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ABSTRACT

According to the domestic studies conducted on in the field of internal controls,
the gap of providing models for identifying weak internal controls is felt com-
pletely. The present study is aimed at providing a model for assessing the quality
of internal controls based on the characteristics of the economic unit, the charac-
teristics of auditor as well as their expected goals in the Firm's listed in Tehran
Stock Exchange. This model is designed according to quantitative criteria. To
achvvwe hle eecearch goal, 86 Firm's from all Firm's accepted in Tehran Stock
Exchange for the period 2012-2017 were selected and the research hypothesis was
tested using the combined data approach. Given the research hypothesis that
points out that the internal assessment model based on the characteristics of the
economic units, the characteristics of auditor and their expected objectives may
more accurately assess the quality of the internal controls, according to the signif-
icance level of less than 0.05, the independent variables indicate a significant
relationship between the internal controls assessment model based on the charac-
teristics of the economic units, the characteristics of auditor and their expected
objectives as well as the weaknesses of the internal control of the Firm. Further-
more, the estimated coefficient of the control variables of the research indicates a
significant relationship between these variables and the weaknesses of the internal
controls.

1 Introduction

The implementation of the mechanisms and procedures for internal control is part of the employee
job description; however, they might be unwilling to implement them without knowledge of the na-
ture of these internal controls, even if the processes are thoroughly perceived. Liu et al. [1] pointed to
the conflict of interests (COI) at the employee level concerning certain interests, which can lead them
into abuse when there is an opportunity. The COI can prevent the proper implementation of mecha-
nisms for internal controls especially when they are inconsistent with the interests of the employees.
Despite the formulation of proper internal controls for the needs of managers and their expected goals,
employee COI can cause problems in the proper and effective implementation of controls. The COI
affects managers much more profoundly than employees, insofar as it makes managers opportunistic
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and abusive [Wolk ; Deegan]. According to the research literature, the problem gets worse consider-
ing that Iranian managers and employees have insufficient knowledge of the nature of internal con-
trols. Kaviani [2] believes that it is very important to continuously train managers to implement the
instructions for internal control, issued by the Securities and Exchange Organization, and identify the
right time for the implementation of internal controls. However, these important points have been
neglected. Therefore, financial reports are more likely to be based on inaccurate evaluations as a result
of all potential disadvantages of COI at manager and employee levels, negligence of continuous train-
ing for managers, and insufficient knowledge about the nature of internal control. Considering Clause
30 Revised Iranian Standards Auditing 700 (ISA#700) , as well as in the same way in which the audi-
tor comply with other regulations of Securities and Exchange Organization, the trusted auditor should
provide the comments on the compliance with internal controls governing financial reports in the sec-
tion «A report on other legal and regulatory requirements» in the report on financial statements, and in
case of significant weaknesses in the internal controls governing financial reporting, the cases are
announced in this section. Therefore, the auditors announce internal controls quality to management
and the public users of financial statements by investigating the internal controls and reporting on
their weaknesses in the management letter and referring to significant weaknesses in auditing reports.
In the current research and similar research studies, the audit reports and management letter are used
to measure the quality of internal control, which is the dependent variable of the research.

Based on the representation theory and COI at manager and employee levels as well as the intrin-
sic constraints on the implementation of internal control and relevant data collection tools, it is now
barely possible to identify all of the businesses with poor internal control. Hence, it is necessary to
develop certain tools that can identify such businesses more accurately. In this regard, Ogneva et al.
[3] introduced a model based on the features of businesses to estimate possible significant weaknesses
of internal control in different businesses. This model uses various business features such as size,
complexity, foreign currency trade, profit and loss, lifetime, inventory, sales growth, number of dif-
ferent sections, market value, and bankruptcy prospect. According to this model, businesses with poor
internal control share similar features, based on which a model or a framework can be developed to
identify such businesses. Or fff ai e iiii f[3] was developed for a nonfinancial business and focused
only on business features. Internal control is a new subject in Iran, which is very different from inter-
nal control as viewed by experts. At the same time, businesses serve as institutions with significant
rlle i Ira”” ccommm in wii Ira”” mirr a macr capital ar acmmithat  Trrr efor it is
very important to evaluate the efficiency of internal control in a bid to make the optimal use of finan-
cial resources. Following the previous studies on factors affecting the disclosure of weakness in inter-
nal controls [3,4,6], this study proposes a model for the evaluation of internal control. Considering
national conducted research in the area of internal controls, the gap of presenting models to detect
weakens internal controls is quite felt. Therefore, the new aspect of this research is proposing a model
to assess and identify the economic units with weakens internal controls. The second innovation of
research is proposing the model based on economic units characteristics, their auditors' characteristics,
and indexing the objectives of internal controls based on the definition presented by an organization
called COSO organization, for which no similar model was observed among conducted studies. Addi-
tionally, the other innovation of the research is the use of various statistical methods to investigate the
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relationships between research variables and achieve the final model of the research. As various logic
models have been proposed, that each of which has its own advantages and disadvantages, in the cur-
rent research the most important logic models are selected and tested to confirm the validity of the
obtained results with greater reliability. Therefore, the main question and problem of this research can
be proposed as follows: Can the model based on economic units' characteristics, auditor's characteris-
tics, and expected objectives provide more accurate estimation of economic units with internal con-
trols weakness, or cannot?

2 Theoretical Fundamentals and Research Background

2.1 Theoretical Foundations

The issue of COI among managers and owners rising from the representation theory [6], indicate that
managers have different interests and demands than owners. Thus, business resources are used in fa-
vor of personal interests. Liu et al. [1] Analysed COI among employees and found out that the respon-
sibilities of employees could be improperly performed due to contradiction with their interests. As a
result, businesses would encounter problems in achieving their goals. Internal control is designed to
manage and prevent certain situations that can result in abuse on the part of managers and employees.
The representation theory is mainly based on the idea that managers, acting as the representatives of
shareholders, may make certain decisions which cannot increase the wealth of investors. According to
this theory, there must be sufficient controlling and monitoring mechanisms to protect shareholders
from such conflicts of interest. Hence, Tehran Stock Exchange has been obligated to provide trans-
parency and disclose financial statements as well as reports on poor internal control. These measures
are used as practical solutions. Manager and employee COI can prevent the proper implementation of
internal control processes and cause problems in achieving the expected goals. Thus, it is vital and
useful to propose certain tools and processes which can Analysis and evaluate the effectiveness of
controls.

00 Features of Businesses
According to the framework presented by Basel Committee on Banking Supervision (BCBS, the es-
tablishment of an efficient internal control system can help ensure the fulfilment of goals pursued by
businesses. The establishment of such a system can also guarantee that businesses achieve their long-
term profitability goals and maintain the validity of financial and managerial reports. In addition, such
a system can ensure that businesses act in compliance with internal rules, policies, plans, procedures,
and regulations, something which can mitigate the risk of unexpected losses tarnishing the reputation
of businesses. The abovementioned framework indicates that achieving the business goals is the one
and only motivation for implementing internal controls. Therefore, proposing a model or a framework
of indices for measuring the fulfilment of expected goals can be a useful criterion for assessing the
efficiency or inefficiency of internal control at businesses. Finally, this framework can result in the
development of a model for the evaluation of internal control and the identification of businesses with
significant weaknesses [5]. Ogneva [3] relied on the studies of Ge and McVay [5], and Ashbaugh-
Skaife et al. [4] and collected the factors indicating the specific features of businesses. Ogneva, then,
developed a model to Analysis the role of each factor in identifying businesses with poor internal con-
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trol. The results showed that the selected variables were powerful predictors.

0 Characteristics of Auditors

The roles of auditors in internal control have two different aspects. On the one hand, expert and pro-
fessional auditors, having the responsibility for analysing internal controls and validating financial
reports, play key roles in identifying and eliminating weaknesses. Their advice can be helpful for the
improvement of control environments in different businesses, mitigating internal control weakness.
On the other hand, auditors can avoid identifying and exposing weak businesses by ignoring the effi-
ciency of internal control and misallocating the right and sufficient time for analysis [6-11]. Auditing
reports can be influenced by the fees and characteristics of auditors, something which can alter the
quality of auditing. Identifying defects in internal control is based on analyses of the auditors. It is
possible that deliberate or unintentional mistakes are made in identification of weaknesses. In other
words, auditors may (deliberately or unintentionally) neglect significant weaknesses of businesses and
forget to reflect them in their reports. Hence, it is very important to consider the characteristics of
auditors acting as human factors in the process of disclosing such flaws [6-8].

0 Goals of Implementing Internal Controls

According to the definition by the Committee of Sponsoring Organizations of the Treadway Commis-
sion (COSO), an internal control is a process designed to logically ensure the fulfilment of three
groups of goals including effectiveness and efficiency of operations, reliability of financial reporting,
and compliance with necessary rules and regulations. This process is implemented by managers and
employees at an organization. The first group indicates the primary objectives of a business including
performance, profitability, and asset protection. The second group includes the process of codifying
reliable financial reports for general purposes. The third group deals with the compliance with the
rules and regulations governing different activities of businesses [1].

According to Ogneva et al. [3], businesses with successful internal control have distinctive features.
The current definitions of internal controls indicate the implementation of these controls for the ful-
filment of expected goals. Therefore, it is clearly concluded that failure in achieving internal control
goals indicates an important defect in their implementation. However, auditors see these goals as no
criteria for identifying defects; rather they rely on personal judgments, checklists, and other instru-
ments such as questionnaires, observations, and interviews to evaluate controls.

2.2 Empirical Background

Lenard et al. [18] carry out a study on the Internal Control Weaknesses and Evidence of Real Activi-
ties Manipulation. They showed that the weakness of internal controls would damage the quality of
financial reporting and impossibly reduce the fulfilment of financial reporting reliability. In a study
entitled "Labour Organizations, Auditing Quality, and Internal Control”, Bryan [16], indicated that the
power and authority of labour unions and organizations depended on the high quality of auditing and
flawless, proper, and important internal control. Bryan also showed that labour organizations were in
dire need of reliable and high-quality financial statements to claim their demands and protect the
rights of their workers. This is possible only through the high quality of auditing and weak internal
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controls. Chen et al. [17], undertake a project on the Board Gender Diversity and Internal Control
Weaknesses, showed that it was unlikely to observe the weaknesses of internal controls in a board of
female directors. They also indicated that the weaknesses were not affected by the presence of women
in the auditing committee and that the presence of even one woman in the board of directors could
reduce the weaknesses of internal controls. According to them, a feature of Firm's with potential weak
internal control was the absence of women in the board of directors. Thus, they recommended em-
ploying women in the board of directors to spontaneously resolve certain problems at lower costs
[17]. Ashbaugh-Skaife et al. [4] carry out a study on the Effect of SOX Internal Control Deficiencies
on Firm Risk and Cost of Equity. The results indicate that systematic risk, non-systematic risk, and
capital costs increased significantly once the regular reports of internal risks were published after Sar-
banes-Oxley instructions necessitated auditing internal controls and disclosing important weaknesses.
However, the costs of capitals decreased after eliminating the weaknesses of internal controls. The
research findings directly indicated an obstacle to the disclosure of important weaknesses in internal
controls. Accordingly, managers are unwilling to disclose the facts of internal controls in order to
prevent corporate risk and costs of achieving financial resources from increasing. Therefore, they
conceal important weaknesses as much as possible. In a study entitled Internal Control Weakness and
Cost of Equity, Ogneva [3] showed that Firm's with important internal control weaknesses faced high
financing costs. Ogneva also used the variables of corporate features to develop a model indicating
the relationship between corporate features and weakness of internal controls. As a result, Firm's with
weak internal controls shared similar features, which could be developed into a model. Hajiha, Oradi
and Saleh Abadi [13] analysed the weakness of internal controls and delayed audit reports. According
to auditing standards, internal controls affect the reliance of an auditor on the collected auditing evi-
dence in addition to the type, quality, execution scheduling, and limitations of auditing methods. Re-
search findings show that there is a positive significant relationship between the defects of internal
tttt rll a eelay addit rooorts I ttrrr wrr  auiitor’ rpprrt will — prvvi tim if teere
are no defects in internal controls. Raei and Nazari [14] analysed the effects of an IT control and eval-
uation framework on the quality of internal control and financial reporting at pharmaceutical Firm's
listed in the Tehran Stock Exchange. Their findings indicated that the IT control and evaluation
framework had direct effects on the quality of internal controls and the quality of financial reporting
at these pharmaceutical Firms. In a study entitled Analysing the Effects of Internal Controls on Quali-
ty of Financial Reporting at Firm's Listed in Tehran Stock Exchange using McNichols Model,
Cheraghi Zadeh and Moghadam showed that there were no significant relationships between internal
control and the quality of financial reporting through the McNichols model. Considering that a goal of
internal control is to increase the reliability of financial reports, they tried to prove it through the
McNichols model. However, no significant results were observed [15].

3 Methodology and Hypotheses
The ability of the model including the characteristics of economic units, the characteristics of audi-
tors, and the indicators for measuring the research model goals is specified as a hypothesis as follows:

H1: Internal control evaluation model based on the characteristics of economic units,
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the characteristics of auditors, and their expected goals can have a more accurate eval-
uation of the internal control quality.

This research in terms of nature and method is correlation and based on the purpose is an applied
study. Data collection was carried out using library method and research data by referring to financial
statements and explanatory notes and through the official websites of the Iranian Securities and Ex-
change Organization, e.g. www.codal.ir and www.seo.ir with the programs of Rahavard Novin and
Tadbir Pardaz. Then the data were analysed in Eviews. The statistical population included all Firm's
listed in the Tehran Stock Exchange in six years from 2012 to 2017. The statistical population of this
study is all Firms' accepted in Tehran Stock Exchange in the period of 2012-2017 which 86 Firm and
516 Firm/year are selected for the purpose of testing the statistical hypotheses using a targeted sam-

pling.

Model Variables
This model provides a comprehensive model by using three groups of (1) the characteristics of eco-
nomic units, (2) the characteristics of auditors (3) and the indicators for measuring the expected goals

[3]:

ICW;, = ay + Bysizey + f,LnAge; + f3Growthy, + ,10;, + BsBoard_ind;, + fsCon_Own,;, + B,Duality;,
+ BgInventory;, + BoLoss;, + BoBankruptcy;, + B, Audit_Fee; + B,,Audit_ind;,
+ BizAudit_sizey + frAudit_Specy + BisAuditrenyre, + P16ROAi + B17ROE; + B1gEPS;, (1)
+ fioEmploee_Ef ficieny;, + Bo0EPSy + B21FRQ; + B2, MEFQ;, + [o3Restatement;, + $,4,A0;;
+ f,sTax Avoid;, + fByslegal Finey + €

Research Variables

ICW; . When economic units have significant weakness based on audit report and management let-
ter, this variable takes value 1, otherwise zero [30].

SIZE; ;. The Firm Size, log of year-end total assets for Firm i in Time t [3]

LNAGE; : computed as log of th ii ffernnee eetwee th year rrrrr rivvsstigati  a  tee firm’ year
of birth. [20]

GROWTH;: Sales growth of a business (income earned by providing services): this variable is one if
a business has high growth in the industry; otherwise, it is zero. [13]

10;: Percentage of institutional ownership, determined by using the ratio of number of shares owned
by institutional owners to total released shares. [13]

BOARD_IND;;: The percentage of board independence, determined by using the ratio of number of
non-bound board members to the total number of board members. [13]

CON_OWN;: Concentration of ownership, determined by using the total ownership of three major
shareholders of businesses. [3]

DUALITY; ;. Separation of a business CEO from the chairman of board. [3]

INVENTORY;,: The ratio of inventory, determined by using the ratio of cost of a sold product to the
average inventory. [18]

BANKRUPTCYj,: The bankruptcy risk, determined through the Altman Z-score [31]
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Z=12X1+14X2+3.3X3+0.6X4 + 1.0X5.

X1 = working capital / total assets. Measures liquid assets in relation to the size of the company.

X2 = retained earnings / total assets. Measures profitability that reflects the company's age and
earning power.

X3 = earnings before interest and taxes / total assets. Measures operating efficiency apart from tax
and leveraging factors. It recognizes operating earnings as being important to long-term viability.

X4 = market value of equity / book value of total liabilities. Adds market dimension that can show
up security price fluctuation as a possible red flag.

X5 = sales / total assets. Standard measure for total asset turnover (varies greatly from industry to
industry).
AUDIT_FEE; ;: The audit fee, determined by using the natural logarithm of auditing fee [3]
AUDIT_IND;: The audit independence, determined by using the percentage of received fee to the
total incomes of an audit firm; the higher the percentage, the lower the audit independence. [3]
AUDIT_SIZE; ;: The audit firm size; the audit organization is considered a large audit firm, whereas
other trusted audit firms are regarded as small institutions. [3]
AUDIT_SPEC;;: The audit specialty in the industry. equals 1 for clients of specialist auditors and 0 for
clients of nonspecialist auditors
AUDIT_TENURE;,: The audit tenure time. The number of years the auditor has been engages compa-
ny [3]
ROA; ;- The return of asset, determined by using the ratio of operational net profit to total assets [21]
ROE;: The return of equity, determined by using the ratio of operational net profit to the total equity
[21]
EPS;.: The earning per share, determined by using the ratio of net profit to the number of ordinary
shares [21]
EMPLOEE_EFFICIENY; . The employee efficiency, determined by using the ratio of operational net
profit to the number of employees [3]
FQR;: The financial reporting quality, determined by using the McNichols-Stein index [16]

AAR; = By + B1ASales;; + &

I tii uuuatinn AAR ooow t auuual hhagg i acttttt ttreeeiv yy iiii sssee a  SSalss iddi-
cates the annual change in the sale income. All of these variables are divided by total assets at the
beginning of the fiscal year. The remainder shows change in received accounts, which can be ex-
plained by change in sales. The higher the absolute value of the remainder, the higher the financial
reporting quality.
MEFQ;: The quality of earning prediction, determined by using the difference between estimated
profit and actual profit. [17]
RESTATEMENT; ;: The financial restatement; this variable is one if financial statements are restated;
otherwise, it is zero. [17]
AOj¢: The additrr> iii iinn; thi variall i nn ift additor’ ppini 1 iiii tiv;; tteerwis it is
zero. [17]
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TAXAVOID;: tax avoidance, determined by using the tax accounting difference index determined by
using the difference between the cost of tax on instrumental income and the actual cost of tax on in-
come. The result is multiplied by a negative value. The higher the product, the higher the tax avoid-
ance. [22]

LEGALFINE; ;: The fines for failure to abide by laws and regulations; a business is willing to disregard
laws and regulations if it discloses the fines of such crimes in financial reports; thus, this value be-
comes one; otherwise, it is zero. [22]

Table 1: Descriptive statistics (part 1)

IC | AUDIT_FE | AUDIT_IN | AUDIT_SIZ AUDIT_TENUR

W E D £ AUDIT_SPEC £ FRQ
Mean 0.44 6.91 0.04 0.21 0.43 0.13 0.05
Median 0.00 6.84 0.03 0.00 0.00 0.00 0.48
Maximum | 1.00 9.50 0.12 1.00 1.00 1.00 0.77
Minimum | 0.00 4.60 0.01 0.00 0.00 0.00 -0.41
Std. Dev. | 0.49 0.89 0.03 0.40 0.49 0.33 0.19
Skewness | 0.44 0.22 0.25 -0.82 -0.21 0.63 0.48
Kurtosis 1.83 1.05 1.65 1.03 1.28 1.23 1.19

Table 2: Descriptive statistics (part 2)

AO | TAXAVOID |LEGALFINE | 10 BOARD_IND |CON_OWN | NODUALITY
Mean 0.08 -0.11 0.20 0.57 0.34 0.40 0.85
Median 0.00 -0.13 0.00 0.64 0.33 0.31 1.00
Maximum | 1.00 0.00 1.00 0.99 1.00 0.89 1.00
Minimum | 0.00 -0.46 0.00 0.03 0.20 0.10 0.00
Std. Dev. | 0.27 0.09 0.40 0.32 0.09 0.25 0.35
Skewness | 0.60 0.42 -0.24 -0.50 0.45 0.20 -0.58
Kurtosis 1.36 1.04 1.86 1.71 1.65 1.05 1.02

4 Analysis and Findings

4.1 Descriptive Findings

Chart 1 presents some concepts of descriptive statistics on variables including mean, median, mini-
mum, and maximum of observations as central indices. The standard deviation is presented as an in-
dex of dispersion. This chart also presents kurtosis and skewness as distributive measures. The main
central index is the mean, stating a balance point and centre of gravity in the distribution. It shows the
centrality of data. For instance, the mean was 0.44 for the weakness of internal controls, a value which
indicates most of the data were centralized around the mean. The median is another central index
showing the population status. According to the results, the audit fee median was 6.85, indicating that
half of data were below, and the other half above, this point. The standard deviation is one of the most
important indices of dispersion, employed to determine the deviation of observations from the mean.
The standard deviation was reported at 0.50 for the weakness of internal control.
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4.2 Inferential Findings

The prediction accuracy percentage test, used in the logic model, consists of two modes, the first of
which is based on determining the probability of equality of the dependent variable to zero and one.
Chart 2 presents the test results, according to which the prediction accuracy of y=0 observations was
3.25% when the accuracy was 91.23% for y=1 observations.

The total percentage was 87.02%. In the second mode, the results were based on the expected value of
observations with zero and one. The above table shows the results of the first model. Accordingly, the
prediction accuracy percentage of y=0 observations was 41.64% when this Value was 58.23 for y=1
observations. The total value was 52.14%. In fact, the closer these value to 100%, the more explanato-
ry the model.

Table 3: Percentage Prediction Accuracy

y =0 y=1 total
Percentage prediction accuracy %7.10 %90.08 %88.17
%32.36 %74.16 %52.71
Table 4: Hosmer-Lemeshow, Andrews Test
Coefficient Prob
Hosmer-Lemeshow 9.5214 0.3651
Andrews 9.6421 0.5819

0 Hosmer-Lemeshow Test

The Hosmer-Lemesho test can be conducted to Analysis the explanatory power of logit and probit
models. This test classifies actual and estimated observations of the dependent variable as certain cat-
egories, in each of which the estimated values are compared with actual values. The comparison re-
sults led to Hosmer-Lemesho and Andrews's statistics, both of which indicate the null hypothesis stat-
ing the quality of predicted observations and actual values of the dependent variable (the high explan-
atory power of the estimated model). The other hypothesis states the weak explanatory power of the
model. According to Chart 3, the null hypothesis was rejected at a reliance level of 95%.

4.3 Research Model Results

The results of testing the research model are as Table 5. In this logic regression model, the signifi-
cance level of likelihood (0.000000), resembling the F statistic in the linear regression model, indi-
cates the total significance of the regression model at an error level of 5%. Given McFad-
den's determination coefficient, it can be claimed than nearly 40% of changes in the dependent varia-
ble is explained by the independent and control variables of the research model. According to the
above table, the fourth hypothesis states that the evaluation model of internal controls, based on their
expected goals, features of businesses, and characteristics of auditors, can result in a more accurate
evaluation of the quality of internal controls.
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Table 5: Hypothesis Test

Variable Coefficient Std. Error z-Statistic Prob.

SIZE -0.008931 0.003864 -2.345771 0.0196

LNAGE -0.105936 0.011442 -9.235687 0.0000

GROWTH 0.700404 0.070511 9.933247 0.0000

10 -0.199934 0.042264 -4.729782 0.0000

BOARD_IND -0.010451 0.002864 -3.631354 0.0003

CON_OWN -1.150031 0.581341 -1.978334 0.0479

NODUALITY -0.019993 0.008655 -2.320764 0.0209

INVENTORY 0.901841 0.432421 2.085661 0.0370

LOSS 0.000131 4.455461 3.687064 0.0003

BANKRUPTCY 0.225118 0.021336 10.55749 0.0000

AUDIT_FEE 0.161151 0.031625 5.098264 0.0000

AUDIT_IND 6.896140 1.319335 5.226710 0.0000

AUDIT_SIZE 3.210034 1.540312 2.086641 0.0377

AUDIT_SPEC 5.921881 1.148761 5.155131 0.0000

AUDIT_TENURE 4.094461 0.945361 4.332141 0.0000

ROA -6.896421 0.829958 -8.309314 0.0000

ROE -4.094431 0.444476 -9.211612 0.0000

EPS -8.457761 0.269231 -31.40846 0.0000

EMPLOEE_EFFICENY -0.687581 0.308864 -2.225761 0.0260

FQR -0.419551 0.008562 -48.88326 0.0000

MEFQ -0.004531 0.000931 -4.760991 0.0000

RESTATEMENT -0.686061 0.309771 -2.214764 0.0268

AO -0.035641 0.015881 -2.248561 0.0251

TAXAVOID 0.393121 0.030121 13.05391 0.0000

LEGALFINE 0.422877 0.121793 3.473625 0.0018

C 5.981563 1.075964 5.559331 0.0000
McFadden R-squared 0.401521 Mean dependent var 0.871642
S.D. dependent var 0.769124 S.E. of regression 0.313698
IAkaike info criterion 1.993171 Sum squared resid 14.55781
Schwarz criterion 1.512891 Log likelihood -610.6361
Hannan-Quinn criter. 1.636910 Deviance 418.1487
Restr. deviance 601.8214 Restr. log likelihood -210.4156
LR statistic 16.23741 Avg. log likelihood -0.937160

Prob(LR statistic) 0.000000 |

Considering the fact that the significance level was lower than 0.05, the dependent variables showed
the significant relationship between the evaluation model of internal controls, based on their expected
goals, and the feature of businesses, auditors, and weaknesses of internal controls. Moreover, the es-
timation coefficient of control variables indicated the presence of a significant relationship between
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these variables and the weaknesses of internal controls. Hence, the research hypothesis was confirmed
in accordance with the results of statistics.

5 Discussion and Conclusions

In this study, a model was developed to evaluate the quality of internal controls based on business
features, auditor characteristics, and the expected goals at Firm's listed in the Tehran Stock Exchange.
Model development and estimation produced the following results:

Large businesses have abundant resources to spend on consultation and internal auditors. They also
have many processes of financial reporting and sufficient employees for separation of duties. Hence,
they have fewer important weak controls [19, 20]. Therefore, the Firm size coefficient becomes nega-
tive. A business lifetime has a very significant relationship with experience; thus, businesses with a
longer lifetime have more experiences on the implementation of internal controls [3]. As a result, the
Firm lifetime has a negative value. The rapid growth requires rapid changes. The necessary correla-
tion between all sections at the same rate is unlikely [21, 22]. Therefore, the Firm growth coefficient
has a positive value. Institutional investors, the independence of board of directors, ownership central-
ization of businesses, and probability of weak internal control will reduce as a result. The coefficients
of these variables have negative values. Businesses of poor performance may lack the capability of
temporal or monetary investment in the development of proper controls. The right internal controls
require both financial resources and time management [23]. Therefore, the weakness of internal con-
trol is positively related to three performance criteria: inventory, loss, and bankruptcy probability.
Hence, the coefficients of these variables became positive. According to the literature, auditors are
displeased with the audit fees, a fact which can discourage them to Analysis internal controls more
accurately. There are no relevant regulations and instructions persuading auditors to implement inter-
nal controls more accurately. Hence, it is essential to Analysise the characteristics of auditors for vali-
dation. The audit fee creates a powerful incentive for providing better and high-quality services, lead-
ing to the highly probable identification of businesses with weak internal [6]. Hence, the audit fee has
aiiii tiv. val A aiii trr’ ippppeeeence ca lea t iias ttatmntt an avvrreely affcct tee
audit quality. IT can finally lead to the negligence or concealment of important weaknesses in internal
controls. Therefore, the board independence coefficient has a positive value. According to the litera-
ture, the audit firm size can lead to high-quality audits. Large audit firms are unwilling to agree to the
demands of their clients for false reports in order to maintain their reputation. Therefore, the audit
firm size is a positive coefficient. The larger the audit firm size, the higher the probability of discover-
ing weaknesses. It takes time and experience to get acquainted with the structures of businesses, de-
velop sufficient internal controls, and implement them properly. Hence, if auditors work at a business
for more consecutive years and gain auditing experience on other businesses, they can industrially
have the right insight into the procedures and systems of businesses, and also prevent the occurrence
of common errors [25-27]. Hence, the coefficients of auditing specialty and audit firm tenure have
positive values.

Internal controls are implemented to achieve the expected goals. Otherwise, businesses will face only
waste of time and resources. Return on assets, return on equity, employee efficiency, and earning per
share were used as indices of performance and profitability in previous studies [3, 7, 12, 28]. Accord-
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ing to the definition of internal controls, businesses of efficient internal controls are expected to pro-
duce high profits. Thus, negative coefficients were obtained for ROA, ROE, EPS, and employee effi-
ciency. In other words, businesses of better performance and higher profitability are less likely to have
weakness in their internal controls. The efficient internal controls try to increase reliability of financial
reporting, something which is a qualitative feature of financial reporting. Hence, businesses of high-
quality internal controls are expected to have high-quality financial reports. As a result, the financial
reporting quality has a negative coefficient. The more accurate estimation of future profits can affect
the quality of information disclosure and financial reporting reliability. Therefore, businesses with
significant internal control weaknesses are characterized with lower financial reporting reliability
[29]. Thus, the financial reporting reliability has a negative coefficient. Kini and McDaniel [9] be-
lieved that financial restatement was a sign of weakness in internal controls. Hence, financial restate-
ment was regarded as another criterion for financial reporting reliability in the research model, and the
quality of profit prediction had a negative coefficient. The audit statement was regarded as a criterion
for evaluating the quality and reliability of financial reporting in many studies [26]. Therefore, the
audit statement obtained a negative value. In other words, if the audit statement improves (and be-
comes acceptable), the probability of significant weaknesses will decrease. If businesses disclose their
violation of rules and regulations in their financial reports and have a high probability of tax avoid-
ance, they are classified as businesses willing to breach laws. These two criteria are used more often
to identify businesses which are more likely to violate laws and regulations. As a result, tax avoidance
and violation of rules had positive coefficients. If their values increase, the probability of weak inter-
nal controls will increase. It is hoped that these findings can enrich the accounting literature and help
identify and improve internal control weaknesses. These findings can help investors select the right
portfolios. They can also help businesses to procure the necessary requirements to Analysis and dis-
cover weaknesses and improve the quality of internal controls.
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