that the 

 
54 In comparison to the 2SLS regression results, the results of the OLS regression indicate no 
significant relationship between the extent to which audit committee reviews of the results of IA 
activities (REVIEW2) and IA contribution to the financial statement audit. 
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audit committee reviews all the results of IA activities. Consequently, the limited 

range in the variable (i.e. theoretical range being 0 to 3) may have affected the 

results. 

 

Further, hypothesis 3(b) predicts that the higher the extent to which audit 

committee reviews IA plans/programmes, budget and IA relationship with 

external auditors (REVIEW 1), the greater the expected IA contribution to the 

financial statement audit.  However contrary to expectations, this relationship is 

found to be non-significant.55  Once again, this finding may relate to a lack of 

sensitivity in the variable measurement.  Similar to REVIEW2, REVIEW1 was 

also based on a four-point scale, with minimum of zero indicating that audit 

committee reviews none of the IA proposals related to programmes/plans, budget 

and IA coordination with external auditor and a maximum of three (3) indicating 

that the audit committee reviews all aspects of IA proposals.  

 

Interestingly, the interviews with chief internal auditors suggest that they view a 

key role of an audit committee is to act as a facilitator in providing a candid 

forum for internal auditors to express their opinion, and to defend their stance as 

being very important.  In turn, an audit committee’s leadership role (e.g. with 

interviewees perceiving an audit committee as a “father” to the IA function) is 

also seen as critical for providing guidance and opening communication lines 

with management and to ensure management act upon IA’s recommendations.  

Further several internal auditors also expressed the need for audit committees to 

 
55 While the OLS regression indicates that this relationship to be significant at (p=. 093), the 
results of the 2SLS regression did not yield a significant result at (p=. 113).  As explained above, 
this difference may be due to the fact that the measurement for these variables is not sensitive 
enough to capture the appropriate results. 
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be more diligent and powerful enough to stand up to management. These findings 

somewhat support the notion that a more active and strong audit committee will 

have a positive impact on IA effectiveness, although the communication process 

itself appears to be a complex one. 

 

In sum, findings relating to hypotheses 1, 2 and 3(a) provide empirical support 

for the guidelines recommended by the Blue Ribbon Committee; the Smith 

Committee; the KLSE Listing Requirements and the MCCG for more 

independent, knowledgeable and diligent audit committees. In particular, given 

that the guidelines by the KLSE and MCCG seek a majority of audit committee 

members to be independent with at least one member being financially literate, 

the benefits being derived from an audit committee comprising of independent 

members as well as a higher proportion of financially literate members may have 

significant implications for IA contribution to the external audits.  In other words, 

the composition and the interactions between audit committee and IA (such as 

having more frequent meetings between the chief internal auditor and audit 

committees) have significant implications for IA effectiveness, and in turn for 

external auditors’ reliance on IA work. 

 

7.3.4 IA Characteristics (hypotheses 4(a) and 4(b)) 

Hypothesis 4 (a) predicted that the larger the size of the IA function, the greater 

the extent of IA contribution to the financial statement audit (IACONTRB).  

Likewise, hypothesis 4(b) predicted that the proportion of the IA staff with prior 
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audit experience in auditing has a positive relationship with IA contribution to the 

financial statement audit.   

 

The results of the study indicate a significant positive relationship between the 

size of the IA function, (IAQUAL1) and IA contribution to the financial 

statement audit (IACONTRB) thus supporting hypothesis 4 (a). This suggests 

that larger IA units tend to be better resourced, and such units are also likely to be 

more involved in financial statement audits.  Further IA staff in large deparment 

tend to be  more  opportunist in  increasing the quality of their work. This is 

because they perceived that external auditors will rely more on the IA work  

when the quality of the IA function is higher.  This in turn leads to saving in 

quasi-rents through reduction of audit fees by the external auditors.  The results 

of this study are consistent with a number of prior studies that relate to the size of 

the department (Wallace, 1984b; Al-Twaijry et al., 2004; DeAngelo, 1981; Hay 

& Davis, 2004).  For instance, Wallace’s (1984b) study found that the extent of 

reliance of external auditors on the IA was positively related with the extent of 

the scope of the internal auditors’ work and the size of the IA function.  

Consistent with Wallace (1984), the results of Al-Twaijry et al.’s (2004) study 

also suggest that the extent of reliance by the external auditor on the work of the 

internal auditor varied positively with their views of IA quality, and the larger the 

IA unit, the quality of the IA unit is perceived to be greater by the external 

auditor. 

Furthermore, a positive relationship between the proportion of IA staff with prior 

audit experience and IA contribution to the financial statement audit suggests that 

IA units with high proportion of staff with prior experience in auditing are likely 
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to enhance the effectiveness of IA activities.  As argued in Chapter 3, it is likely 

that through their experience and expertise in the area of auditing, experienced 

internal auditors may be able to detect internal control weaknesses more easily, 

and thus, encourage greater coverage of the IA work.   Therefore, such a situation 

tends to improve IA effectiveness and promote greater reliance of external 

auditor on the IA work.   

 

The results of this study are aligned with the findings of Al-Twaijry et al. (2004) 

that found a significant correlation between the extent of IA contribution to the 

financial statement audit and the perceived quality of the IA function, (as 

conceptualised as the size of the IA function, and the quality of staff employed). 

In a similar vein, Morrill and Morrill (2003) suggest that in order for the external 

auditor to rely on the IA department, an organisation must create an IA 

department and structure the staff in such a way that it is likely to be deemed 

acceptable in terms of its quality and the IA staff must be available to perform 

work relevant to the external audit.  The results of their study indicate that audit 

related specific expertise rather than uncertainty and complexity, was 

significantly related to the IA department contributing to the external audit.   This 

implies that a company whose IA requires a high level of company specific 

expertise might achieve greater efficiencies by hiring a more competent (i.e. 

better quality staffed) IA staff, and thus improve IA’s propensity to contribute to 

the financial statement audit. 
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In addition, hypotheses 4(a) and 4(b) support SAS No. 65, AUS604, and ISA610 

guidelines suggesting that the IA function must be of a sufficient level of quality 

for the external auditors to consider IA’s work as being competent evidential 

matter and before considering to rely on IA work for the purpose of assisting 

them in completing the financial statement audit.  The results, therefore suggest 

that when the IA units are larger and have more staff with auditing experience, 

the IA function is more likely to be perceived to be adequately competent, and 

thus motivate greater reliance by external auditors on IA work. 

7.3.5 Control Variables 

The results of the survey indicate significant relationships between IA 

contribution to the financial statement audit and three (3) out six (6) control 

variables.  First, the control variable relating to the extent of coordination 

between the internal and external auditors (COORD) was found to have a 

positive effect on the IA contribution to the financial statement audit.  This 

indicates that the higher the coordination between the internal and external audit, 

the higher will be the extent of the IA contribution.  This also advocates the idea 

that coordination has the potential to maximise the effectiveness of the internal 

auditor’s contribution to the financial statement audit and increase overall audit 

efficiency through the minimization of the duplicate efforts (Felix et al., 1998, 

Morrill & Morrill, 2003). Inconsistent with Felix et al.’s  (2001) study, they did 

not find any significant relationship between the coordination between internal 

and external auditors and IA contribution to the financial statement, as the results 

of their study did not support this relationship.   
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The second control variable relates to the availability of internal auditors to assist 

the external auditors (AVAIL) during the financial statement audit work is also 

significant with direction as predicted.   The results provide support for Felix et 

al.’s (2001) findings which suggest that the more time internal auditors have 

available during the time period of the financial statement audit, the greater their 

potential contribution to the financial statement audit (Felix et al., 2001).  

However, the third control variable, inherent risk (IR), was not found to have any 

significant relationship with IA contribution to the financial statement audit in the 

current study.   Finally, out of the three (3) other industry related control 

variables relating to companies classified under technology sector (TECHNOL), 

companies classified under industrial product sector (INDUSTRY) and 

companies classified under trading and service sector (TRADING), TECHNOL 

was found to have a negative impact on IA contribution to the financial statement 

audit (IACONTRB).  This is possible because, due to their nature and operation, 

companies classified under technology sector (TECHNOL) may be face high 

complexity and risk, as the technology used in those organisations may outdated 

rapidly.  In such situations, external auditors may be more cautious to rely on the 

work of IA and they may conduct more testing to ensure the quality of the 

financial statement audit prepared by them.   However, the results should be 

interpreted with caution because of the small number of respondents derived from 

companies classified under technology sector (TECHNOL).  Two (2) other 

control variables for industry, namely companies classified under industrial 

product sector (INDUSTRY) and trading sector (TRADING) were not 

significant.   
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7.4 The Relationship between IA Contribution to the Financial Statement 

Audit and External Audit Fees (Hypothesis 5) 
 
Hypothesis 5 predicted a negative relationship between IA contribution to the 

financial statement audit and external audit fees. The results of this study 

however do not indicate a significant relationship to exist between IA 

contribution to the financial statement audit and external audit fees.  The findings 

of this study are consistent with Stein et al. (1994) and Carey et al. (2000) but 

inconsistent with Felix et al. (2001) and Wallace (1984b). The non significant 

results achieved from this relationship may be due to several factors as explained 

below.   

 

First, it is possible that the lack of significance in this relationship is due to the 

fact that external auditors diverted their audit efforts to areas that are not fully 

covered by the IA but at the same time rely on the work of IA in the areas that 

have been explored by the IA.  

As noted by one of the interviewees (P8): 

“its not happening because in certain areas that the external 
auditors are already satisfied, they will rely on IA work completed 
in those specific areas but  also they will divert their focus in other 
areas where the risk and complexities  are  higher and not fully 
covered by the IA function” 

 

Consequently, with an increase of IA contribution to the financial statement 

audit, an organisation’s overall audit coverage and quality may be improved, but 

the resultant of such IA contribution does not lead to any reduction of audit fees.   
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Second, another possible alternative explanation for these findings is that external 

auditors might be relying on the work of IA, but are not passing on the resultant 

savings to the audit client.  As contended by one of the external auditors that 

being interviewed in Al-Twaijry et al.’s  (2004, p. 940) study: 

  “the reliance of external auditors on the IA function leads to zero 
per cent decrease in the audit fee, because even if I decide to rely 
on the IA work, it might reduce the amount of testing and the time 
I need to spend however, even if the time decreases, the fees 
remain because they are lump sum, and they do not always tie in 
with the time we need to spend on the company.....In fact, when the 
client has a good IA,  we benefit in terms of reducing our costs and 
increasing our profit but fees are not affected”. 

 

This argument is consistent with findings of Carey et al. (2001) and Stein et al. 

(1994), which indicate while IA contribution to the financial statement audit 

resulted in the use of fewer external audit staff hours, such reliance did not reflect 

in the amount of fees paid to the external auditor. 

 

Third, findings from Craswell and Francis (1999) suggest that the public 

disclosure of audit fees precludes the external auditor and the audit client from 

seeking to lower the external audit fee due to problems with perceptions of 

auditor independence arising from disclosure of such fee reduction.  Dye (1991) 

argued that auditors are perceived to be most independent when no future quasi-

rent are received from the audit clients, and in the case when quasi-rents are 

publicly observable.  In a similar vein, it can be argued that the public disclosure 

of audit fees discourages reduction of external audit fee in relation to internal 

auditors’ performance of financial statement audit work, for fear that it sends a 

signal about the quality of the external audit (Carey et al., 2000).  In contrast, in 

the United States, IA contribution to the financial statement audit may result in a 
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significant reduction of the external audit fee, as the external audit fee is not 

publicly disclosed. As such, this might explain the differences in the result of this 

study, where audit fees are publicly disclosed in comparison to the findings by 

Felix et al. (2001), in the environment that does not require audit fees to be 

publicly disclosed.  

 

Fourth, the study speculates that IA could possibly be used as a further 

monitoring mechanism or signal by companies requiring a higher level of 

assurance due to higher agency cost.  This means that the IA function is unlikely 

to be restricted to activities directly related to the external audit.  It is expected 

that those firms that are more committed to strong corporate governance are more 

likely to engage in greater levels of internal auditing as well as being prepared to 

pay for a higher quality external audit.  A study by Goodwin and Kent (2004) that 

investigated the relationship between the use of IA and audit fees found a positive 

association between the use of IA and the external audit fee.  The results of this 

study suggest entities use IA and external audit as complementary monitoring 

mechanism rather than regarding IA as a substitute for external audit. 

 

The interview data provides further insight for understanding the insignificant 

results between the IA contribution to the financial statement audit and audit fees.  

It suggests that audit fee setting is fairly complex process whereby the IA 

contribution to the financial statement audit may have a very minimal impact.  

For instance, one of the chief internal auditors noted a key reason for a non-

significant result of IA contribution to the financial statement audit and audit fees 

may relate to a budget based from previous audits/years. In other words, audit fee 
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setting did not directly consider the effect of IA contribution to the financial 

statement audit.   According to one of the interviewees 

“ audit fees are fixed each year and audit fees are being negotiated 
during the earlier period of the contract and normally the external 
auditor will work around the budgeted figure”. 

 

Likewise, another participant claimed that in his organisation, IA departments are 

usually not involved in the process of negotiation instead a separate department 

such as finance department undertook such negotiations; and the IA function was 

not consulted in the matter. Thus, the chief internal auditor felt he could not 

verify as to whether his contribution to the financial statement audit leads to a 

reduction of audit fees. 

   

A number of the other respondents asserted that the audit fees never decrease due 

to reliance of external auditor on the IA work, as external auditors claimed that as 

they rely in some areas on the work of the IA, they will be expanding their time 

on examining more critical and important issues.  Such claim provides further 

insight and support for the insignificant result found in Hypothesis 5.     

 

7.4.1 Control variables 

As discussed in the results section in Chapter 5, results of some of the control 

variables from this study are consistent with results of other prior audit fees 

studies.  Consistent with expectation, audit fees are positively associated with 

size (SIZE), indicating the larger the size of the auditee, the higher will be the 

audit fees charged to the auditee, confirming the results of Craswell (1992); 

Palmrose (1986,1986b); Simunic (1980); and Turpen (1990). 
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This study used a number of subsidiaries (SUB) and the proportion of foreign 

subsidiaries to total number of subsidiaries (FOREIGN) as measures of audit 

complexity. The level of debt (LEVERAGE), the proportion of receivables to 

total assets (RECEIVABLES) and net current liabilities to total assets (NCL) are 

used as measures of audit risk. Return on assets (ROA) was used as a measure of 

profitability.  Most of these control variables, i.e. total number of subsidiaries 

(SUB), the proportion of foreign subsidiaries (FOREIGN) and return on assets 

(ROA) are significant with directions as predicted.  These confirmed the results 

of prior audit fees research (Francis 1994, Simunic, 1980; Gist, 1992; Felix et al., 

2001; Craswell & Francis, 1999; Firth, 1997; Francis & Simon, 1987).  However, 

some control variables namely LEVERAGE, BIGFOUR and all the industry 

variables (INDUSTRY, TECHNOL & TRADING) are not significant. 

 

Further, the variable capturing whether the external audit firm also provided non-

audit services to its client (NONAUDIT) is not significant.  The result is 

consistent with Abdel-khalik et al. (1990) and O’Keefe et al. (1994) that provide 

no evidence of relationship between non-audit services and audit fees but in 

contrast with prior study by Felix et al. (2001); Simunic (1984); Simon (1985); 

Palmrose (1996a); Turpen (1990) and Davis et al. (1993). The variable capturing 

the duration of the auditor/auditee relationship (LENGTH) is not significant. This 

result is inconsistent with Felix et al.’s (2001) study that found a significant 

relationship between the duration of auditor/ auditee relationship (LENGTH) and 

IA contribution to the financial statement audit (IACONTRB). 

 



   204 
 
 

  

 

7.4.2 Summary of the Results 

In summary, the majority of hypotheses were supported by this study.  

Particularly, hypotheses 1, 2, 3(a), 4(a), and 4(b) were supported.  Only three (3) 

hypotheses (i.e. 3(b), 3(c) and 5 were not supported).  The results of the study 

suggest that IA contribution to the financial statement audit is influenced by audit 

committee composition and frequency of meetings between the chief internal 

auditor and audit committees.   Further, size of the IA function and the proportion 

of staff with prior audit experience were also found to affect the extent to which 

the internal auditor contributes to the financial statement audit. The results 

however, indicate that IA contribution is not a significant determinant of external 

audit fees.  However, the possible reasons for such a finding were further 

clarified by interview data which suggests that external auditors may utilise any 

additional time saved by relying on IA work completed to explore in-depth other 

critical areas that internal auditors did not cover and by undertaking other 

additional tests to ensure that the audit work is complete. This also may suggest 

that the greater the extent of IA contribution to the financial statement audit, the 

more likely that the overall quality of the external audit is enhanced.  Other 

possible reasons for these findings, which form part of the limitations of this 

study, were also discussed in Section 7.4 of this chapter. 

 

Overall, the results of the study indicate that organisations can potentially affect 

IA contribution to the financial statement audit by having more independent 

members on the audit committee who have experience and knowledge in 
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accounting, auditing and finance as well as by encouraging closer interactions 

between the chief internal auditor and audit committee.  

 

7.5 Contributions of the Current Study 

7.5.1 Contribution of Findings to Theory Development 

The findings of this study make several contributions to theory.  Pursuits of 

research questions 1, 2 and 3 (as discussed in Chapter 1) have resulted in several 

implications for theory development.  As discussed under motivation for the 

study in Chapter 1 (Section 1.4), this study extends prior studies on factors that 

influence the extent of IA contribution to the financial statement audit.  In 

particular, the study attempts to address the gaps in the literature with respect to 

the lack of empirical evidence on the impact of a key corporate governance 

variable, i.e. audit committee, as well as IA unit characteristics on the extent to 

which the IA contributes to the financial statement audit. The current study also 

addresses the mixed results in past studies relating to the relationship between IA 

contribution to the financial statement audit and audit fees.   

 

Specifically, the study offers the following extensions on factors that influence 

the extent of IA contribution to the financial statement audit: 

1. The higher the proportion of independent directors on audit 

committee, the greater will be the contribution of IA to the financial 

statement audit. 

2. The higher the extent of audit committee members’ experience and 

knowledge in auditing, accounting and finance, the greater will be the 

contribution of IA to the financial statement audit. 
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3. The more frequent the meetings between the chief internal auditor and 

audit committee, the greater will be the contribution of IA to the 

financial statement audit. 

4. The larger the size of the IA unit, the greater will be the contribution 

of IA to the financial statement audit. 

5. The higher the proportion of IA staff with prior experience in 

auditing, the greater will be the contribution of IA to the financial 

statement audit. 

 

This study also contributes to the extant literature by providing evidence using 

primary and archival data from Malaysia on the impact of audit committee 

independence and audit committee financial expertise on IA contribution to the 

financial statement audit, which is in line with findings by DeZoort and Salterio, 

(2001), Abbott et al. (2004), and Goodwin’s (2003) studies.  In doing so, the 

findings of this study add to research evidence from countries with developing 

capital market which arguably have less transparent and weaker corporate 

governance structures than those in developed economies such as the US, UK, 

and Australia.  This study also meets the calls made by Gul and Tsui (1992), as 

well as Goodwin (2003) seeking more evidence from countries with developing 

capital market such as Malaysia.  

 

Further, two (2) specific aspects of the IA function namely its size and the 

proportion of the IA staff with prior auditing experience are identified as 

significant determinants of IA contribution to the financial statement audit. These 

findings provide further elucidation on guidelines proposed by ISA610, SAS 65, 
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and AUS604, suggesting that the external auditor may assess the quality of IA 

function in terms of not only the traditional indicators (e.g. characteristics of 

internal auditors such as their competency, objectivity and work performance, 

and the nature of the assertion such as the level of materiality, inherent risk, and 

subjectivity of the assertion) but also based on the features of the IA unit itself, 

(i.e. the size of the IA function and  proportion of IA staff with audit experience). 

 
7.5.2 Contributions of the Findings to Practice 

From a practical perspective, this study provides feedback to the regulators (e.g. 

KLSE and the MCCG) on ensuring policies that support and enhance the link 

between the audit committee, the external auditor and the IA function.  Further, 

the results will also be useful for companies particularly in ensuring that they 

have well-resourced IA units that communicate well with the audit committee.  

Specifically, the following findings are likely to be particularly insightful in 

terms of: 

1. Improving the design of corporate governance structures and procedures, 

especially in warranting that audit committees should comprise at least a 

majority of independent directors with adequate number of directors with 

experience and knowledge of accounting, auditing, and finance matters.  

The results also support the current debate on the importance and the 

mandatory appointment of independent audit committee members to the 

board of directors, and the need for members who have experience and 

are knowledgeable in accounting, auditing and finance. While in 

Malaysia, the KLSE Listing Requirements still requires that only a 

majority of audit committee members be composed of independent 
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directors, possible considerations should be given by the regulators in 

Malaysia to suggest more stringent rules relating to the composition of the 

audit committee. Consistent with other listing requirements such as the 

SOX and the BRC, the KLSE Listing Requirements should consider 

mandating that all the public listed companies in Malaysia to appoint 

audit committee that are fully comprised of independent directors. 

 
2. Frequency of meetings between the chief internal auditors and audit 

committee was found to be one of the important determinants that may 

potentially affect the extent to which IA contributes to the financial 

statement audit.  As such, regulators and companies ought to emphasise 

the importance of having more frequent meetings between the chief 

internal auditor and the audit committee. At present, the KLSE Listing 

Requirements and the MCCG recommend four (4) meetings a year.  

Further, from the interview findings, it is noted that there is a lack of 

private meetings between the chief internal auditor and audit committees.  

Regulators and companies should highlight the importance of having 

private meetings because it provides an opportunity for an internal auditor 

to discuss sensitive matters, especially matters regarding management. 

Specifically, a possible recommendation could be made by regulators to 

set a minimum frequency of private meetings between the chief internal 

auditor and audit committees.  
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3. The findings also suggest that larger sized IA function and those with 

higher proportion of staff with prior experience in auditing have the 

potential to enhance the efficacy of the IA function and hence increase the 

potential of IA to contribute to the financial statement audit. These 

findings may assist companies and regulators (i.e. the KLSE or MCCG) to 

initiate discussions and improve guidelines on appropriate design of IA 

units. For instance, the KLSE or MCCG may make recommendations 

concerning the resourcing of IA units based on having a minimum sized 

IA function or by employing more IA staff with prior audit experience. 

 

7.6 Limitations of the Current Study 

As always, despite the contributions of the study, a number of limitations are to 

be noted.  Many of these limitations represent opportunities for future research.  

The main limitations in this study concern the following: 

1. The sample:  This study is wholly based on responses from internal 

auditors. Due to a very low response rate from external auditors in 

replying to a matched questionnaire sent to them regarding to their clients, 

the measures for the various variables including the extent to which 

external auditors may rely on IA work, inherent risk and IA quality were 

derived largely from internal auditors’ responses (except in instances 

when data from publicly available sources (e.g. the annual report was 

available).  As such issues of perceptual differences between internal and 

external auditors arise and limit the generalisability of the results.  The 

problem of response bias is particularly pertinent given that both the 

independent and dependent variable measures were derived from the same 
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respondent i.e. internal auditors, which raises concerns about the internal 

validity. Likewise, the in-depth interviews were conducted only with 

internal auditors due to the unavailability of the external auditors to 

participate.  This also, creates the same problem of response bias as 

mentioned above.   

 

Morrill and Morrill (2003) raised a similar concern regarding the validity 

of the internal auditors’ assessment.  In their study, they compared the 

external and internal auditors’ assessments of IA participation in external 

audits based on responses from both external and internal auditors using 

69 firms.  The evaluations of both the external and internal auditors 

evaluations were highly correlated (Pearson’s r =. 78  for the proportion 

of audit work which was contributed by IA department; r = .62 for 

number of external audit activities in which IA work is used).  Based on 

these results, it gives some assurance as to the reliability of the internal 

auditors’ assessments on their contribution to the financial statement 

audit.  Likewise, in this study, based on three (3) sample respondents (3.9 

per cent) from external auditors.  The comparison was executed between 

the internal auditor and external auditor respondents.  Though, the sample 

is very small, it was found that the evaluation of the internal and external 

auditors’ evaluation were highly correlated (r = .82). Additionally, the 

sample respondents of the present study are also well experienced with 

appropriate qualifications with all the chief internal auditors having either 

CIA or CPA or both and with an average of seven (7) years of work 

experience at their present organisation.  Further, the results from 



   211 
 
 

  

interviews also indicate that external auditors to some extent rely on the 

work of IA especially on IA’s reports.  For instance one of the 

interviewees indicated that: 

“yup, external auditors do rely on our control reports 
because nowadays, they are not only focusing on the 
financial element but also on control element, and this is 
important to avoid any duplication of work” 

 
 

Likewise, another interviewee reported providing considerable 
help to the external auditor, and stated that: 

 
“when the external auditor comes for an audit,  they will 
meet the internal auditor.  Normally, before they do their 
audit plan, they will examine the area that IA has covered 
and check IA reports and gauge from IA regarding the 
current situation of the organisation. This is to signify any 
changes if any, that will have a bearing on their work.  
During the course of the audit, if they have something 
they feel that they don’t have sufficient knowledge or 
information on, they will refer to IA for more 
information” 

 

2. Small sample size: Although, n=76  (15.1 per cent useable response rate) 

is adequate for many statistical analyses such as multiple regression, a 

larger sample size would have been desirable for the results of the study 

to be more representative. However, prior studies in the area also appear 

to report low survey responses rates such as 12.6 per cent (n = 70) by 

Felix et al. (2001) and 10.1 per cent (n = 60) by Carey et al. (2000).  

 

3. The participants in the survey:  Sample was only limited to the chief 

internal auditors from companies that fully in-housed their IA function.  

Particularly, this study has not addressed perceptions of chief internal 

auditors from companies that co-sourced or fully outsourced their IA 
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function to public accounting firms to determine the impact that such IA 

functions may have on IA contribution to the financial statement audit. 

 

4. Gray directors: this study only focused on “independent (outside) 

directors”.56  It did not consider “gray directors” who are not inside or 

executive directors but still have ties to the management.  Prior studies 

often distinguish between outsiders, insiders and gray affiliated directors 

as neither inside directors nor gray directors are independent of 

management (Vicknair et al., 1993; Wright, 1996, and Carcello & Neal 

(2000). It is possible that the inclusion of the “gray directors” in the 

analysis may affect the result of this study. 

 

5. Qualitative Evidence:  Only eleven (11) interviews with chief internal 

auditors were conducted.  Additional interviews specifically with external 

auditors or audit committee members could have improved the 

representativeness of the sample. In addition, even richer insight could 

have been derived by conducting a case study whereby multiple 

constituents within the organisation, including audit committee members 

and other senior management may have been interviewed. Such evidence 

would provide a more wholesome understanding of impact of audit 

committees on IA processes, the IA quality and their implication for audit 

fees, and audit quality. 

 

 
56 Gray directors include former officers or employees of the company or related entity, relatives 
of management, professional advisors to the company (e.g., consultants, bank officers, legal 
counsel), officers of significant suppliers or customers of the company, and interlocking directors. 
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6. Measurement: The measurements used in measuring some of the variables 

specifically the extent of audit committee reviews of IA programmes 

(REVIEW1) and the results of IA activities (REVIEW2) may not be 

sensitive enough to capture the real situation.  Perhaps, an alternative 

measure such a continuous variable or a seven-point Likert scale may 

have been more sensitive and have captured this information. 

 

7. Instruments:  In both instruments for the survey, the words “below par” 

was used to measure the knowledge level and experience of audit 

committee members in accounting, auditing and finance.  Although there 

is a general understanding regarding the meaning of this term, the 

researcher overlooked the fact that the use of the term “below par” may be 

too vague or unclear.  Perhaps, the researcher should have considered 

replacing the term “below par” with the term “below average” or “below 

generally accepted standard” in order to provide more understanding of 

the meaning of this term to the respondents. 

 

8. Others:  This study is making a major assumption in the entire thesis that 

the IA function has a direct effect on financial statement audits.  Given, 

the range of activities of IA functions that may be performed by internal 

auditors (e.g., from forensic audit to performance audit and risk analyses), 

it is likely that there is a significant proportion of the work undertaken by 

internal auditors which has not been consider but which may also be   

used by the external auditors.  This work may possibly have an indirect 
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impact on the extent of internal auditors’ contribution to financial 

statement audits.  

7.7 Future research 
 
Given the evidence presented in this thesis, there are several avenues for future 

research: 

1.  As this study is wholly based on responses from internal auditors. 

Future research should focus on obtaining responses from the external 

auditors.  A study using external auditors as assessors of IA contribution 

to the financial statement audit will be important to validate the findings 

of the present study.  Alternatively, conducting an in depth interview 

with external auditors may also provide deeper understanding in 

providing further explanation on the relationship. 

 

2. In order to increase the size of the sample, future studies should explore 

the feasibility of conducting the similar research in countries located in 

the same region such as Thailand, Singapore or Indonesia. 

 

3. This study also ignores several corporate governance variables such 

board characteristics namely board independence. For instance, prior 

research such by Carcello, Hermanson, Neal and Riley (2002) indicates 

that a more independent, diligent and expert board may demand high 

coverage of internal and external audit work which in turn enhance the 

quality of the IA function as well as the financial reporting quality.   

Such a situation is likely to increase IA contribution to the financial 
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statement audit, as it is possible that external auditors may be more 

willing to rely on or accept the contribution of IA to the financial 

statement audit if the quality of the IA function is high.  As such, future 

research should try to explore the effect of such characteristics on IA 

contribution to the financial statement audit. 

 

4. In recent years, outsourcing of IA function in organisations has 

becoming a common practice (Carey & Subramaniam, 2005).  However, 

the current study only examines the impact of fully in-house IA unit 

characteristics on IA contribution to the financial statement audit.  There 

could be differences in IA effectiveness between the in-house IA unit 

and outsourced IA units.   However, no study to date has been conducted 

to investigate how the practice of IA outsourcing may affect the level of 

interaction between audit committees and IA, as well as IA and the 

external audit.  It can be argued that the level of interaction between 

audit committees, external audit and IA will be higher when the 

organisation has an in-house IA function because of greater accessibility 

of audit committee to IA staff which in turn is likely to be more cost 

efficient to the organisation.  Conversely, it is possible that the level of 

interaction between audit committees, external audit and the IA function 

is lower when the IA function is outsourced because the interaction with 

the external provider is possibly less flexible and may lead to higher 

consultative costs.  Thus, further research should try to examine how the 

practice of IA outsourcing can affect the extent of interactions between 

the internal auditor, external auditor and audit committee and 
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consequences of such practice of outsourcing on the effectiveness of the 

audit committee’s function, IA contribution to the financial statement 

audit, auditor independence and audit fees. 

 

5.  Another issue of interest to investigate is the nature and level of 

accounting expertise that best equips audit committee members to carry 

out their duties.  In particular, the nature of audit committee meetings 

with the head of the IA department could be investigated further to 

identify the extent of audit committee reliance on the work of IA.   

 

6. Further, as mentioned in the limitation section, this study fails to 

partition audit committee members into outside and gray directors. 

Further study should try to partition the gray director from outside 

director, as the “gray director” is also considered not to be independent 

off management. 

 

7. Finally evidence from the UK (e.g. McNamee, 1995; Page & Spira, 

2004) indicate that IA’s roles have moved away from the control and 

checking functions that external auditors might wish to rely upon and a 

larger unit may undertake more extensive management advisory 

activities (e.g. installation of new payroll systems, risk management).  

As such, future research that can address the impact of the reinvention of 

IA roles from a traditional control and checking function in an 

organisation to an IA unit that embraces a wider role as an independent 

advisory unit may impact how external auditors view an IA function’s 
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quality.  Consequently, such assessments of external auditors  may have 

implications for IA contribution to the financial statement audit. 

 

8. Prior research such as Abbott et al. (2003) argue that independent audit 

committee member may both demand a higher level of assurance and 

also support the external auditor’s demand for more testing, leading to 

an increase in audit fees.  This support is likely to be greater when audit 

committee members have the financial and auditing expertise that 

enables them to better understand the risks associated with a lower 

quality audit. Further, the higher the level of interaction of the audit 

committee with the chief internal auditor, such as more frequent 

meetings between the chief internal auditor and audit committee, the 

more likelihood that audit committees will be better informed and more 

diligent in performing their duties. The present study has not looked at 

these relationships. Future research should try to examine the direct 

relationships between audit committee characteristics and audit fees in 

the Malaysian environment. 

 
No doubt, findings of this study provide additional opportunities for further 

research. For example, comparative research that can provide insights into audit 

pricing behaviour in nations with capital markets that are still developing would 

provide a better understanding of audit fee differences from a multinational 

perspective. Further, research addressing the level of audit competition and 

strategies for minimising costs may need to be undertaken from case-based 
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studies in order to gain a richer understanding of the processes involved in audit 

fee setting.  

  
 
Conclusions 

This chapter has summarised the study’s main findings, overviewed its main 

limitations, and noted ways that subsequent research may usefully build on this 

work. It is revealed that corporate governance variables such as audit committee 

characteristics namely its independence from management; experience and 

knowledge in accounting, auditing and finance and frequency of meetings 

between the chief internal auditor and audit committee and the IA unit 

characteristics such as its size and the proportion of IA staff with auditing 

experience are factors that influence IA contribution the financial statement audit.  

 
The quantitative and qualitative phases of empirical enquiry undertaken have 

provided distinct contributions to the study.  The interviews provided richness 

and context, assisted significantly in supporting the results of the survey 

questionnaires’ design, as well as interpretation of results. In particular, the 

interviewees helped in explaining reasons for the non-significant relationship 

between IA contribution to the financial statement audit and audit fees. The study 

also highlights the importance of managing IA effectiveness through the 

resourcing of IA function, and the level of IA expertise, as they are likely to 

impact the contribution of IA to the financial statement audit.   

 
 
In addition, the study adds to the growing body of international literature 

concerned with the link between different corporate governance variables. From a 
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practical perspective, the study provides feedback to the regulators (e.g. KLSE) 

on the need for policies that support and enhance the link between the audit 

committee and the IA function.  The results also support the current debate on the 

appointment of independent audit committee members, and the need for members 

to be knowledgeable in accounting, auditing and finance. Further, issues of 

appropriate resourcing of IA units are also important to improve IA participation 

in the financial reporting process.   

 

Finally, the relationship among audit committees; IA and the external auditors is 

clearly an important area of research that has implications for both external audit 

fees and audit quality. The present study adds to the literature by revealing the 

significance of audit committees to the IA and external audit relationship.  

Several additional avenues for future research have been proposed. These have 

the potential to extend the present study, and lead to the development of more 

effective and efficient corporate governance policies and practices. 
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APPENDIX 1A 
 
«Firm_name» 
«Address_1» 
«Address_2»«state»«code» 
 
 
 
Dear Sir, 
 
Thank you for taking the time to consider my survey. I would appreciate your assistance in this research project, 
which I am currently working on for my PhD thesis. At present, I am working as a lecturer in Multimedia 
University and enrolled as a full time student in Griffith University. 
 
I am presently conducting this research to gain an understanding of the relationship between some of corporate 
governance mechanism such as audit committees, internal audit and the reliance of external auditors on internal 
auditors’ work. Empirical evidences suggest that the presence of effective audit committees and appropriate 
arrangements of internal audit contribute to the enhancement of internal audit quality, thus encourage more reliance 
on external auditors on internal auditors’ work.  However, relationship between such factors (audit committee, 
internal audit characteristics and external auditors’ reliance on the internal audit work) has not been examined 
particularly in Malaysia.  I envisage that the results of this study will assist in developing a more efficient corporate 
governance mechanisms and also, contribute to the improvement of auditing practice in Malaysia. 
 
In order to contribute to this study, it would be appreciated if you could complete the following questionnaire titled 
“Malaysian Internal Audit Survey 2003”. The questionnaire is short and should take 25-35 minutes of your time. 
Upon its completion, please return the completed questionnaire by placing it in the attached pre-paid envelope.   
 
Please be assured that ALL INFORMATION collected will be held in the STRICTEST CONFIDENCE and 
only aggregated results will be reported. 
 
Thank you for your kind assistance, and please do not hesitate to contact me on mazlina.matzain@mmu.edu.my if 
you have further queries.  
 
I would also like to take this opportunity to thank Griffith University in Australia and Multimedia University in 
Malaysia for their financial assistance. 
 
 
 
 
 
Yours sincerely 
 
 
 
…………………………………………… 
(Mazlina @ Norzila bt Mat Zain)      
 
 
 

 
 
 
 
 
 
 
 

mailto:mazlina.matzain@mmu.edu.my
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APPENDIX 1B 

 
MALAYSIAN INTERNAL AUDIT SURVEY 2003 

This questionnaire comprises of five separate sections. Please note that 
THIS STUDY IS STRICTLY CONFIDENTIAL, and that YOUR 
COMPLETE RESPONSES WILL BE MOST APPRECIATED. 

 
 
 Yes    (If Yes, please proceed to Section A) 

 
 Has  your organisation undertake any internal audit 
 (IA) services (either outsourced, co-sourced or  
 in-house)  in the last financial year? 
 

  No    (If No, please return the questionnaire) 

 

SECTION A – GENERAL INFORMATION: ALL RESPONDENTS TO COMPLETE 

 
1.  Name of organisation (optional): __________________________________________________________ 

2.  Your present position:    __________________________________________________________ 

3.  Number of years you have been: 

a) with this organisation  ____________ 

b) in your  present position ____________ 

c)    an internal auditor  ____________ 

4. Your professional designation/s (e.g. MICPA, CIA, CPA, MIA, ACCA ,etc)________________________________ 

5. The last financial year of your organisation? Please tick (√) 
    Year  ending: 

     31st  December  2002  30th June 2002   Other, please specify_____________________________ 
 
6. Please provide the name and the mailing address of the audit firm that provided the financial statement audit services for 

the last financial year: 
          
   Name of the Audit firm :______________________________________________________________ 

                Mailing Address:           :______________________________________________________________ 

                _______________________________________________________________ 

 
7. The total fees charged for the last financial year:    RM____________________________  

8. How long has this audit firm conducted the financial statement audit of your company? _____________________years 

9.   Did your organisation in the last financial year, have an in-house internal audit section? Please tick (√) one 
                 Yes     No    
                      
10.  If you have used internal audit services in the last financial year, what was the approximate total cost 

a)    paid to external service provider/s (i.e. outsourced)?  RM__________________ 

b) incurred by your firm’s in-house IA section?                RM __________________ 
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SECTION B: AUDIT COMMITTEE CHARACTERISTICS 
1.     In which year, was the audit committee established? ________________________ 

2. The total number of audit committee members in your organisation are:  ____________ 

3. How many of the members are independent */outside directors?   ___________    

*Audit committee members are independent if (a) they are not an executive director of the organization or its affiliates, (b) 
they have not been within the last 2 years and is not and officer (except as independent director) of the organization; (c) 
they are not a major shareholder and they are not a relative of any executive director or major shareholder of the 
organization or its affiliates (“relative” means the spouse, parent, brother, sister, child (including adopted or step child) 
and the spouse of such brother, sister or child); (d) they are not acting as a nominee or representative of any executive 
director or major shareholder of the organization and its affiliates; and have not within the last 2 years and do not engage 
in any transaction with the organization or its affiliates, whether by themselves or with other persons or through a firm or 
company of which they are partners, directors or major shareholder, as the case may be, the value of which exceeds 
RM250,000.  

  
4. Please tick the appropriate response with respect to the audit committee members’ experience and qualification 

in your organisation. You may tick (√) more than one box 
 

  i.      At least one of the audit committee members hold either professional certifications in   
accounting,  finance or auditing (e.g., MACPA, ACCA,CIA, CPA, etc). 

 

  ii.     At least one of the audit committee members has senior executive experience.  

iii.  At least one of the audit committee members has experience serving on another audit 
         committee. 

 

 

5. Overall, the audit committee members’ knowledge-level with respect to accounting and auditing issues is: 
 (Please circle one letter) 
 

(a) Excellent   (b) Very good (c) Good (d)  Below-Par (e) Poor 

 
6. Each year, the audit committee meets_______times; you meet_________times a year with the audit committee.  

7.  Do you meet privately (without management present) with the audit committee? Please tick (√) one  

All meetings are entirely private  

All meetings have some private time  

Not all, but_______% meetings per year have private time  

No private meetings  

             

8.  The chief internal auditor has private access to the audit committee.                Yes    No                                                                    
9.   Please circle your response as to whether                           
   the audit committee reviews : 
 
    

 
                

      

 

IA proposals related to:  

  -Program/plans 

  -Budget 

  -Coordination with externals auditors 

Yes/ No 

Yes/ No 

Yes/ No 

The results of internal auditing related to: 

  -Financial reporting Yes/ No 

  -Internal control Yes/ No 

  -Compliance with laws/ regulation Yes/ No 
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SECTION C: IN-HOUSE INTERNAL AUDIT ARRANGEMENTS 

 
1. Approximately, how long has it been since the establishment of the IA section/unit in your organisation? _____________ 
2. Was the establishment of the IA section/unit due to the requirement by Kuala Lumpur Stock Exchange in the year 2001?    

Yes  No    (Please tick (√) one) 
 

3. If yes, approximately, how much cost was incurred due the establishment of the IA section/unit?  RM__________ 

4. Did you hire the external service provider to set up the IA section/unit?   
 Yes  No    

 

5. How many staff are there in your in-house audit section/unit?______________________________________ 

6. How many of the staff in your IA department have prior work experience in auditing? ____________   

7. On average, how long is the prior work experience in auditing of the internal staff in your unit? _______years. 

8. Does your company provide training for staff without auditing or industry experience? (Please circle your response) 

   .___.___.___.___.___.___. 
         1               2               3                4                5               6               7                

             no training                            moderate                           extensive training 
 
 9.  What is the total staff-training budget allocated to the IA section/unit?  RM_________________ 

10.  What is the total annual IA budget?  RM___________________ 

11.  To what extent, does your organisation rely on your external audit firm for significant non-audit services  
       (e.g., tax, consulting)? Please circle your response 

.___.___.___.___.___.___. 
 1               2               3                4                5               6               7 

                       not at all                                 moderate                              a great extent 
 
 

 
SECTION D: OTHER FACTORS 

 

1. Internal auditors are considered to have completed work related to the financial statement audit if the external auditors: 
• Used the internal auditors as assistants during the financial statement audit; OR 
• Used work already performed by the internal auditors.  
 

For the most recently completed financial statement audit, please use the scale provided below to indicate the percentage 
of the internal auditor’s contribution related to the financial statement audit.  (Please circle your response) 

.___.___.___.___.___.___.___.___.___.___. 
  0            10              20             30             40               50             60              70              80            90           100 

 

 0% indicates that IA department did not perform any work, which was used by the external auditors during the 
completion of the financial statement audit.   

 
 100% indicates that IA department performed 100% of the work necessary to complete the financial statement audit. 

 
2. To what extent do you agree that IA did not have time available at the end of the year to provide assistance to the 
 external auditors during the financial statement audit ? (Please circle your response) 

 
Strongly     Slightly       Neither      Slightly       Strongly 
   agree         agree                           disagree       disagree 
    +2             +1                 0                -1                 -2 
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3. To what extent did the cost of the external audit (i.e. audit fees) decrease as a result of your contribution to the last  
 fina  ncial statement audit ? (Please circle your response)  

 (a) About zero    (b) 1-10%     (c) 11-25%     (d) more than 25%    (e) unsure 
 
4. What is your perception of the level of inherent risk (i.e. risk of material misstatement occurring in  
  financial statements) in the absence of  internal controls in your organisation ? (Please circle your response) 

.___.___.___.___.___.___. 
 1               2               3                4                5               6               7 

                             low                                     medium                                    high 
 

5. Relationships between IA departments and their external auditors may take on one of many levels of 
interactions. Following are four descriptions of the level of interaction between internal and external 
auditors.  These descriptions are listed from the least amount of interaction to the greatest amount of 
interaction.  Please read all four descriptions and place a tick (√) next to the description that most 
accurately describes your team’s relationship with your external auditor. (Please tick only one.) 

6.  
 COEXISTENCE Key features of a coexistence environment:

  •  Internal and external auditors pursue separate missions. 

  •  Risk analysis, audit planning, and audit plan execution are developed and 
   Performed independently by the internal and external auditors as separate  and 

distinct activities. 

 COORDINATION Key features of a coordination environment:

  •  External and internal auditors independently develop but share 
   information on risk analysis. 

  •  Some attempts are made to coordinate audit plans. 

  •  If joint auditing is performed, the external auditor typically tends to determine 
when and where such joint activities take place. 

 
 

 

INTEGRATION Key features of integration  environment:  
•  Internal and external auditors share risk models and audit plans. 
•  Extensive joint auditing. 
•  

 PARTNERING Key features of a partnering environment:

  •  Internal and external auditors comprehensively define corporate audit needs and 
expectations and meet those requirements through joint and integrated effort. 

  •  Internal and external auditors have a shared mission encompassing financial, 
substantive, compliance and systems auditing. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 

 THANK YOU FOR YOUR ASSISTANCE IN COMPLETING THIS QUESTIONAIRE 
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APPENDIX 2A 
 
«Firm_name» 
«Address_1» 
«Address_2»«state»«code» 
 
 
 
Dear Sir/ Madam 
 
Thank you for taking the time to consider my survey. I would appreciate your assistance in this research project, 
which I am currently working on for my PhD thesis. At present, I am working as a lecturer at Multimedia 
University in Malaysia and enrolled as a full time student in Griffith University 
 
I am currently conducting this research to gain an understanding of the relationship between corporate governance 
mechanisms such as audit committees, internal audit and external audit functions.  Empirical evidence suggests that 
the presence of effective audit committees and appropriate internal audit arrangements contribute to the 
enhancement of internal audit quality, and, thus would encourage greater reliance on external auditors on internal 
auditors’ work.  However, the relationship between these various factors has not been examined particularly in 
Malaysia.  I envisage that the results of this study will assist bodies such as the Malaysian Institute of Corporate 
Governance (MICG) and the Kuala Lumpur Stock Exchange (KLSE) in developing more efficient corporate 
governance guidelines. 
 
In order to contribute to this study, it would be appreciated if you could complete the following questionnaire titled 
“ Malaysian Audit Survey 2003”. The questionnaire is short and should take 15-25 minutes of your time. Upon its 
completion, please return the completed questionnaire by placing it in the attached pre-paid envelope.   
 
Please be assured that ALL INFORMATION collected will be held in the STRICTEST CONFIDENCE and 
only aggregated results will be reported. 
 
I would like to take this opportunity to thank you sincerely for your kind assistance. Please do not hesitate to 
contact either me Mazlina Mat Zain (phone: 03-83125718 or email: mazlina.matzain@mmu.edu.my ) should you 
have further queries.  I would also like to take this opportunity to thank Multimedia University in Malaysia and 
Griffith University in Australia for their financial assistance.  
 
 
Yours sincerely 
 
………………………………… 
Mazlina @ Norzila bt Mat Zain 
      
 
 
Any assistance that you are able to provide Mazlina will be most appreciated. 
 
………………………………… 
Dr. Nava Subramaniam- CPA, CMA 
Senior Lecturer 
 
 
 
 
 
 
 
 

mailto:mazlina.matzain@mmu.edu.my
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APPENDIX 2B 

 

MALAYSIAN AUDIT SURVEY 2003 
This Questionnaire has only two pages. It will take approximately 15-25 
minutes of your time to complete this questionnaire. Please note that THIS 
STUDY IS STRICTLY CONFIDENTIAL, and that YOUR COMPLETE 
RESPONSES WILL BE MOST APPRECIATED. 

SECTION A - GENERAL INFORMATION 

 
1.  Name of audit firm:  __________________________________________________________ 

2.  Your present position:    __________________________________________________________ 

3.  Number of years you have been: 

c) with this audit firm:   ____________ 

d) in the present position  ____________ 

c)    an external auditor  ____________ 

4. Your professional designation/s (e.g. CACA, MACPA, MIA, ACCA, etc.)__________________________________ 
5. Your audit firm have:  Please tick (√) one 

i)     a  separate department conducting internal and external audit services   
ii)   no separate department but  separation of staff conducting internal and external audit services  

 iii)  no separation of department or staff conducting internal and external audit services  

SECTION B – INTERNAL AUDIT QUALITY 
PLEASE COMPLETE THE FOLLOWING QUESTIONS WITH RESPECT TO THE LAST FINANCIAL STATEMENT 
AUDIT OF THE FOLLOWING CLIENT: ______________________________________________________________ 

1.   How long you have been providing the external audit services to the above client? _________years 

2.   To what degree was the complexity of the audit in the client organization? (Please circle one) 

.___.___.___.___.___.___.___.___.___.___. 
  0            10              20             30             40               50             60              70              80            90           100 
  |                                                                                     |                                                                                    | 
 very                                                                        moderate                                                                         very 
 low                                                                                                                                                                   high 

3. The overall quality of the above client’s internal audit (IA) department was:  (Please circle one) 

.___.___.___.___.___.___.___.___.___.___. 
  0            10              20             30             40               50             60              70              80            90           100 
  |                                                                                     |                                                                                    | 
 very                                                                        moderate                                                                         very 
 low                                                                                                                                                high 

4.   Internal auditors are considered to have completed work related to the financial statement audit if the external auditors: 

• Used the internal auditors as assistants during the financial statement audit; OR 
• Used work already performed by the internal auditors 

For the most recently completed financial statement audit of the specified client, please use the scale provided below to 
indicate the percentage of the internal auditor’s contribution related to the financial statement audit. (Please circle 
one)   

.___.___.___.___.___.___.___.___.___.___. 
 0%           10%          20%          30%          40%           50%           60%          70%          80%          90%       100%  

If you circle, 

 0%, indicates that IA department did not perform any work, which was used by the external auditors during the 
completion of the financial statement audit.   
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 100% indicates that IA department performed 100% of the work necessary to complete the financial statement 

audit. 

5.  What is your perception of the level of inherent risk (i.e. risk of material misstatement occurring in financial statements) 
in the absence of controls in the client’s organization?  Please (√) tick one 

 High  Medium  Low 
 
6. To what extent do you agree that IA did not have time available at the end of the year to provide assistance to you, as   

the external auditor, during the financial statement audit?  (Please circle one) 
 

Strongly   Slightly        Neither     Slightly       Strongly 
       agree        agree                         disagree       disagree 
         +2             +1                 0             -1                -2 

 
7.     The cost of the external audit is reduced because of the reliance on internal auditing by: (Please circle one letter) 
        (a) About zero    (b) 1-10%     (c) 11-25%     (d) more than 25%    (e) unsure 
   
8. Relationships between IA departments and their external auditors may take on one of many levels of   

interactions. Following are four descriptions of the level of interaction between internal and external 
auditors. These relationships are listed from least amount of interaction to greatest amount of interaction. 
Please read all four descriptions and place a tick (√) next to the description that most accurately describes 
your team’s relationship with internal auditors. 

 
 COEXISTENCE Key features of a coexistence:

  •  Internal and external auditors pursue separate missions. 

  •  Risk analysis, audit planning, and audit plan execution are developed and 
   performed independently by the internal and external auditors as separate   and 

distinct activities. 

 COORDINATION Key features of a coordination environment:

  •  External and internal auditors independently develop but share 
   information on risk analysis. 

  •  Some attempts are made to coordinate audit plans. 

  •  If joint auditing performed, the external auditor typically tends to determine when 
and where such joint activities take place. 

 

 

INTEGRATION Key features of integration  environment:  

•  Internal and external auditors share risk models and audit plans. 
• Extensive joint auditing. 

 PARTNERING Key features of a partnering environment:

  •  Internal and external auditors comprehensively define corporate audit needs and 
expectations and meet those requirements through joint and integrated efforts. 

  •  Internal and external auditors have a shared mission encompassing financial, 
substantive, compliance and systems auditing. 

SECTION C – OTHER  (these questions relate to your interaction with the audit committee of the present client) 
 
1. Overall, the audit committee members’ knowledge-level with respect to accounting and auditing issues  
 of your audit client is: (please tick(√) one) 

Excellent  Very good  Good  Below-Par  Poor  
 
2. Each year, how many times do you meet with the audit committee? _______________ 

3. The time you spend with the committee each meeting is, on average, about________ hours. 
4.  The external auditor has private access to audit committee. Yes  No       
 If yes, please (√) tick one          

i. All meetings are entirely private   
ii. All meetings have some private time  

ii. Not all, but ______% meetings per year have private time  
 

THANK YOU FOR YOUR ASSISTANCE IN COMPLETING THIS QUESTIONAIRE! 



 

   

228

 

APPENDIX 3A 
 

“ The Impact of Audit Committee and Internal Audit Characteristics: Perception of 
Internal Audit Managers and External Auditors 
 
Thank you for taking the time to participate in this interview.  I would appreciate your assistance in my Ph.D. 
research project relating to the impact of audit committee and internal audit characteristics.  I am presently 
conducting this research to develop a better understanding of the relationship between the audit committee and 
internal audit characteristics and their impact on the extent of external auditors’ reliance on the IA work and audit 
fees. It is anticipated that the results from the current survey may likely to assist practitioners and regulators in 
developing guidelines towards improving audit quality, audit pricing and overall corporate governance in general. 
 
In order to contribute to this study, it would be appreciated if I could interview you and gather your perception and 
opinion regarding the impact of the audit committee and internal audit characteristics on the extent of reliance of 
external auditors’ on the internal audit work and audit fees. 

  
 
All information provided by yourself will be STRICTLY CONFIDENTIAL. Interview participants will not be 
personally or directly identified in any of the reports. 
 
 
Investigators:  
Mazlina @ Norzila bt Mat Zain 
  
_____________________________________________________________________________________ 
 
Consent form 

 
I ______________________________________have read the objectives of this study and understand 
that participation in this study is voluntary. I understand that it is my right as a participant to withdraw 
from the study at any time without explanation. 
 
I have read the information sheet and consent form. I agree to participate in the “The Impact of Audit 
Committee and Internal Audit Characteristics: Perception of Internal Audit Managers and External 
Auditors” and I give my consent freely. 
   
 
Signatures: 
 
 
__________________________________________ Date:___________________________ 
Participant: 
 
____________________________________________ Date:___________________________ 
Investigator: 
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APPENDIX 3B 

An Examination of the Relationship between Audit Committees, Internal Auditors 
and External Auditors 

Semi-Structured Interview Form 
________________________________________________________________________ 

 
Subject: -Head of Internal Audit Department 
 
Questionnaire Format: 
 
SECTION A: BACKGROUND 

SECTION B ORGANISATION-SIZE AND STRUCTURE 

SECTION C: RELATIONSHIP WITH AUDIT COMMITTEE 

SECTION D: RELATIONSHIP WITH EXTERNAL AUDITORS 

SECTION E: Other Issues and Recommendations for improvement of current IA 
System 

 

Organisation:  __________________________________________ 

Interview Date: __________________________________________ 

Interviewed by: __________________________________________ 

 

I would like to start by asking you just a few simple questions about your background and the 
company’s background.   Is that okay? 
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SECTION A:  BACKGROUND 
 
Name: ________________________________________ 
 
Position Title: __________________________________ 
 
 

How long  - in present position:  ____________________ 
  - in present organisation: ____________________ 

  - as an internal  auditor: ___________________ 

Gender: _____________ 

Age : _____________ 
 

SECTION B: SIZE AND STRUCTURE 

1. Total number of employees in your organisation(approx)  

___________________________________________________________ 

2. Size of your organisation 

Estimated total asset for the last year end ____________ 
Estimated total net profit for the last year end ____________ 
 

3. If the organisation has its own internal audit department, when was the internal audit department 
formed? 
 
________________________________________________________________ 

 
4. Number of Sections to Audit Program?  
 

________________________________________________________________ 
 

 
5. Number of Employees in IA department 
 

________________________________________________________________ 
 
 
6. How much resources are allocated to internal audit department each year, i.e. your  

annual  budget to run this dept? (approx) 
 
_________________________________________________________________ 

 
7. If the organisation has fully outsourced the internal audit work, when did the  

outsourcing start? 
 
 __________________________________________________________________ 
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SECTION C: RELATIONSHIP WITH AUDIT COMMITTEE 

1. How close do you feel is the relationship between the internal audit section/department and audit 
committee? 

 
 
_______________________________________________________________ 

 
 
2. Do you think the role of audit committee in your organisation is effective? 

Does your department have a specific schedule of meeting with audit committee? 
If yes, how frequent per year do you meet with the audit committee? 
 
 
_________________________________________________________________ 

 
3. What issues are discussed with the audit committee during meetings? (e.g.………) 
 

 
_________________________________________________________________ 

 
4. What are the problems are highlighted during the audit committee meeting?  Does the committee 

resolve the problem by giving their opinion? Give example of any particular issues that happened in 
the past and actions taken. 

 
 

__________________________________________________________________ 
 

 
5. Is top management in the organisation usually present at the audit committee meeting? 

 
 
_________________________________________________________________ 
  
  

6. Is the audit committee involved in the appointment of the internal auditor? 
 

_______________________________________________________________ 
 
 
7. Is the audit committee involved in the termination of the internal auditor? 

 
_________________________________________________________________ 

 
8. If audit committees are involved in the appointment and termination of the internal auditor, would 

you feel comfortable providing an unbiased opinion with respect to audit problems encountered in the 
organisation during the period of your audit 

 
 
__________________________________________________________________ 
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SECTION D: RELATIONSHIP WITH EXTERNAL AUDITOR 

1. How often do you have a meeting with the external auditor? 
 

 __________________________________________________________________ 

 
 
2. What are the problems that are discussed with the external auditor during the meeting?  Does the 

external auditor give their opinion to solve problems, and what are their actions? Give example of any 
particular issues that happened in the past? 

 
_________________________________________________________________ 

 
3. Approximately, what is the time spent either by you or your staff in assisting the external auditor? 
 

__________________________________________________________________ 
 
4. Does the internal auditor significantly assist the external auditor in the preparation of the audited 

financial report? 
 
 ______________________________________________________________ 
 
5. Do you think that the contribution of the internal auditor would assist in reducing external audit 

costs? 
 
_______________________________________________________________ 

  
 
 SECTION E: Recommendations for improvement of current IA systems 
 
 
1. What is your opinion regarding the role of audit committee in improving the  

current internal audit system? 
  
 ___________________________________________________________ 
 
2. What is your opinion regarding the role of external auditor in improving the  

current internal audit system? 
 
____________________________________________________________ 
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APPENDIX 4 

Figure 1 
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Figure 3 
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Figure 5 
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Figure 6 
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	These results also support the arguments in Chapter 3, suggesting that audit committees with little or no financial expertise may not have the experience or technical knowledge needed for effective accounting and auditing oversight (Kalbers & Fogarty, 1993).   The results of this study are consistent with the results of the previous studies by Abbott et al. (2004); DeZoort (1998); DeZoort (1997); Goodwin & Yeo (2001); McDaniel et al. (2002).  For instance, as discussed in Chapter 3, findings from DeZoort’s (1998) study indicate that the committee members with knowledge and experience in accounting, auditing and finance made internal control judgments more like criterion group auditors than did members without experience.  Further, members with experience made more consistent judgments and had higher self-insight and consensus than did members without experience.  Another study by McDaniel et al. (2002) was conducted using audit firm management and executive MBA graduates to assess differences in the way financial experts and financial literates evaluate financial reporting quality.  The results indicate that experts tend to focus more on recurring, less prominent issues and it was concluded that efforts to enhance audit committee financial expertise might influence audit committees’ assessments of financial reporting quality.  
	Thus, the findings of this study suggest that audit committees with accounting and finance knowledge are likely to ensure that mechanisms are in place to assure corporate responsibility and such mechanisms are sufficiently knowledgeable to ask tough questions of management.  Such a situation is more likely to positively impact the quality of an IA function, and thus be positively associated with IA contribution to the financial statement audit.
	In sum, findings relating to hypotheses 1, 2 and 3(a) provide empirical support for the guidelines recommended by the Blue Ribbon Committee; the Smith Committee; the KLSE Listing Requirements and the MCCG for more independent, knowledgeable and diligent audit committees. In particular, given that the guidelines by the KLSE and MCCG seek a majority of audit committee members to be independent with at least one member being financially literate, the benefits being derived from an audit committee comprising of independent members as well as a higher proportion of financially literate members may have significant implications for IA contribution to the external audits.  In other words, the composition and the interactions between audit committee and IA (such as having more frequent meetings between the chief internal auditor and audit committees) have significant implications for IA effectiveness, and in turn for external auditors’ reliance on IA work.
	Furthermore, a positive relationship between the proportion of IA staff with prior audit experience and IA contribution to the financial statement audit suggests that IA units with high proportion of staff with prior experience in auditing are likely to enhance the effectiveness of IA activities.  As argued in Chapter 3, it is likely that through their experience and expertise in the area of auditing, experienced internal auditors may be able to detect internal control weaknesses more easily, and thus, encourage greater coverage of the IA work.   Therefore, such a situation tends to improve IA effectiveness and promote greater reliance of external auditor on the IA work.  
	The results of this study are aligned with the findings of Al-Twaijry et al. (2004) that found a significant correlation between the extent of IA contribution to the financial statement audit and the perceived quality of the IA function, (as conceptualised as the size of the IA function, and the quality of staff employed). In a similar vein, Morrill and Morrill (2003) suggest that in order for the external auditor to rely on the IA department, an organisation must create an IA department and structure the staff in such a way that it is likely to be deemed acceptable in terms of its quality and the IA staff must be available to perform work relevant to the external audit.  The results of their study indicate that audit related specific expertise rather than uncertainty and complexity, was significantly related to the IA department contributing to the external audit.   This implies that a company whose IA requires a high level of company specific expertise might achieve greater efficiencies by hiring a more competent (i.e. better quality staffed) IA staff, and thus improve IA’s propensity to contribute to the financial statement audit.
	In addition, hypotheses 4(a) and 4(b) support SAS No. 65, AUS604, and ISA610 guidelines suggesting that the IA function must be of a sufficient level of quality for the external auditors to consider IA’s work as being competent evidential matter and before considering to rely on IA work for the purpose of assisting them in completing the financial statement audit.  The results, therefore suggest that when the IA units are larger and have more staff with auditing experience, the IA function is more likely to be perceived to be adequately competent, and thus motivate greater reliance by external auditors on IA work.
	7.3.5 Control Variables
	The results of the survey indicate significant relationships between IA contribution to the financial statement audit and three (3) out six (6) control variables.  First, the control variable relating to the extent of coordination between the internal and external auditors (COORD) was found to have a positive effect on the IA contribution to the financial statement audit.  This indicates that the higher the coordination between the internal and external audit, the higher will be the extent of the IA contribution.  This also advocates the idea that coordination has the potential to maximise the effectiveness of the internal auditor’s contribution to the financial statement audit and increase overall audit efficiency through the minimization of the duplicate efforts (Felix et al., 1998, Morrill & Morrill, 2003). Inconsistent with Felix et al.’s  (2001) study, they did not find any significant relationship between the coordination between internal and external auditors and IA contribution to the financial statement, as the results of their study did not support this relationship.  
	The second control variable relates to the availability of internal auditors to assist the external auditors (AVAIL) during the financial statement audit work is also significant with direction as predicted.   The results provide support for Felix et al.’s (2001) findings which suggest that the more time internal auditors have available during the time period of the financial statement audit, the greater their potential contribution to the financial statement audit (Felix et al., 2001).  However, the third control variable, inherent risk (IR), was not found to have any significant relationship with IA contribution to the financial statement audit in the current study.   Finally, out of the three (3) other industry related control variables relating to companies classified under technology sector (TECHNOL), companies classified under industrial product sector (INDUSTRY) and companies classified under trading and service sector (TRADING), TECHNOL was found to have a negative impact on IA contribution to the financial statement audit (IACONTRB).  This is possible because, due to their nature and operation, companies classified under technology sector (TECHNOL) may be face high complexity and risk, as the technology used in those organisations may outdated rapidly.  In such situations, external auditors may be more cautious to rely on the work of IA and they may conduct more testing to ensure the quality of the financial statement audit prepared by them.   However, the results should be interpreted with caution because of the small number of respondents derived from companies classified under technology sector (TECHNOL).  Two (2) other control variables for industry, namely companies classified under industrial product sector (INDUSTRY) and trading sector (TRADING) were not significant.  
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