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Introduction 

 

Internal Control (IC) is a powerful management tool that serves to improve the 

trustworthiness of financial information reported by companies to the outer world. Internal 

Control System (ICS) defined as a set of policies and procedures that can be embedded into the 

processes of a company. According to current scientific research in the area of corporate 

governance companies practicing IC may benefit from lower cost of capital
1234

; increased 

efficiency of operational processes
5
; improvement of response mechanisms to internal and 

external risks; reduction of compliance and audit costs
6
.  

We would not dispute that audit costs of a company practicing IC and a company that not 

are similar. Most times it is different, and not in the favor of company with ICS. However, it is 

becoming increasingly difficult to come across an organization which is not concerned about 

Internal Control. In addition to this, recent studies demonstrate that a company with established 

ICS may enjoy cost savings due to employment of in-house auditors and early detection of 

compliance issues. Whereas ineffective IC will likely to increase the audit fees and in extreme 

cases may lead to the resignation of external auditor with all consecutive outcomes
7
. 

Since academic research looks at the broader economic and social benefits of Internal 

Control it is not an easy task for practitioners such as company management, investors and 

business partners to figure out the true value of ICS for a specific company. One may have 

already noticed that the issue they are faced with is not in deciding to go or not go with ICS 

implementation; it is rather in figuring out the right formula of efforts and funds to achieve the 

desired effectiveness of ICS. There is no doubt that the availability of accurate KPIs would allow 

them to target tangible outcomes at affordable cost.  

                                                           
1 Ashbaugh-Skaife, H., Collins, D. & Lafond, R., 2008. The Effect of SOX Internal Control Deficiencies on Firm 

Risk and Cost of Equity. Journal of Accounting Research, 47(1), pp. 1-43. 

2
 Dhaliwal, D., Hogan, C., Trezevant, R. & Wilkins, M., 2011. Internal Control Disclosures, Monitoring, and the 

Cost of Debt. Accounting Review, 84(4), p. 1131–1156. 

3
 Costello, A. & Wittenberg-Moerman, R., 2011. The impact of financial reporting quality on debt contracting: 

Evidence from internal control weakness reports. Journal of Accounting Research, 49(1), p. 97–136. 

4
 Kim, J., Song, B. Y., Zhang & L., 2011. Internal control weakness and bank loan contracting: Evidence from SOX 

Section 404 disclosures. The Accounting Review, 86(4), p. 1157–1188. 

5
 Feng, M., Li, C., McVay, S. & Skaife, H., 2015. Does Ineffective Internal Control over Financial Reporting affect 

a Firm’s Operations? Evidence from Firms’ Inventory Management. The Accounting Review, 90(2), p. 529–557. 

6
 Calderon, T., Wang, L. & E.J., C., 2012. Material Internal Control Weakness Reporting Since the Sarbanes-Oxley 

Act. The CPA Journal, 82(8), pp. 21-25. 

7
 Hammersley, J., Myers, L. & Zhou, J., 2012. The Failure to Remediate Previously Disclosed Material Weaknesses 

in Internal Controls. Auditing: A Journal Of Practice & Theory, 31(2), pp. 73-111. 
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Businesses all over the world are confronted with such challenge as more and more 

countries introducing regulations focused on IC requirements. Reduction of cases with fraudulent 

distortion of financial statements and transparency of financial information supplied to general 

public is the major aim of such regulations. Although the goal of the regulations remains the 

same the approach and mechanisms of application differ from country to country. Most 

important difference between regulations is the general approach of authorities which can be 

either statutory or advisory.  

To understand this one can look at the example of UK and US regulations. Subject of 

Internal Control in UK is regulated by the Corporate Governance Code (CGC), in particular by 

the Turnbull Guidance. In US these matters are subject of Federal Act, often called Sarbanes-

Oxley Act of 2002 (SOX 2002). The Turnbull Committee recommendations on IC are referred as 

guidance based on best practice and maintain the approach “comply or explain”. While in US the 

implementation of ICS, certification of its effectiveness by firm management and subsequent 

attestation by external auditor are mandatory for US-listed companies according to Sections 302 

and 404 of SOX 2002. Non-compliance is charged by civil penalties in the form of substantial 

fines (up to $5 million) charged to company and, or its external auditor; and criminal penalties 

such as imprisonment (up to 20 years) of company management. To understand it correct, the 

non-compliance is an ICS failure that is not disclosed in company’s statements. But once the 

failure of ICS is reported appropriately there will not be any charges pressed against the 

company. 

Since the Act covers all US-listed companies it also has an effect on the foreign 

companies traded on US exchanges. Of course, there is an over-the-counter market that allows 

foreign companies to trade in US and not to be the subject of SOX 2002. Yet, this significantly 

restricts the access of foreign companies to US capital market.  

Coverage of this topic has been addressed by one of the most authoritative researchers on 

the subject of Corporate Governance, Professor Andrew Chambers in “Chambers' Corporate 

Governance Handbook”. In fact, Chambers endorses the method pursued by UK Corporate 

Governance Regulation that is a non-invasive approach recommending directors to use IC 

reports rather as “an opportunity to communicate their shareholders how they manage risks”.
8
 

In the next part of this white paper we will introduce the reader with a piece of research 

that provides us with strong evidence that implementation of ICS can be beneficial to company’s 

value. Moreover, the research also addresses the topic of statutory versus advisory approach in 

ICS regulation. It hints that stringent regulations such as SOX 2002 may rather have an adverse 

effect onto company value.  

                                                           
8
 Chambers, A., 2014. Chambers' Corporate Governance Handbook. 6th ed. Haywards Heath: Bloomsbury 

Professional Ltd. 
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Research overview 

 

In order to understand and measure true value of ICS the research was conducted where 

value-adding effect of ICS was assessed using statistical analysis. Firm’s value was represented 

by a financial ratio called “Tobin’s Q” known to be a measure of firm assets in relation to a 

firm’s market value. Research was based on the group of companies listed on London Stock 

Exchange (LSE) and included to the market index FTSE 250
9
.  

Industrial background of the companies included into the research is diverse, comprising 

of Mining and Quarrying; Manufacturing; Human Health and Social Work Activities; Wholesale 

and Retail Trade; Professional, Scientific and Technical Activities; Information and 

Communication; Construction; Arts, Entertainment and Recreation; Real Estate; Administrative 

and Support Services; Accommodation and Food Services; Agriculture; Utilities; all in all 

around sixteen industries. 

The idea behind this research is to understand if ICS implementation has any value-

adding capability and if this capability can be measured. FTSE 250 constituents in this case 

qualify a perfect candidate to work with due to following reasons: 

 This set of companies represent variety of industries; 

 There are no overly large or extremely small firms to make an exception 

 There are some companies in this set that are also listed in US 

The last item in this list allowed researcher to make a comparison between ICS approach 

in UK and US regulations. 

In order to increase the accountability of research results companies belonging to Finance 

and Insurance industries were deliberately excluded. Such companies in addition to IC 

regulations are also subject to specific Risk Management regulations as Basel II and Solvency I, 

II. The impact of Basel and Solvency could have been confused with the impact IC regulations. 

Thus the exclusion was made to avoid this kind of confusion. 

As the idea and research object are clear it is important to clarify to the reader the 

research scope, or as academic literature would refer “research hypothesis”. Following are the 

assumptions made in the beginning of research to be confirmed or rejected by the results of 

analysis: 

1. Internal control system impacts firm’s value implying that there is statistically 

significant linear relationship between firm value and internal control variable. 

                                                           
9
 FTSE 250 (ticker: MCX) is a capitalization-weighted index consisting of the 101st to the 350th largest companies 

listed on the London Stock Exchange. 
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2. The impact of internal control on firm value is positive. This would be true if the 

estimator of internal control variable has positive sign. 

3. More stringent IC regulation results in higher value of the firm. In other words the 

mean firm value in the most regulated group of companies is higher than the mean firm 

value of companies in the less regulated group. 

Investigation of such complex issues requires adequate set of data. For this reason, 

researchers collected financial data of 250 firms for the longest period possible. The period also 

had to cover the time of release and application of such regulations as SOX 2002 and Turnbull 

Guidance.  Final dataset included financial stats of 142 to 166 companies for the consecutive 

time period from 2007 to 2014. Data used in the research was collected from the database of 

Bloomberg terminal. 

The mechanics of research employ very straightforward approach called Ordinarily Least 

Squares (OLS) estimation. Using this method the researcher constructs a model  (Figure 1) such 

that he or she thinks would reflect the linear relationship between the subject of interest (the 

value of a company) and several other parameters such as company size, profitability, revenue 

growth, financial leverage, riskiness of return on equity and most importantly the rating of ICS.  

 
Figure 1. Proposed Model 

 

As seen in the Figure 1 researcher introduces a parameter representing internal control – 

“IC Rating”. It is a parameter that is used to evaluate the ICS setup of the company where rating 

“1” is given to a company that is subject only to UK IC regulations; “2” – to the company which 

has secondary listing in US over-the-counter market; “3” – is for company that has both UK and 

US listings which makes it subject both UK and US IC regulations. The assumption is that if a 
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company is subject to either of regulations then there is an internal initiative and there are 

established processes within the company to comply with this regulation(s). 

Usage of term “ICS setup” here instead of “ICS maturity” and “ICS effectiveness level” 

was explained by the reason that author finds no sufficient evidence to evaluate the maturity or 

effectiveness of two regulations (SOX and Turnbull). “ICS setup” as a term only defines the 

difference between the ICS setup of companies subject to different regulations.  Nevertheless the 

author does not aim to directly compare SOX and Turnbull. The objective is only measure the 

value adding capabilities of ICS implementation. 

In order to give company an IC Rating researcher looked up US Securities and Exchange 

Commission’s (SEC) database if the company was registered in it, and then checked what forms 

of statements were submitted. According to the gathered information it was possible to clearly 

identify the IC regulation(s) that a company was exposed to. 

Results 

Main finding of the investigation has revealed that conditional parameter “IC rating” has 

explanatory abilities over the company value similar to such parameters as “Total Assets” and 

“Return on Assets”. In common interpretation it means that implementation of ICS directly 

correlates with the market value of the company. Research result suggests that importance of ICS 

for investors is comparable to the importance of company size and company profitability when 

market participants evaluate the firm’s value.  

  
Figure 2. How significant are parameters of the model? Test Results. (CL – confidence level; N/S – not 

significant) 
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Accurateness of the finding has been confirmed since the results were consistent (Figure 

2) through entire research period. According to regression results statistical significance of a 

parameter is evaluated and Figure 2 demonstrates the probability of parameter value to be 

different from zero. So when we see that “IC Rating – 99% CL”, it can be interpreted that at 99% 

confidence level IC Rating not equal to zero. Such result gives us reason to validate the 

parameter as statistically significant for this model. 

One can notice that test results for majority of parameters in the year 2008 and for some 

parameters in year 2009 are quite dissimilar comparing to other periods. Researcher believes that 

this is an issue of low performance and investors uncertainty caused by market downturn in 

2008.  

R-squared (R
2 

in Figure 2) is a measure of linear model’s goodness of fit. Observed 

values of R
2
 reveal that proposed linear model performed better starting 2011. This suggests us 

that combination of parameters utilized in this model is quite close to the reality as dataset fits 

the model at a rate higher than 70%. 

Next significant outcome of research is that the relationship of ICS and company value is 

positive, implying that ICS has a capability to increase company value. 

 
Figure 3. Results: Hypotheses validation 

 

These findings validated two of the three assumptions made in the beginning of the 

research. However the validation of third assumption produced mixed results. Therefore, 
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research could not prove that more stringent regulation which in this case is SOX 2002 can relate 

to higher value company. Since the measure of company value was represented by Tobin’s Q 

(Fixed Assets / Market Value) lack of straightforward evidence may indicate mixed reaction of 

market participants regarding the ICS implementation under SOX 2002. Authors leave this 

question open for further examination that perhaps can shed light on this issue from a different 

angle. 

Figure 3 demonstrates the summary of research results as opposed to the proposed 

hypotheses. Although some questions addressed by this research were not clarified one distinct 

and valuable conclusion can be drawn is that evaluation of ICS impact can be done across 

companies or for one company within a time period by utilizing “Tobin’s Q” ratio. 

The goal of this document is not to provide full details of the research but to give a high 

level overview. That is why we skipped the exhaustive narration of methodology and statistical 

procedures and continued with the resulted findings. For those readers who would like to learn 

more about this research questions and requests can be emailed to info@riscomp.ch. 

  

mailto:info@riscomp.ch
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