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ABSTRACT

Disclosure of risk management and internal control (DRMIC) is an essential
characteristic to promote investors’ confidence in the capital market and to enable
them to make decisions. Disclosing more of risk management and internal control
would make financial information more useful as it is relevant to business operations.
In addition, the revised regulation for reporting the statement of risk management and
internal control in the annual reports proposed by Bursa Malaysia activates the idea of
this study to extend the literature on disclosure of risk management and internal
control. Thus, the main objective of this study is to examine the impact of ownership
structures and internal audit activities on disclosure of risk management and internal
control among Malaysian public listed companies. The disclosure of risk management
and internal control is measured based on a disclosure index. The kinds of ownership
structures are managerial ownership, institutional ownership, and foreign ownership.
On the other hand, internal audit activities comprise of risk-based audit plan, approval
of audit charter, quality assurance on internal audit performance and compliance to
internal audit standards. The agency theory is used to clarify the study’s framework
and to test a sample of 204 Malaysian listed non-financial companies for the financial
year end of 2010 and 2017. The results show that the risk based audit plan, the
approval internal audit chart by the audit committee and the quality assurance on
internal audit activities are highly significant and positively related with DRMIC at
one percent level of significant. While, profitability, liquidity, and leverage are found
to have negative and significant relationships with the DRMIC but the level of foreign
ownership has a positive relationship at five percent level. However managerial
ownership, institutional ownership, the compliance of internal audit activities on
international standards of internal auditing and firm size have no significant
relationship with DRMIC. The study adds value to the current empirical studies in the
DRMIC and suggests the importance of the DRMIC in the annual reports of the public
listed firms as Malaysia leads the Asian countries on the disclosure level of RMIC.
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CHAPTER ONE
INTRODUCTION

1.1 INTRODUCTION

This section introduces the sections of the first chapter which includes the background
of the study in Section 1.2, followed by problem statement, proposed research
objectives and questions in Sections 1.3, 1.4 and 1.5 respectively and the motivation
of the study in Section 1.6 and Section 1.7 for research significance. Lastly this
chapter will demonstrate the scope of the study in Section 1.8 and Section 1.9 for the

conclusion of the chapter.

1.2 BACKGROUND OF THE STUDY

The increased demand for providing higher level of disclosure is due to the
complications of business environment, operations and regulatory endorsements and
also to increase transparency and decrease information asymmetries encountered by
the stakeholders (Rodriguez & Noguera, 2014). Thus, to meet the desires of
stakeholders it is needed to deliver a valuable annual report that comprises of the
traditional financial statements and other additional units (Amran et al., 2008).
Certainly, non-financial information offers important and pertinent information to
investors. This can be seen in the annual report which is the main source of
information to stakeholders and investors that cover both financial and non-financial
information (Abrahamson & Amir, 1996; Short, 2009).

In recent years risk management and risk information have received substantial
care after the main failures of corporations in United States (US), Western Europe and

Asia corporations (latridis & Alexakis, 2012; Alnasser, 2012). Linsley and Shrives



(2006) defined risk as an inevitable element of any business enterprise. A firm is not
only exposed to financial risks but also to non-financial risks comprising risks related
to the business and variations of the environmental economic which may considerably
impact the business. Corporate risk is defined as every important event, danger, threat,
opportunity, or damage that may influence business operations.

Moreover, in early 1998 a discussion on the status of risk reporting started
when the Institute of Chartered Accountants in England and Wales (ICAEW) issued a
debate paper called “Financial Reporting of Risk — Proposals for a statement of
Business Risk”. An annual report on risk management should be provided by the
directors to simplify decision makers who are familiar in the market to take a decision
(Linsley & Shrives, 2006). However, the information in recent annual reports offers
certain disclosures on risk in a way shareholders are unfamiliar with. Thus
shareholders face a lack of understanding of how business risks can affect the
company and how to manage the risks (Linsley & Shrives, 2006).

Thus, the regulatory agencies of US, United Kingdom (UK), Germany and
Australia have started to acknowledge the importance of risk and implemented many
ways to enhance the disclosure of risk management. For instance, the Security
Exchange Commission (SEC) under no: 48 “Financial Reporting Release” requires the
information on market risk to be disclosed by registered firms in qualitative and
guantitative methods through management discussion and analysis, and notes to the
accounts sections. Similarly, in the UK the regulatory agency of operating and
financial review endorses public companies to disclose the analysis of key risks that
may affect the future of the business and it strongly encourages the presence of strong
and clear discussion of the trends. In Germany, it is also required that risk

management information be disclosed in a separate statement apart from the



consolidated financial statements. In Australia, regulatory also focuses on risk
management issues by issuing principals and recommendations such as principal 7 on
the recognition of risk management (Haron et al., 2010).

In Malaysia, Practice Note 9 under Bursa Malaysia Listing Requirement in
2001 first required that public listed companies to report the statement of internal
control. Later in 2013 Bursa Malaysia Listing Requirements also required that a
company to disclose in the statement of risk management and internal control and also
to follow the guidelines of the statement of risk management and internal control
(SRMIC).

According to Ismail and Rahman (2011) corporate governance information
about internal control and risk management system is able to assist companies to
achieve the desires of their investors by informing them the future of companies’
financial position. However, the disclosure of reported earnings will increase the
shareholders’ doubt about their reliability. This will result a demand of essential
characteristics to evaluate the security and sustained safety of their investments by
looking at the written declarations in internal control reports. Internal control
disclosure can be seen as a checking instrument that solves the agency problem in
public listed companies when shareholders see the information is trustworthy and
applicable (Ashbaugh-Skaife et al., 2007).

Therefore, these developments on risk management and internal control have
attracted the attention of the researchers to focus on the companies’ disclosure
practices specifically in the areas of social and environmental accountability, risk
management and intellectual property. In reality, amongst all these areas risk

management appears to be the least researched (Linsley & Shrives, 2006).



1.3 PROBLEM STATEMENT

In recent years, non-financial sectors have also given consideration to the importance
of reporting financial and non-financial risks. Business environment is increasingly
volatile and uncertain due to many factors. Changes in economic and environmental
regulations, more complex business structures and managing risks, increasing
dependence on financial tools, international transactions and aggravated corporate
crises are due to the current attention of non-financial sectors to report and disclose
financial and non-financial risks (Dobler, 2008).

For instance, risk reporting” gained more attention during the 2007 and 2018
financial crisis and credit crunch respectively which challenged the world. Through
these challenges companies needed to develop strategies to predict risks and create
full transparency about risks in the annual reports which is important for the existence
of any organization. Every company is to meet with the needs of its stakeholders
which mean to disclose full information on all sides of the company and to take good
decisions including risks.

Hence, scholars and regulators view risk management and internal control
information could be the key to achieve high-quality corporate reporting. Thus, the
Malaysian Code of Corporate Governance (MCCG, 2012) states that the board of
directors should establish a sound risk management framework and internal control
system to maintain market integrity and protect investors’ interests and enhance their
confidence in the Malaysian capital market.

The lack of risk information may mislead investors in their investment
decision-making process. This would subsequently lead investors to make wrong
investment decision which could end up in a huge loss or disaster to investors. Thus,

Bursa Malaysia required its public listed firms to follow the Statement on Risk



Management and Internal Control (Guidance for Directors of Public Listed firms) on
their report of the state of RMIC to their shareholders.

In addition, subsequent to multibillion-dollar fraudulent cases like Transmile
Group Berhad, Megan Media Holdings Berhad and 1Malaysia Development Bhd
(IMDB) on corporate accounting and reporting scandals, policy makers have a
substantial interest to debate the issues of corporate governance specifically internal
control which is seen as mechanism to improve financial reporting quality and
diminishes governance problems. Likewise, Baltaci and Yilmaz (2006) reported that
the aim of any IC is to improve the performance of the company’s operation by
preventing actions that consequence surplus, improper allocation, and corruption.

Moreover, shareholders require being aware of the capability of a company’s
RMIC. They need that the internal control system can assist them by assessing the
sustained safety and security of their investments in the company. Thus, RMIC is to
prevent and detect significant weaknesses of operation and give assurance on the
company’s ability to minimize risks that may harmfully affect shareholders and allow
the company to achieve its objectives because the existence of more risk management
disclosure would help them in their portfolio investment decisions (Ashbaugh-Skaife
et al., 2007).

Hence, there have not been through investigations in the opinion of the
researcher on the comparison between the levels on the disclosure of internal control
DIC (voluntary period) and disclosure of risk management and internal DRMIC
(mandatory period) which is the first objective of this study. The author believes that
not doing thorough investigations will result in lack of awareness on the practitioners’

response to the regulatory amendments like Practice Note 9 BMLR.



Similarly, the level of ownership concentration effects on the quality of risk
management and internal control disclosure due to the limits of share decentralization
by shareholders, which makes them need high quality of disclosure (Haron et al.,
2010). For instance, institutional investors, being one of the significant shareholders,
see important governance as a mechanism to monitor management’s behavior and to
align management’s interests with those of the sharecholders (Jensen, 1993). In
addition to that, the presence of the internal audit in a company is able to enhance the
RMIC quality. The internal audit is to assess IC and risk in an efficient and effective
manner. This is in the line with the role of internal audit being one of the governance
mechanisms to fulfill stakeholders’ expectations in providing assurance on internal
control and risk management processes (Uzun, 2009). It is believed that an in-depth
study of these issues in the case of Malaysia is lacking.

Hence, this study also intends to observe the impact of ownership structure and

internal audit activities on disclosures of risk management and internal control.

1.4 RESEARCH OBJECTIVES

The objectives of the study are:
1. To analyze the level of disclosure of risk management and internal control

in 2010 and 2017 annual reports of Malaysian public listed companies.

2. To examine the relationship between ownership structures, internal audit
activities and disclosure of risk management and internal control in the

annual reports of public listed companies in Malaysia.



1.5 RESEARCH QUESTIONS

Based on the above research objectives, the research questions of this study are as

follows:

RQ1: What are the level of disclosures of risk management and internal control in

2010 and 2017 annual reports of Malaysian public listed companies?

RQ2: What are the relationships between ownership structures, internal audit activities
and the disclosure of risk management and internal control among listed

companies in Malaysia?

1.6 MOTIVATION OF THE STUDY

This study is motivated by the importance of risk management and internal control to
the investors, regulates and also the firms. In addition, most studies on the disclosure
of risk management and internal control; ownership structure and internal audit
function (Meijer, 2011; Hunziker, 2013; Jiang et al., 2014; Ege, 2015; Holt, 2012)
were carried out in developed countries and only limited number of researches (Haron
et al., 2010; Adzrin et al., 2015; Ahmad et al., 2015) have been conducted in
developing countries like Malaysia. Moreover, firms often use RMIC disclosures to
reduce information asymmetry by releasing useful disclosures (Elliott & Jacobson,
1994). Liu (2006) showed that the quantity of information gained by investors through
disclosure is the amount of new material consisted in the disclosure and its reliability.
Second, the study is also motivated to check the practitioners’ response to the
regulatory amendments such as Practice Note 9 BMLR through studying the extent of

disclosure during DIC (voluntary period) and DRMIC (mandatory period) as risk



management should be additional information being disclosed. Further, study on
impact of IA and DRMIC is scant. The study will also provide empirical evidence on
how different ownership structures influence the disclosure of risk management and

internal control among listed companies in Malaysia.

1.7 SIGNIFICANCE OF THE STUDY

This study will contribute to the prior literatures about the relationship between the
disclosure of risk management and internal control with ownership structure and
internal audit features in diverse ways. Firstly, it will provide evidence on how
different ownership structures respond to implement the introduced guidelines for the
DRMIC. Secondly, it also provides additional empirical evidence on how a number of
factors (firm size, profitability, liquidity, leverage) also determine the disclosure of
risk management and internal control for Malaysian public listed companies by
applying update data (2017 annual reports). Thirdly, the findings should also provide
empirical evidences to market regulators, such as Bursa Malaysia in assessing the
current disclosure level (mandatory period) for complying the recent disclosure
guidelines on risk management and internal control and how the disclosure level was
at voluntary period. Fourth, this study underlines the importance of internal audit

activities and in enhancing the extent of disclosure on risk and control.

1.8 SCOPE OF THE STUDY

The study focuses on the annual reports of non- financial industry types of public
listed companies in Bursa Malaysia since it is mandatory for public listed companies
to comply with the requirements of MCCG and report the extent of its compliance in

its annual report. The study only covers disclosure of risk management and internal



control (under the statement of risk management and internal control), which form
part of the disclosure on corporate governance practice and exclude management

reporting on risk and control which is under management report.

1.9 ORGANISATION OF THE STUDY

The structure of the dissertation is as follows: Chapter 1: Introduction. This
preliminary chapter delivers an explanation on the matters, objectives, motivations,
scope and the significance of the study. Chapter 2: Literature Review. This chapter
presents the review of prior literature on the impact of ownership structure and
internal audit quality on disclosure of risk management and internal control. After the
literature review process, this chapter will show some of the gaps that are still not
covered by past studies. Chapter 3: The Theory and Hypothesis Development.

This chapter discusses the Agency Theory as it relates on corporate governance
mechanisms. The presentation of theoretical framework is followed by how the
hypotheses are developed. This chapter | also discusses the predictable relations of the
independent and control variables on disclosure of risk management and internal
control. Chapter 4: Research Methodology. This chapter includes the research
design, mainly the sample selection and data collection methods, measurement of the
variables and data analysis method to test the developed hypotheses. Chapter 5:
Result analysis and Discussions. In this chapter, the findings of the study will be
analyzed and interpreted and will be compared with findings from prior studies.
Chapter 6: Conclusion and Limitations.

This chapter will conclude the findings from this study including the limitations and

suggestions for future research.



1.10 CONCLUSION

This chapter has addressed and discussed the definitions and concepts of risk
management and internal control in the background of the study through numerous
sources. In addition, the statement of the problem was discussed by addressing the
consequences on disclosure of risk management and internal control. This followed by
research objectives, questions, motivation and significant of the study by highlighting
the contribution of the study to the stakeholders. Finally, the scope of the study was
mentioned. The following chapter will discuss the literature review and the gap of the

study.
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