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Abstract

Abstract

In this thesis, the constituents, antecedents and outcomes of effective communication
between internal audit and its key stakeholders, the board of directors and senior man-
agement, were analyzed for organizations based in Switzerland. As the Third Line of
Defense for effective risk management and internal control, internal audit ideally has a
dual reporting relationship in terms of a functional reporting line to the board and an
additional administrative reporting line to senior management. This unique organiza-
tional position, in addition to its mandate to add value to the organization, endows in-
ternal audit with the possibility to reduce information asymmetries for the board and to
improve the decision-making capability of its key stakeholders through effective upward
communication. In turn, also internal audit relies on effective downward communication
from its key stakeholders to align its work with the strategic and control-related needs
of the organization. Consequently, effective communication between internal audit and
the board and senior management should be designed as a continuous and feedback-
oriented process that is characterized by vertical information flowing bottom-up from
internal audit as well as top-down from the board and senior management. To empiri-
cally investigate the research phenomenon, a mixed methods strategy was applied in
which the data obtained through an online survey from 113 internal auditors were eval-
uated using hierarchical multiple regression analysis, path analysis as well as qualitative
content analysis. The empirical results confirmed that the communication quality crite-
ria defined by the professional body for internal audit were regarded as the main con-
stituents of effective communication. It could likewise be shown that with respect to the
antecedents, the perceived behavioral control of internal auditors regarding the commu-
nication process was the most significant predictor for effective communication with the
board, whereas an organizational culture that supported the mandate of internal audit
was pivotal for effective communication with senior management. Another central an-
tecedent, which was identified during the qualitative analysis, was mutual trust. With
regard to the outcomes, effective downward communication was found to have a posi-
tive influence on the value added by internal audit. Further relevant outcomes included,
amongst others, a better working relationship between internal audit and its internal

stakeholders and more effective risk management.



Zusammenfassung

Zusammenfassung

In der vorliegenden Arbeit wurden die Bestimmungsfaktoren, Voraussetzungen und
Folgen wirksamer Kommunikation zwischen dem Internen Audit und seinen zentralen
internen Anspruchsgruppen, dem Verwaltungsrat und der Geschéftsleitung, in Schwei-
zer Organisationen untersucht. Im Idealfall besitzt das Interne Audit als sogenannte
dritte Verteidigungslinie eine doppelte Berichterstattung mit einer funktionalen Bericht-
erstattungslinie an den Verwaltungsrat und einer zusétzlichen administrativen Bericht-
erstattungslinie an die Geschiftsleitung. Diese besondere organisationale Stellung ver-
bunden mit der Mission, den Wert der Organisation zu schiitzen und zu erhéhen, gibt
dem Internen Audit die Moglichkeit, etwaige Informationsasymmetrien abzubauen und
seinen internen Anspruchsgruppen durch wirksame Kommunikation zu einer verbesser-
ten Entscheidungsfindung zu verhelfen. Dariiber hinaus ist auch das Interne Audit auf
eine wirksame Kommunikation seitens des Verwaltungsrats und der Geschiftsleitung
angewiesen, um sein Mandat erfiillen zu konnen. Aus diesem Grund soll die Kommu-
nikation zwischen dem Internen Audit und seinen internen Anspruchsgruppen als kon-
tinuierlicher und feedbackorientierter Prozess gestaltet sein. Fiir die empirische Unter-
suchung wurde ein Mixed-Methods-Ansatz angewendet, bei dem die durch eine On-
lineumfrage gewonnenen Daten von 113 teilnehmenden Internen Auditoren mittels ei-
ner Regressionsanalyse, einer komplementéiren Pfadanalyse sowie einer qualitativen In-
haltsanalyse ausgewertet wurden. Die vom Berufsverband des Internen Audits festge-
legten Qualitdtskriterien wurden durch die empirischen Ergebnisse als Bestimmungs-
faktoren wirksamer Kommunikation bekriftigt. Weiterhin wurde die wahrgenommene
Verhaltenskontrolle der Internen Auditoren als Voraussetzung fiir wirksame Kommuni-
kation mit dem Verwaltungsrat bestdtigt, wihrend fiir wirksame Kommunikation mit
der Geschiftsleitung eine das Interne Audit unterstiitzende Unternehmenskultur am
meisten ausschlaggebend war. Eine weitere Voraussetzung, welche im Rahmen der qua-
litativen Analyse identifiziert wurde, war das Vertrauensverhéltnis zwischen dem Inter-
nen Audit und seinen internen Anspruchsgruppen. Als Folgen wirksamer Kommunika-
tion konnten unter anderem ein hoherer Mehrwert des Internen Audits, eine verbesserte
Arbeitsbeziehung zwischen dem Internen Audit und seinen internen Anspruchsgruppen

sowie ein effektiveres Risikomanagement hervorgehoben werden.
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Chapter 1: Introduction

1 Introduction

“Human communication has always been central to organizational action.”
(Yates & Orlikowski, 1992, p. 299)

The importance of effective communication between internal audit and the board and
senior management as its key stakeholders has been strongly suggested by researchers
and by the internal audit professional body, the Institute of Internal Auditors (I1A), for
several years. Against this background, this thesis investigated the communication be-
tween internal audit and the board and senior management within the context of organ-
izational value creation and effective governance. To familiarize the reader with the
topic as well as with the methodology and structure of the thesis, this chapter serves to
clarify key terms, outline the research phenomenon and its practical relevance, elicit the
current state of knowledge, derive three specific research questions, illustrate the meth-

odological approach and finally convey the thesis’ outline and scope.

1.1 Central concepts and definitions

In the following, the terms communication, effectiveness, internal audit, key stakehold-
ers and organization are explained because they represent the key concepts of this thesis
and are useful to understand because they reoccur many times throughout the entire

thesis.
1.1.1 Communication

The first term that is clarified is communication, which stems from the Latin word com-
municare and has several meanings, amongst which are “to share”, “to join”, “to link”,
“to connect” and “to make common”. Based on this etymological origin, communication
might refer to anything that brings something or someone together or that shares some-
thing with others. Today, the term communication is normally used to describe the trans-

fer of information through words or other means (e.g. through body language).

The Committee of the Sponsoring Organizations of the Treadway Commission (COSO)
(2013) defined communication accordingly as “the continual, iterative process of

providing, sharing and obtaining necessary information” and as “the means by which
1
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information is disseminated throughout the organization, flowing up, down, and across
the entity” (Executive Summary, p. 5). In this COSO definition, it already becomes ap-
parent that communication in the organizational context affects all hierarchies and can

assume different directions.

Since communication is indispensable in organizations, previous researchers tried to
evaluate the mechanisms behind communication and focused on how it can create value
for the sender and the receiver of the information. For example, Welch and Jackson
(2007) asserted that “effective internal communication is crucial for successful organi-
zations as it affects the ability of strategic managers to engage employees and achieve
objectives” (p. 177). Communication was further found to be an essential part of enter-
prise risk management because risk management necessitates a “continual process of
obtaining and sharing necessary information, from both internal and external sources,
which flows up, down, and across the organization” (COSO, 2017, Executive Summary,
p. 6). Also in terms of internal control, communication “is necessary for the entity to
carry out internal control responsibilities to support the achievement of objectives”
(COSO0, 2013, p. 5).

1.1.2 Effectiveness

A second relevant term is effectiveness. Effectiveness stems from the Latin adjective
effectivus, which means “accomplished” or from the verb efficere, which signifies “to
produce” or “to achieve”. With regard to internal audit effectiveness, Mihret and
Yismaw (2007) emphasized that it is “the extent to which an internal audit office meets
its raison d'étre” and that “internal audit is effective it if meets the intended outcome it
is supposed to bring about” (p. 471; Mihret et al., 2010). Dittenhofer (2001a) defined
effectiveness in general as “the achievement of goals and objectives using the factor
measures provided for determining such achievement” (p. 445) while Quinn and
Rohrbaugh (1983) stated that organizational effectiveness “must contend with the ques-
tion of organizational means and ends” (p. 370). For this thesis, organizational effec-
tiveness was hence understood as the extent to which predetermined objectives are reli-

ably achieved.
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1.1.3 Internal audit

Since this thesis assumed the perspective of internal auditors, it is paramount to under-
stand what “internal audit” or “internal auditing” means. The official Definition of In-
ternal Auditing by the 11A (2017), which is in effect unchanged since 1999, reads:

“Internal auditing is an independent, objective assurance and consulting activity de-
signed to add value and improve an organization's operations. It helps an organization
accomplish its objectives by bringing a systematic, disciplined approach to evaluate and
improve the effectiveness of risk management, control, and governance processes.”

The core characteristics of internal auditing are consequently independence, objectivity,
assurance services, consulting services, to add value, improve an organization’s oper-
ations, to help accomplish objectives, systematic and disciplined approach as well as
the evaluation and improvement of the effectiveness of risk management, control, and
governance processes. Since internal audit may not always be established as an inde-
pendent function, the IIA acknowledges that internal audit can also be an “internal audit
activity” in terms of a “department, division, team of consultants, or other practi-
tioner(s)” as long as it otherwise fulfills the requirements of the Definition of Internal
Auditing (IIA, 2017). To be concise and to consider both internal audit functions and

activities equally, the general expression “internal audit” was used whenever possible.

1.1.4 Key stakeholders

In line with Kyburz (2016), the board and senior management are referred to as the key
stakeholders of internal audit. Although there are even more internal stakeholders than
the board and senior management such as operational management or the functions and
activities of the Second Line of Defense, the board and senior management can be con-
sidered as the most important internal stakeholders due to their dual reporting relation-

ship with internal audit.
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1.1.5 Organization

In this thesis, it is frequently referred to organizations instead of companies or firms
because the former is the broader term and includes the two latter terms. Oxford Dic-
tionary’ thereby defines an organization as “an organized group of people with a partic-
ular purpose”, whereas a company is simply a commercial business and a firm is defined
as “a business concern, especially one involving a partnership of two or more people”.
Consequently, the term organization applies also to the public sector, which was like-

wise included in the empirical analysis.

1.2 Research phenomenon

What does effective communication between internal audit and the board and senior
management mean from the perspective of internal audit practitioners? What are the
factors that promote effective communication? How can effective communication be-
tween internal audit and its key stakeholders, the board and senior management, con-

tribute to effective governance?

In order to address these questions and to understand the significance of effective com-
munication between internal audit and its key stakeholders, one must first comprehend
why and how exactly internal audit is associated with corporate governance and how
effective internal communication can be an indispensable tool for internal audit, the

board and senior management to add value to the organization.

The IIA suggested that internal audit adds value to the organization and hence implicitly
also to effective corporate governance. Besides the Definition of Internal Auditing, the
Mission of internal audit, which is also part of the mandatory elements of the Interna-
tional Professional Practices Framework (IPPF), postulates that internal audit must “en-
hance and protect organizational value by providing risk-based and objective assurance,
advice, and insight” (ITA, 2017). Following this, internal audit can be regarded as a value
adding function or activity that should be evaluated by the benefit that it is able to con-

tribute to the organization.

' www.oxforddictionaries.com
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Supporting the understanding of Ruud (2003), Coram et al. (2008) put forward that a
“crucial part of an entity’s corporate governance is its internal audit function” (p. 543).
Likewise, Christopher et al. (2009) determined that internal audit “has been promoted
as the cornerstone upon which effective corporate governance is built” (p. 201) while
Arena and Azzone (2009) stated that internal audit “has recently gained high attention
due to its links with the internal control-risk management system” (p. 54). Sarens (2009)
even put forth a bold rhetorical question, asking: “When can we talk about an effective
IAF?? In theory, the answer should be: When IAF quality has a positive impact on the

quality of corporate governance” (p. 1).

Despite these acknowledgements, which were recently once again underpinned by Eu-
lerich and van Uum (2017), the actual value added of internal audit is not sufficiently
determined yet. In fact, the exact contribution of internal audit has remained so unclear
that the matter has led to ongoing discussions between the IIA and academics that wid-
ened the “rhetoric gap” between what standard setters and stakeholders expect and what
internal audit is actually able to achieve (Spira & Page, 2003). Lenz and Sarens (2012)
noted accordingly that there is still a “lack of congruence in understanding among stake-
holders concerning what makes IA* a value-added activity” (Lenz & Sarens, 2012, p
535; Flesher & Zanzig, 2000). It was also highlighted that “the usefulness of internal
auditing has yet to be demonstrated, since we do not know what role the IAF actually
performs” (Roussy, 2013, p. 551; Archambeault et al., 2008). This lack of clarity pre-
sents a risk to the profession in so far that internal audit may become marginalized in

the corporate governance debate altogether.

Meanwhile, effective communication has generally been substantiated as an important
lever for internal audit and governance effectiveness. Not only did the COSO Internal
Control — Integrated Framework (2013) convey that information and communication is
an integral internal control component throughout the entire organization but also many
researchers linked effective communication with beneficial organizational outcomes.
For example, Lenz and Hahn (2015) asserted that because “internal auditors typically

impact organizations through others, communication and influencing skills are instru-

2 Note by the author: IAF is short for internal audit function.
3 Note by the author: IA is short for internal audit.
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mental” (p. 17). Besides, the role of internal audit for effective communication was as-
sociated with ensuring the integrity of information flows by “monitoring all internal
systems which generate information — internal control, risk identification and assess-
ment, management and communication processes, and the provision of timely advice to
management and the board” (Leung et al. 2003, p. 7). Consequently, effective commu-
nication represents a central means through which internal audit can add value to the
organization and contribute to effective governance. Effective internal communication
between internal audit and the board and senior management is especially relevant in
larger organizations with many hierarchical levels because they are more prone to infor-
mation asymmetries and their systems of direction and control are more difficult to align
(Fama & Jensen, 1983; Jensen & Meckling, 1976).

Specifically, downward communication that is initiated by the board and senior man-
agement helps the risk management and internal control functions and activities to stay
informed about the organizational strategy and to focus their work on the processes and
risks that are critically associated with the achievement of the organization’s objectives.
Conversely, upward communication that is initiated by internal audit might assist the
board and senior management in terms of being adequately informed about the effec-
tiveness of the risk management and internal control systems. Without this kind of ver-
tical exchange, the board might be informationally far removed from the operational
tasks and be unaware about hierarchically dispersed, yet crucial information (Willem &
Buelens, 2009; Bogenrieder & Nooteboom, 2004; Jensen & Meckling, 1992). In fact,
effective upward communication from internal audit might be even more important for
the board than for senior management because, according to the Three Lines of Defense
model, senior management tends to have more direct risk- and control-related infor-

mation sources.

Due to its organizational embedding with a direct reporting line to the board, internal
audit assumes a special role for reporting risk and control-related information in an ef-
fective manner. IIA Standard 2110 — Governance affirms this by illustrating that internal
audit “must assess and make appropriate recommendations to improve the organiza-
tion’s governance processes for (...) communicating risk and control information to ap-
propriate areas of the organization” and for “coordinating the activities of, and com-
municating information among, the board, external and internal auditors, other assur-

ance providers, and management” (I1A, 2017).
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In the light of these considerations, the research phenomenon can be summarized as
dealing with how internal audit, given its special mandate and organizational embed-
ding, may use effective communication with its key stakeholders in the most value gen-

erating manner for the organization.

1.3 Practical relevance

Underscoring the practical relevance of the research phenomenon, many recent practi-
tioner studies assessed either the role of internal audit for effective governance or the
importance of effective communication. According to the latest CBOK study from 2015,
internal audit’s contribution to assuring the effectiveness of the internal control and risk
management systems were the areas in which 2,641 Chief Audit Executives (CAEs)
identified the greatest value added of internal audit in their organizations. Then, assur-
ance was regarded as even more value adding than advising and informing management

or the audit committee (Seago, 2015).

Figure 1: Value added of internal audit tasks*

Assuring the adequacy and effectiveness of
internal control

Recommending business improvement [N 55%
Assuring the organization's risk management I 53
0

Processes

— 86%0

Assuring regulatory compliance [N 50%
Informing and advising management [N 40%

Identifying emerging risks [N 37%

Assuring the organization's governance I 37
processes 0

Investigating or deterring fraud [N 299

Informing and advising the audit committec [N 28%,

0% 50% 100%

* Adapted from Seago (2015).
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However, the latest Enquete from 2017 pointed towards the increasing relevance of sup-
porting the board, respectively the audit committee, senior management and corporate
governance. The Enquete is an encompassing survey about the practice of internal au-
diting that is conducted regularly on behalf of the German, Austrian and Swiss national
representations of the IIA. The study comprised the evaluations and opinions of 415
CAEs, including 276 respondents from Germany, 79 respondents from Austria and fi-
nally 60 respondents from Switzerland. Amongst other aspects, the results emphasized
the importance of internal audit for contributing to effective corporate governance,
showing that this task gained in significance by an astounding 11.7 % compared to 2014.
Similarly, supporting senior management, the board and the audit committee subjec-
tively became even more central responsibilities for internal auditors. Although provid-
ing assurance of the risk management and internal control systems remained relevant,
the internal audit tasks concerning corporate governance witnessed the most considera-
ble positive change. A translated summary of the survey results is presented in the fol-

lowing.
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Table 1: Importance of internal audit tasks®

Importance  Importance A
in 2017 in 2014
Measured on a scale of 1 In %
“does not apply” to 5 “does
apply”

Supporting senior management 4.47 4.39 1.8
Supporting the board or the audit committee 3.44 2.79 233
Supporting corporate governance 3.82 3.42 11.7
Assurance concerning the effectiveness of the in- 4.34 4.50 -3.6
ternal control system
Assurance concerning external compliance 4.23 4.22 0.2
Assurance concerning internal compliance 4.46 4.46 0.0
Assurance concerning the effectiveness of risk 3.80 3.86 -1.7
management
Assurance concerning the effectiveness of 3.71 3.46 7.2
compliance management systems
Assurance concerning profitability and efficiency 3.83 3.74 2.4
of operations
Fraud prevention/fraud detection 3.76 3.54 6.2
Safeguarding of assets 3.75 3.75 0.0
Improvement of profitability and efficiency of 3.75 3.74 0.3
operations
Preparation of high-potentials for expert and 2.27 2.07 9.7

leadership positions

The fact that the Enquete (2017) portrayed the support of the board and senior manage-
ment as a significant internal audit task suggests the necessity of nourishing close and
trustful working relationships in which internal audit is ideally seen as a Trusted Advisor

by the board and senior management.

Addressing the Trusted Advisor debate, PricewaterhouseCoopers (PwC) conducted their
yearly comprehensive State of the Internal Audit Profession Study in 2017 that included
the responses of 1,892 executives, of which 58 % were leaders in internal audit and the
remaining 42 % either were members of the board or formally belonged to senior man-
agement. PwC uncovered that while in 2015, 55 % of the respondents stated that they
desired internal audit to be a Trusted Advisor, only a mere 9 % considered internal audit
to have actually achieved this status by 2017. In addition, in stark contrast to the study

of the previous year in which 54 % of the respondents considered that they received

3 Adapted from Eulerich (2017).
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significant value from internal audit, only 44 % agreed to the same statement in the 2017
survey. PwC also found that “half of the stakeholders who already receive significant
value from internal audit indicate that they still expect more value than they are currently
receiving”, prompting the authors to conclude high “pressure to do more with less”
(2017, p. 3). They also noted a distinct “value gap” between what is expected and what
internal audit can deliver. According to the authors, these assessments were at “the low-

est level in the five years” since PwC began to track these indicators (2017, p. 3).

Besides, also the relevance of effective communication was addressed in several recent
practitioner studies for the internal audit profession. In 2018, the IIA published its an-
nual North American Pulse of Internal Audit Study, comprising the opinions of 552
CAEs as well as 84 members of senior management. Amongst other aspects, the re-
spondents were asked in which innovation-related tasks their internal audit engaged.
Forty percent agreed fully that they were actively seeking new ways to communicate
engagement results, another 48 % agreed somewhat. The same study pointed out that a
university degree in communication was on the fifth rank in terms of desirable educa-
tional backgrounds for internal auditors, only after a degree in accounting and finance,

an IT-related degree, a business degree and a technical degree.

The Seeking Value through Internal Audit Study (KPMG, 2016), for which over 400
Chief Financial Officers (CFOs) and Audit Committee Chairs were surveyed with re-
gard to the subjective value of their internal audit, conveyed similar implications. The
participants of this study identified a greater need for communication skills (67 %) than
a need for technology skills (62 %), critical thinking and judgment skills (52 %), under-
standing of global markets (48 %) or understanding and command of data analytics (39
%). Finally, the latest Common Body of Knowledge (CBOK)-Study of the ITA (2015)
impressively demonstrated that 52% of the 3,304 participating CAEs considered com-
munication skills as highly desirable when recruiting and training internal auditors,
whereby only analytical/critical thinking skills were mentioned slightly more often,

namely by 62 % of the respondents.

The selected practitioner studies thus convincingly demonstrated that the role, respec-
tively the value added of internal audit, and the topic of effective communication are

currently affecting the profession and worthwhile to investigate in an empirical study.

10
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1.4 Research gap

With regard to corporate governance research, Shleifer and Vishny (1997) pointed to an
“enormous practical importance” (p. 737), which is logical considering that governance
research normally mirrors the themes that occur in organizational practice (Daily et al.
2003, p. 375). The variety and the diversity of these practical themes led to the emer-
gence of many research substreams that focus on the role of shareholders, the board of
directors, executive compensation, international governance including cross-country
comparisons and cross-border investments by foreign investors, and the economic as-

pects of corporate governance (Bebchuk & Weisbach, 2010).

Also the role of internal audit for effective governance became a focal point of research-
ers’ interest over the past years, due to having a “unique position within the organiza-
tion” and being “an integral component of the corporate governance mosaic” (Soh &
Martinov-Bennie, 2011, p. 605; Ruud, 2003). It was argued that internal audit can assist
the board in alleviating information asymmetries that may otherwise “limit the effec-
tiveness of board members in the typical large corporation” or adversely impact “the
ability of even highly talented board members to contribute effectively to the monitoring
and evaluation of the CEO® and the company’s strategy” (Jensen, 1993, p. 864). In ad-
dition, internal audit may support senior management due to providing useful risk-based
feedback early on (Sherer & Kent, 1983, p. 103).

Previous research concerning communication in organizations already concentrated on
what makes this kind of communication effective or which outcomes are associated with
good internal communication. Burke and Wilcox (1969) stated in general that commu-
nication “is essential to the functioning of an organization” and for this reason “one of
the most important processes of management” (p. 326). Besides, Roberts and O’Reilly
(1974a) supported the conceptual link between effective communication and higher-or-
der organizational outcomes, clarifying “the obvious need to relate communication
measures to performance criteria” (p. 326). Furthermore, it was previously touched
upon that organizations are “dispersed knowledge systems” and that the knowledge must
be assimilated, for example through effective communication, in order to be used effec-
tively by the relevant decision-makers (Willem & Buelens, 2009, p. 153; Dessein, 2002;

® CEO is short for Chief Executive Officer.
11
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Tsoukas, 1996). Dittenhofer (2001b) appropriately concluded that without effective up-

ward communication, the work of internal audit “is of little value” (p. 461).

Despite these viewpoints, there is still a great “need for research on the implementation
of using the IAF as a corporate governance resource by other (...) governance parties”
(Gramling et al. 2004, p. 237; Carcello et al., 2011; Sarens, 2009). In addition, there
appears to be an existential lack of research regarding the phenomenon of effective com-
munication and its implications for effective governance. Concurring with this, Kyburz
(2016) suggested that future internal audit research might “focus in-depth on the content,
frequency, and type of communication, with the incorporation of behavioral aspects” (p.
237).

1.5 Research objective

Following the argumentation of the previous sections, this thesis investigated the re-
search phenomenon of effective internal communication between internal audit and the
board and senior management and its implications for effective governance. The re-
search objective was to study the factors that constitute, antecede and result from this
kind of effective communication. The research objective was further broken down into

three distinct research questions (RQ), which are presented below:

RQ1: Which constituents does effective communication between internal audit and
the board and senior management have?

RQ2: Which antecedents does effective communication between internal audit and
the board and senior management have?

RQ3: Which outcomes does effective communication have for internal audit, the
board and senior management and for corporate governance?

The first research question is rather exploratory in nature while the second and third
research questions are both exploratory and confirmatory. Due to their confirmatory el-
ement and the fact that there are sufficiently mature management theories to substantiate
empirically testable hypotheses, the second and third research questions were analyzed
quantitatively as well as qualitatively, whereas the first research question was analyzed
in a qualitative fashion only. A short overview of the methodological approach is pro-

vided in the following section.

12
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1.6 Research methodology

The research methodology has to be embedded in the scientific worldview, whereby the
researcher can adopt either the natural science view or the human science view. The
natural science view postulates that science needs to be exact, to measure observations
precisely and to use well-established theories to predict certain results. Researchers op-
erating under the natural science model therefore prefer clear rules for deriving hypoth-
eses from general theories and for empirical testing with standardized measurement in-
struments. The human science view, by contrast, assumes that knowledge cannot be pre-
cise due to the complexities of human interaction. Researchers that operate under the
human science model attempt to understand a phenomenon holistically but at the cost
of more imprecise measurement. (Cartwright & Montuschi, 2014; Risjord, 2014; Ben-
ton, 2001) Since the field of internal audit research is characterized by an intermediate
maturity of existing theory, Edmondson and McManus (2007) suggested combining the
natural and the human science view into a hybrid research approach, which includes
confirmatory and exploratory, deductive and inductive, quantitative and qualitative ele-

ments simultaneously.

Confirmatory research is based on existing theory and narrows it down to hypotheses,
whereas exploratory research begins with the specific dataset and subsequently draws
generalized implications or even develops new theory. Confirmatory research starts
with the general and proceeds to the specific while using rigorous quantitative methods
in line with the natural science model. The rationale is reversed for exploratory re-
search, which tends to work more with qualitative data in accordance with the human
science view. By combining the two research approaches, their advantages and disad-
vantages can be leveraged, resulting in a more holistic, both positivist and interpretive
analysis of the research phenomenon. Such a “combination of methodologies in the
study of the same phenomenon” further contributes to validate and extend the interpre-
tation of the results (Denzin, 1978, p. 291). The paradigm emphasis in the present study

was placed on the quantitative analysis, complemented through qualitative insights.

The data were collected in June 2018 through a cross-sectional online survey. The sur-
vey questionnaire was sent out to 421 internal auditors whose organizations are based
in Switzerland, of which 122 addressees replied. The empirical analysis was conducted

with a final sample of 113 respondents after adjustments. For the quantitative analysis,
13
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the hypotheses that were theoretically derived in the fifth chapter were tested through
applying hierarchical multiple regression analysis and a complementary path analysis.
In addition, the qualitative data were evaluated through content analysis and open, axial

and selective coding.

1.7 Scope and structure

The scope of the thesis was limited to the analysis of the research phenomenon in Swiss
organizations in order to obtain homogenous responses from internal auditors facing
similar governance contexts and comparable regulatory requirements. Since not all in-
ternal auditors are able to assess the communication with the board and senior manage-
ment, only current or former CAEs, their deputies or otherwise leading internal auditors
were surveyed and the perspectives of the board and senior management were intention-

ally excluded from the analysis.

Besides an introduction in chapter 1 and a conclusion in chapter 9, the thesis is structured
into a theoretical part and an empirical part, whereby each of the two parts consists of
several chapters. The theoretical part, from chapter 2 to chapter 4, comprises the theo-
retical foundations as well as relevant information concerning the corporate governance
context in Switzerland and internal communication. Based on the theoretical part, the
subsequent empirical part from chapter 5 to chapter 8 presents the hypotheses for the
quantitative analysis, describes the research methodology in detail and conveys the em-
pirical results before for the implications are discussed and the thesis is concluded. Since
the theoretical part provides the foundation for the empirical part, the aspects that are
emphasized in the theoretical part are equally reflected in the empirical analysis and in

the presentation of the results so that both parts complement and mirror each other.

14
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1.8 Chapter summary

This chapter served to clarify the important terminology, to describe the research phe-
nomenon and to emphasize the current state of knowledge based on which the research
objective and research questions could be derived. It also briefly explained the research
methodology and illustrated the scope and general outline of the thesis. To recapitulate,
the research phenomenon of this thesis was effective communication between internal
audit and the board and senior management while the research objective, which is more
specific, was to analyze the constituents, antecedents and outcomes of effective com-
munication. The methodological approach was a mixed methods strategy that uses meth-
odological triangulation, whereby the respective strengths and weaknesses of each meth-
odology are leveraged upon and mitigated. The thesis only concentrated on the scope
outlined in the previous section and consisted of nine chapters — an introduction in chap-
ter 1, the theoretical part from chapters 2 to 4, the empirical part from chapters 5 to 8

and the conclusion in chapter 9.
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2 Theoretical foundations

This chapter focuses on presenting the theoretical foundations that are later used to de-
rive empirically testable hypotheses. Before illustrating the four selected theoretical per-
spectives that help to explain the research phenomenon, the rationale is presented in
terms of why different management theories can provide complementary explanations
for the same phenomenon since already Scott (1961) argued that modern management

theory needs to “allow for the incorporation of relevant contributions of many fields”
(p. 26).

More recently, Eisenhardt (1989), Filatotchev & Boyd (2009) and Carcello et al. (2011),
amongst others, strongly supported the use and synthesis of multiple management theo-
ries to analyze complex research phenomena. Eisenhardt (1989) recognized, using the
example of agency theory, that any theory can only represent a “partial view of the
world” that would — left by itself — ignore “a good bit of the complexity of organizations™
(p. 71). Filatotchev and Boyd (2009) generally supported the “holistic approach” (p.
258) towards governance research and Carcello et al. (2011) postulated that researchers
needed to consider the full diversity of theories through “leveraging theories from psy-
chology or sociology” (p. 4) because different theories may convey alternate but equally
valid perspectives on why firms exist, what makes them succeed and how their members

behave.

In a way, each management theory represents a distinct lens of the theory of the firm.
Grant (1996) clarified in this regard that “theories of the firm are conceptualizations and
models of business enterprises which explain and predict their structure and behaviors”,
adding “although economists use the term “theory of the firm” in its singular form, there
is no single, multipurpose theory of the firm” (p. 109). It was further elicited that any
variant of the theory of the firm relies on certain assumptions concerning “the logical
development of propositions concerning the structure, behavior, performance and, in-
deed, the very existence of firms” (Grant, 1996, p. 110). A widely regarded theory of
the firm is the transaction cost theory by Coase (1937) that argues that firms exist when
the transaction costs for conducting business are lower in authority-based, bureaucratic

organizations than in the free market. Another example is the behavioral theory of the
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firm by Cyert et al. (1959) and Cyert and March (1963) who asserted that human behav-
1or is the main factor behind what organizations produce, how they price their products

or how they allocate resources.

To provide an adequate and holistic theoretical framework for the research phenomenon
under investigation, systems theory, principal agency theory, the knowledge-based view
of the firm and the theory of planned behavior were considered the most relevant for the
development of the hypotheses. The selected theories help to maintain a holistic per-
spective on the organization and simultaneously take into account the specific motives
of individual employees. These four theories are therefore presented in more detail in

the subsequent sections.

2.1 Systems theory

The first relevant theory is systems theory that relies on the understanding that organi-
zations are complex systems of interrelated functions and activities standing in a con-
tinuous and dynamic exchange with each other (Drazin & Van de Ven, 1985; Boulding,
1956). The organization can thereby be considered as the superordinate system, whose
subsystems are the organization’s functions and activities, whose elements are in turn
the individual employees (e.g. Katz & Kahn, 1978; Adams, 1976; Huse & Bowditch,
1973; Von Bertalanfty, 1968; March & Simon, 1958).

According to Scott (1961), systems theory looks at how individuals move into and out
of the organizational system, how they interact with the internal environment, how they
interact with each other in the system and how the system grows and remains stable (p.
20). It was further pointed out that the study of internal communication relies strongly
on systems theory because communication “is viewed as the method by which action is
evoked from the parts of the system”, serving as a “control and coordination mecha-

nism” that helps the organization achieve its objectives (Scott, 1961, p. 18).

The central concepts that underlie systems theory include wholeness, hierarchy, open-
ness and feedback (Papa et al., 2008).

18



Chapter 2: Theoretical foundations

Table 2: Concepts of systems theory

Concept Description

Wholeness  Implies that “the effect of the elements working in relationship to one
another differs from the effect of their isolated, individual actions taken
collectively” (Papa et al., 2008, p. 105).

Hierarchy Refers to the ascending hierarchical order between the elements, the
subsystems and the system as a whole.

Openness Is characterized by the exchange of the organizational system with its
external environment through permeable boundaries.

Feedback Describes in how far “information concerning the outputs or the pro-

cess of the system is fed back as an input into the system, perhaps lead-
ing to changes in the transformation process and/or future outputs”
(Kast & Rosenzweig, 1972, p. 450). Therefore, feedback likewise sug-
gests a high degree of interdependence of the system’s elements.’

All four concepts could be applied to the research phenomenon although wholeness,
hierarchy and feedback are more important than openness because this thesis only fo-

cuses on the internal rather than the external communication processes.

Conceptually, systems theory is closely related to contingency theory, which considers
the multivariate nature of organizations and aims at understanding “the interrelation-
ships within and among subsystems as well as between the organization and its environ-
ment and to define patterns of relationships or configurations of variables” (Kast &
Rosenzweig, 1972, p. 460). Against the background of the research phenomenon, sys-
tems theory and contingency theory help to understand if and how effective communi-
cation promotes the performance of internal audit, the board and senior management
and in which configuration this increased performance consequently might lead to
higher governance effectiveness. Two alternative possibilities that are in line with sys-
tems theory are that internal audit, the board and senior management act either as sub-
stitutes or as complementary functions/activities to assure the effectiveness of govern-
ance, risk management and internal control processes in the organization (Misangyi &
Acharya, 2014; Aguilera et al., 2008; Rediker & Seth, 1995).

7 Also refer to section 4.5.1.3.
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2.2 Principal agency theory

Principal agency theory, or simply agency theory, is one of the most popular perspec-
tives in corporate governance research because in organizations where effective con-
tracts are necessary and sometimes extremely difficult to implement, agency relation-

ships are “omnipresent” (Shapiro, 2005, p. 282).

The main premise of principal agency theory is that the separation of ownership and
management necessitates an effective system of internal control to compensate for the
lack of direct control through the owners. When managers are not adequately controlled,
the theory presumes, they might use asymmetric information to engage in self-serving
behaviors. This may eventually harm the organization and lead to welfare losses at the
expense of the shareholders. (Donaldson, 1990, p. 369; Perrow, 1986; Fama & Jensen,
1983; Jensen & Meckling, 1976; Berle & Means, 1932)

Internal control however creates agency costs that are incurred as long as the welfare
losses due to management misconduct are higher than the costs for internal control
(Grossman & Hart, 1983; Jensen & Meckling, 1976, p. 72). Internal audit is one such
agency cost. Adams (1994) agreed accordingly that “internal auditing, in common with
other intervention mechanisms like financial reporting and external audit, helps to main-

tain cost-efficient contracting between owners and managers” (p. 10).

In complete contrast to principle agency theory, stewardship theory assumes that man-
agement behaves in a collectivist, pro-organizational and trustworthy manner (Davis et
al., 1997; Donaldson & Davis, 1991). Instead of employing control mechanisms to pre-
vent opportunistic behavior, stewardship theory suggests that organizational structures
should enable agents to act without repeated authorization of the principal (Donaldson,
1990, p. 377).

Whether or not the premises of principal agency theory or stewardship theory apply in
practice might affect the communication process between internal audit and the board
and senior management. If senior management acts in line with stewardship theory, the

board might not be confronted with severe information asymmetries and therefore not
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be very reliant on internal audit. If senior managements however behaves in a self-in-
terested manner instead, the performance of internal audit and the effectiveness of the

communication between internal audit and the board are even more important.

2.3 Knowledge-based view of the firm

The third relevant theory is the knowledge-based view of the firm as a concretization of
the resource-based view of the firm that is one of the most widely regarded theoretical
perspectives in management research (Newbert, 2007; Barney, 2001; Hart, 1995; Pe-
teraf, 1993; Mahoney & Pandian, 1992; Wernerfelt, 1984). The knowledge-based view
of the firm regards knowledge as a specific kind of resource and implies that the gener-
ation, transfer and use of knowledge creates a financial rent for the organization (Grant,
1996; Kogut & Zander, 1992). The underlying premise is that the organization is a
knowledge-creating entity and that knowledge is associated with the ability to convert
inputs into valuable outputs (Nonaka & Von Krogh, 2009; Nonaka et al., 2000; Nicker-
son & Zenger, 2004, p. 617). Therefore, the knowledge-based view of the firm provides
the theoretical foundation to link effective communication with higher-level organiza-

tional outcomes such as governance effectiveness.

2.4 Theory of planned behavior

The last theory is the theory of planned behavior, which builds on the theory of reasoned
action (Ajzen, 1991; Ajzen & Fishbein, 1980; Fishbein & Ajzen, 1975). In comparison
to the theory of reasoned action, the theory of planned behavior additionally incorpo-
rates the construct of perceived behavioral control, which, together with the personal
attitude and the subjective norm, influences the intention to engage in a specific behav-
ior. The behavioral intention in turn correlates with the actual performance of the be-

havior.

Firstly, attitude describes the feeling or the opinion of a person towards the behavior. In
the context of communication, already Hovland and Weiss (1951) acknowledged the
importance of the attitude of the information sender towards the information receiver
for communication effectiveness. Secondly, subjective norm pertains to the societal or
subjective moral pressure to perform or to refrain from the behavior in question and

thirdly, perceived behavioral control refers to the individual’s subjective self-efficacy
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and controllability of the behavior. Self-efficacy thereby is the belief of being capable
of performing a behavior. It is “concerned with the judgments of how well one can ex-
ecute courses of action required to deal with prospective situations” (Bandura, 1982, p.
122). When self-efficacy is high, the performance of the behavior is easy for the indi-
vidual. Controllability of the behavior means that a person believes that they have sig-
nificant or even complete control over the behavior and its outcomes (Ajzen, 2002). The
perceived behavioral control may also influence the behavior directly without mediation
through behavioral intention. Consequently, the perceived behavioral control of inter-
nal auditors over the communication process with the board and senior management
might be a particularly important precondition for communication effectiveness. A#fi-
tude towards the behavior, subjective norm and perceived behavioral control addition-
ally tend to correlate with each other. Intuitively, the correlation makes sense because
the subjective norm for example likely influences a person’s attitude. Finally, since the
intention towards the behavior relates to a person’s willingness to engage in the behav-

1or, it should be a precursor for the actual conduct (Ajzen, 1991).

Overall, the theory of planned behavior argues that the “intentions to perform behaviors
of different kinds can be predicted with high accuracy from attitudes toward the behav-
ior, subjective norms, and perceived behavioral control, and these intentions, together
with perceptions of behavioral control, account for considerable variance in actual be-
havior” (Ajzen, 1991, p. 179). All theoretical relationships between the previously ex-

plained constructs are once again represented in the subsequent figure.

Figure 3: Overview of the theory of planned behavior
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2.5 Chapter summary

In this chapter, the theories that build the theoretical framework for the subsequent em-
pirical analysis were presented. Systems theory points out that governance functions and
activities are mutually interdependent and may work in a complementary or substitu-
tional manner. This applies to the relationship between internal audit, the board and
senior management that are interdependent and rely on regular feedback to maintain the
effectiveness of the organizational system in which they interact. In addition, principal
agency theory implies that, due to the likelihood of information asymmetries between
the board and senior management, effective communication between internal audit and
the board might increase the performance of the board if senior management acts in a
self-serving manner. However, since internal audit is likewise an agent of the board,
internal auditors also rely on effective communication with the board to fulfill their
mandate and add value in the organization. The relevance of effective communication
for good corporate governance can be explained further through the knowledge-based
view of the firm while the theory of planned behavior presents selected antecedents for
internal auditors to engage in effective upward communication with the board and senior

management.

Each of the previous theories conveys only one perspective of the research phenomenon
and since a theory is merely a simplified representation of reality, it makes sense to
apply several theories that complement each other. In this way, the research phenome-

non can be evaluated in a more holistic and multidimensional fashion.
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3  Internal audit and its key stakeholders

This chapter presents the theoretical background in terms of the relevant governance
regulations in Switzerland, outlines the Three Lines of Defense model and highlights the
common roles and responsibilities of internal audit, the board and senior management
as well as the implications of previous researchers regarding the working relationship
between internal audit and its key stakeholders. It thus serves to explain the governance
and institutional context in which the research phenomenon of internal communication

between internal audit and the board and senior management is assessed.
3.1 Regulatory background

The first section deals with the regulatory background in Switzerland and illustrates the
most important provisions of the Swiss Code of Obligations (CO), the Swiss Code of
Best Practice for Corporate Governance (Swiss Code), the Circulars 2017/1 and 2017/2
by the Swiss Financial Market Supervisory Authority (Eidgenossische Fi-
nanzmarktaufsicht (FINMA)). Lastly, it also gives an overview of the professional guid-
ance by the ITA.

3.1.1 Code of Obligations

The CO was finalized in 1911 and is since the part of the Swiss civil law that regulates
the rights and obligations of companies towards their shareholders. For the research
phenomenon under analysis, the articles 716 and 754, which outline the responsibilities
as well as the liability of the board, are especially relevant. The non-transferable and

inalienable duties specified in article 716a CO are illustrated in section 3.2.4.2.

Article 716 paragraph two states that the board is in charge of the organization’s man-
agement unless “responsibility for such management has been delegated”. The second
paragraph of article 716a further details how the board must ensure appropriate reporting
to its members, substantiating that the ultimate responsibility remains with the board
even if certain management responsibilities are delegated. To ensure that the board re-
ceives all relevant information, the second paragraph of article 716b specifies that the

internal reporting process must be defined in the company regulations.
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Article 754 CO is concerned with the liability of the board and states that “the members
of the board of directors and all persons engaged in the business management or liqui-
dation of the company are liable to the company, to the individual shareholders and to
creditors for any losses or damage arising from any intentional or negligent breach of
their duties”. It is further emphasized that “a person who, as authorized, delegates the
performance of a task to another governing officer is liable for any losses caused by
such officer unless he can prove that he acted with all due diligence when selecting,
instructing and supervising him”. Consequently, if the internal reporting to the board is
not effective, any damage is caused because of this and the board did not act with all
due diligence, the board members are still accountable for any welfare losses that result
from this neglect as well for any mistakes or fraud committed by the persons that it

delegated responsibilities to. (Federal Assembly of the Swiss Confederation, 2017)

3.1.2 Swiss Code of Best Practice for Corporate Governance

Despite the previously mentioned provisions of the CO, Swiss corporate governance is
largely still a so-called soft law, especially for non-listed companies and other organiza-
tions. This regulatory open space created a need for recommendations in terms of how
companies and organizations that do not officially fall under the provisions of the CO
may implement an effective governance system. After a series of accounting scandals
in the U.S. around the beginning of the new millennium, the coming into effect of the
Sarbanes Oxley Act (SOX) (2002) initiated a wave of stricter governance-related regu-

lations worldwide.

In the light of these developments, the Swiss Code, which presents general recommen-
dations and best practices in terms of governance responsibilities, structures and internal
control, was developed. Its preamble emphasizes that the recommendations are intended
to “address the situation in Switzerland with its characteristic mixture of large, medium
and small public limited companies” while illustrating “the high standards of practice
which are now being widely observed by many companies in Switzerland” (Econo-
miesuisse, 2016, p. 6). The Swiss Code applies primarily to public limited companies,
however also non-listed, economically significant companies or organizations, includ-
ing organizations with a different legal form, are encouraged to apply its best practices
(Economiesuisse, 2016, p. 6). Nonetheless, Swiss public limited companies are required

to either comply with the recommendations or explain their deviation, also known as the
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comply or explain-principle. This principle allows these companies to put their own
“ideas on structuring and organization into practice” while at the same time nudging
them to strive for the highest governance and internal control standards (Econo-

miesuisse, 2016, p. 3).

In detail, the Swiss Code illustrates the roles and responsibilities of the shareholders, the
external auditor and the board of directors. It also provides quite specific recommenda-
tions with regard to the board’s composition, independence, procedures and Chairman-
ship, conflicts of interests, internal controls, risk and compliance. Notably, the Swiss
Code once again underlines the accountability of the board for the “strategic direction
and supervision of the company” and states that the board should “determine the strate-
gic goals, the general ways and means to achieve them and the persons responsible for

29 ¢

conducting the company’s business”, “shape the company’s corporate governance and
put it into practice”, “ensure the fundamental harmonization of strategy, risks and fi-
nances” and “be guided by the goal of sustainable corporate development”(Econo-
miesuisse, 2016, p. 9). The board is further responsible for appropriately establishing
management and control functions and if certain responsibilities are transferred, for doc-
umenting the scope of the power that has been delegated in an internal regulation (Econ-

omiesuisse, 2016, p. 10).

The recommendations of the Swiss Code are apparently similar to the provisions of the
CO, but provide organizations with more details and therefore a clearer guidance as to
how to implement a good corporate governance system. The Swiss Code also explicitly
recommends that organizations “should set up an internal audit function, which should
report to the Audit Committee, or as the case may be, to the Chairman of the Board of
Directors” (Economiesuisse, 2016, p. 13). For this reason, there is a strong institutional
pressure of Swiss listed companies and organizations of a certain size and public visi-
bility to adopt the best practice to establish an internal audit with a direct reporting line

to the board or the audit committee.
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3.1.3 FINMA Circulars

In Switzerland, not all organizations face the same corporate governance requirements
as there are stricter regulations for banks and insurers according to the binding provi-
sions in the Circulars 2017/1 and 2017/2 by the Financial Market Supervisory Author-

ity.

Circular 2017/1 replaces its predecessor Circular 08/24 “Monitoring and internal con-
trol — banks” from 2008, specifying the corporate governance, risk management, internal
control system and internal audit requirements for banks, financial groups, conglomer-
ates and securities dealers and describing in detail the roles and duties of the board of
directors, of the executive board, the design of the internal control system as well as the
requirements for the internal audit function or activity. Establishing an internal audit and
ensuring independent control over the internal control system are mandatory, although
internal audit can be delegated to the internal audit function of a parent or of another
group company, to a separate firm that is independent of the statutory auditor or to an
independent third party as long as the necessary expertise and resources can be demon-
strated. Internal audit should further have a direct reporting line to the board, respec-
tively the audit committee as well as “an unlimited right of inspection, information and
audit within the institution” (p. 11). It is additionally emphasized that internal audit
“must meet the qualitative requirements defined by the Institute of Internal Auditing
Switzerland (IIAS)” and that the “work of internal audit is based on the International
Standards for the Professional Practice of Internal Auditing, as issued by the Institute of
Internal Auditors (ITA)” (p. 12).

Circular 2017/2 replaces the former Circular 08/32 “Corporate governance — insurers”
and the former Circular 08/35 “Internal audit — insurers” and applies to insurers as well
as to insurance groups and conglomerates. While Circular 2017/1 focuses principally
on the duties of the board of directors, on the institution-wide risk management frame-
work and internal control system, on internal audit as well as on group structures, Cir-
cular 2017/2 additionally underlines certain general corporate governance principles
and also provides regulations for the compliance function. Amongst the corporate gov-
ernance principles stated in Circular 2017/2, it is explicitly mentioned that the insurer
or the insurance group must establish “internal reporting processes to share information
with all relevant units/individuals in the company” (FINMA, 2017, p. 3). This Circular
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likewise requires that internal audit should be established in accordance with the ITA
Standards and that it has to report directly to the board or the audit committee so that it
1s “organizationally and operationally independent of the insurance company’s other
control functions and has unlimited right of inspection, information and audit within the

insurance company” (p. 6).

Like banks, Swiss insurers may outsource the internal audit to “the internal audit func-
tion of a group company, provided that the supervised insurance company is included
in group-wide control and management processes”, to “an audit firm which has been
approved by the Federal Audit Oversight Authority (FAOA) and which is independent
of the audit firm already appointed to the assurance company under Article 28 ISA” or,

similarly, to an external service provider as long as independence from the audit firm is

given (p. 7).

Moreover, both Circulars detail further provisions regarding the duties and responsibil-

ities of internal audit, the performance of audits and the reporting of the results.
3.1.4 IIA guidance

The professional guidance for internal auditors is the IPPF that is issued by the IIA and
further promulgated by its national affiliations.

Founded in 1941, the IIA has almost 200’000 members in the areas of internal audit,
risk management, governance, internal control, information technology audit, education
or security in more than 170 countries worldwide. The I1A describes itself as “the inter-
nal audit profession’s global voice, recognized authority, acknowledged leader, chief
advocate, and principal educator” and highlights “the value internal audit professionals
add to their organizations” (ITA website®). The IIA is also responsible for several pro-
fessional qualifications, including the Certified Internal Auditor® (CIA®) qualification,
the Qualification in Internal Audit Leadership® (QIAL®), the Certification in Control
Self-Assessment (CCSA®), the Certified Financial Services Auditor® (CFSA®) and the
Certified Government Auditing Professional® (CGAP®) qualifications as well as the

Certification in Risk Management Assurance® (CRMA®). Similar certifications that are

8 www.na.theiia.org.

28


https://na.theiia.org/certification/CCSA-Certification/Pages/CCSA-Certification.aspx
https://na.theiia.org/certification/CCSA-Certification/Pages/CCSA-Certification.aspx
https://na.theiia.org/certification/CFSA-Certification/Pages/CFSA-Certification.aspx
https://na.theiia.org/certification/CGAP-Certification/Pages/CGAP-Certification.aspx
https://na.theiia.org/certification/crma-certification/Pages/CRMA-Certification.aspx

Chapter 3: Internal audit and its key stakeholders

accredited by other associations are the qualification as Certified Fraud Examiner®

(CFE®™) through the Association of Certified Fraud Examiners and the qualification as
Certified Information Systems Auditor® (CISA®) through the Information Systems Au-
dit and Control Association. The Swiss affiliation of the IIA, the Schweizerische Ver-
band fiir Interne Revision (SVIR) or 114 Switzerland (11AS), was founded in 1980 and
has been affiliated with the IIA since 1997, currently counting more than 2,500 mem-

bers.

The historical development of the IPPF dates back to the year 1947 when the Statement
of the Responsibilities of Internal Auditing was issued, followed by the Code of Ethics
in 1968 and the Standards for the Professional Practice of Internal Auditing in 1978.
Thus far, the Standards were reviewed three times, with the revised versions effective
on January 1%, 2011, January 1%, 2013 and January 1%, 2017, respectively. In 2015, a
series of considerable changes were made to the structure of the IPPF, including the
addition of the Mission and the Core Principles as new parts of the mandatory guidance
as well as a reorganization and successive renewal of the recommended guidance. The
IPPF in its current form consists of the following mandatory and recommended ele-

ments.
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Figure 4: Overview of the IPPF structure’
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The mandatory guidance of the IPPF comprises the Definition of Internal Auditing, the

Mission, the Core Principles, the Code of Ethics and the Standards, which can again be
differentiated into Attribute Standards, Performance Standards as well as Assurance-
related Implementation Standards and Consulting-related Implementation Standards.
Since the Definition was already presented in section 1.1.3, it will not be explained again
at this point. The Mission, which was added to the IPPF in 2015, states that internal audit
should “enhance and protect organizational value by providing risk-based and objective
assurance, advice, and insight” (IIA, 2017). It thereby incorporates many elements of
the internal audit value proposition'® and highlights the aspects of adding value, objec-
tivity and assurance as the core elements of the Definition. Instead of using the term
consulting, the Mission uses the terms advice and insight, which are more general and
should likely contribute to the perception of internal audit as a Trusted Advisor and value

adding function or activity in the organization.

? The representation is the intellectual property of Prof. Flemming Ruud, PhD.
1% Also refer to section 3.2.3.2.
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Besides, the new Core Principles serve as concise guiding principles for internal audi-
tors’ mindset and professional behavior. They are easy to understand, remember and

internalize. The ten Core Principles (11A, 2017) are:

. Demonstrates integrity.

. Demonstrates competence and due professional care.

. Is objective and free from undue influence (independent).

. Aligns with the strategies, objectives, and risks of the organization.
. Is appropriately positioned and adequately resourced.

. Demonstrates quality and continuous improvement.

. Communicates effectively.

. Provides risk-based assurance.

. Is insightful, proactive, and future-focused.

0. Promotes organizational improvement.

— O 00 1O\ Lt N WDN —

The Code of Ethics consists of the four principles integrity, objectivity, confidentiality
and competency that are each complemented by more specific rules of conduct. Integrity
requires internal auditors to establish trust so that others can rely on their judgment,
whereas objectivity postulates that internal auditors must reject any unduly influence on
their work and refrain from engaging in self-interested behavior. Confidential internal
auditors meanwhile exhibit absolute respect for the value and ownership of the infor-
mation they come in contact with and do not disclose this information in any inappro-
priate or unauthorized manner. Eventually, competency refers to the knowledge, skills
and experience that are needed to effectively fulfill the internal audit mandate and that

internal auditors must seek to acquire, maintain and enhance. (ITA, 2017, Code of Ethics)

As already mentioned previously, the /74 Standards consist of Attribute Standards that
describe the prerequisites and the characteristics of internal audit, of Performance
Standards that refer to the practice and specific processes of performing an audit and of
Implementation Standards, which guide professionals in more detail in terms of how to

implement the Standards.
The Implementation Guidance and the Supplemental Guidance taken together constitute

the recommended elements of the IPPF and serve to assist professionals in their appli-

cation of the mandatory elements through providing further insights and methodologies.
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3.2 Three Lines of Defense model

This section is concerned with the Three Lines of Defense model that depicts the most
important functions and/or activities in governance, risk management and internal con-
trol and their relationships with each other. Although the model was accepted and
adopted especially in the financial sector, it should be noted that it is often implemented

more flexibly and that it can be adapted to the specific needs of the organizations.
3.2.1 Description of the model

For effective direction and control, the board interacts with other functions and activities
in the organization to be able to fulfill its responsibilities (Ruud & Bodenmann, 2001).
How these functions and activities specifically interact with each other in the organiza-
tion can be portrayed with the help of the Three Lines of Defense model that was devel-
oped as part of the Guidance on the 8" EU Company Law Directive article 41 (ECIIA!!
& FERMA'2,2010).

The model illustrates the relationships between the governance functions and activities
that share the common objective to monitor the effectiveness of the internal control and
risk management systems (Decaux & Sarens, 2015, p. 60; ECIIA & FERMA, 2010, p.
3). The main governance functions and activities portrayed in the model are the board
of directors and the audit committee, senior management, as well as the Three Lines of
Defense that aim to reduce the inherent risk to a level that is accepted by the board. The
overall responsibility for effective governance lies once again with the board and senior
management although accountability can be “shared” with operational management
through delegation (ECIIA & FERMA, 2010, p. 11).

The Three Lines of Defense are the functions and activities that own and manage the
risks (visk owners), that oversee the risks (visk controls) and that provide independent
assurance (risk assurers). The regulator and the external auditor are sometimes consid-
ered as the Fourth Line of Defense. Apart from being in, respectively outside of the
organization, the main difference between internal and external audit lies in the focus of

external audit on financial reporting, whereas internal auditors pursue a broader mandate

"' ECIIA is short for European Confederation of Institutes of Internal Auditing.
2 FERMA is short for Federation of European Risk Management Associations.
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as highlighted by the //4 Definition. The cooperation between internal and external audit
is mostly regulated in the International Standard on Auditing (ISA) 610 — Using the

Work of Internal Auditors but is often limited to financial aspects.

Figure 5: The Three Lines of Defense model
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The tasks of the First Line of Defense are performed by operational management that
maintains the internal control system and “identifies, assesses, controls and mitigates
risks, guiding the development and implementation of internal policies and procedures
and ensuring that activities are consistent with goals and objectives” (IIA, 2013, p. 3).
The First Line of Defense is therefore the closest to the operational processes and for
this reason has a direct functional reporting line to senior management. By contrast, the
Second Line of Defense monitors the effectiveness of the First Line and consists for
example of a risk management function or activity, a compliance function or activity
and other functions or activities depending on the organization’s needs and resources.
Despite being farther removed from the operational processes than the First Line, the
Second Line is still a management function that reports functionally to senior manage-
ment (Ruud et al., 2010).

The Third Line of Defense is internal audit as the only organizationally independent
function or activity due to its direct reporting line to the board. This direct reporting line
1s recommended in the mandatory guidance of the IPPF since IIA Standard 1110 — Or-
ganizational Independence states that the “Chief Audit Executive must report to a level
within the organization that allows the internal audit activity to fulfil its responsibilities”,

whereby this is achieved when internal audit reports directly to the board. According to
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Standard 1110, the board is normally also responsible for approving the internal audit
budget and resource plan, receiving communications from the CAE regarding internal
audit’s performance relative to the internal audit plan, approving decisions concerning
the appointment and removal of the CAE, approving the CAE’s compensation and mak-
ing inquiries to determine any limitations with regard to the scope or resource endow-

ment of the internal audit function or activity (ITIA, 2017).

Since senior management is potentially in the position to conceal the information it re-
ceives from the First and Second Line of Defense from the board, the direct reporting
line from internal audit to the board is very important. However, for administrative pur-
poses, internal audit has an additional reporting line to senior management that is ad-
dressed in ITA Standard 2060 — Reporting to Senior Management and the Board. This
ITA Standard requires that internal audit reports matters related to its “purpose, authority,
responsibility, and performance relative to its plan and on its conformance with the Code
of Ethics and the Standards™ as well as significant risk and control issues to senior man-
agement (I1A, 2017).

3.2.2 Combined assurance

The IIA Standards 1112 — Chief Audit Executive Roles beyond Internal Auditing, 2050
— Coordination and Reliance, 2110 — Governance as well as the Practice Guide Internal
Audit and the Second Line of Defense (2016) encourage internal audit to coordinate the
activities of the Three Lines of Defense so that “each line of defense understands its

responsibilities” and no “duplication and assurance gaps will persist” (Decaux & Sarens,
2015, p. 60).

Considering the many governance functions and activities that tend to be established in
larger organizations, the IIA has promoted the concept of combined assurance to in-
crease the effectiveness of the risk management and internal control systems and of in-
ternal audit itself. Further benefits of combined assurance are that the potential assur-
ance fatigue of the audited units might be alleviated, additional resources are freed and

a common and harmonized understanding of risks and priorities can be achieved.

Combined assurance hence aims at “integrating and aligning assurance processes so that
senior management and audit and supervisory committees obtain a comprehensive, ho-

listic view of the effectiveness of their organization’s governance, risks, and controls to
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enable them to set priorities and take any necessary actions” (Huibers, 2015, p. 1). An
effective combined assurance therefore also includes the consideration and alignment
of different rating systems and reporting formats in order to prevent contradiction and
confusion as well as a lack or an overload of information for the board and senior man-
agement (Huibers, 2015, p. 3; Sarens et al. 2012). In this manner, the board and senior
management can receive information in a more “precise and insightful” way (Huibers,
2015, p. 4).

Ways to implement combined assurance include integrated audits, integrated audit plan-
ning and reporting, alignment of tasks through coordination or functional integration of
internal audit with other governance functions/activities, which is however not preferred
due to the importance of independence and objectivity for internal audit. Decaux and
Sarens (2015) argued that the maturity of the enterprise risk management system, com-
bined assurance awareness, determining a function, activity or person in charge of co-
ordination (“combined assurance champion”), developing a combined assurance strat-
egy, mapping tasks and reporting results in a consolidated manner are the key steps in

achieving an effective combined assurance approach (p. 58).

3.2.3 Internal audit

This section presents more in-depth information concerning the establishment, mandate,
value proposition and changing role of internal audit as one of the central governance

actors 1in this thesis.

3.2.3.1 Nature of work

Internal audit engages in three main areas of work that are illustrated in Standard 2100
— Nature of Work. According to this IIA Standard, which partly mirrors the Definition
of Internal Auditing, internal audit must improve governance, risk management and con-
trol processes while employing a “systematic, disciplined and risk-based approach”.
Standard 2110 — Governance, Standard 2120 — Risk Management — and Standard 2130
— Internal Control further specify the tasks and responsibilities of internal audit in these

three main areas.

Following ITIA Standard 2110 — Governance, internal audit must assess and make ap-

propriate recommendations to improve the organization’s governance processes for
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99 ¢

“making strategic and operational decisions”, “overseeing risk management and con-

99 ¢

trol”, “promoting appropriate ethics and values within the organization”, “ensuring ef-
fective organizational performance management and accountability”, “communicating
risk and control information to appropriate areas of the organization”, and “coordinating
the activities of, and communicating information among, the board, external and internal
auditors, other assurance providers, and management”. (IIA, 2017). Consequently, the
broad scope of work for internal auditors in the area of governance becomes evident,

also including the communication of relevant information as an integral aspect.

As stated in IIA Standard 2120 — Risk Management, internal audit should contribute to
the effectiveness of risk management through the identification of significant risks and
through providing assurance that the risks accepted by management are in line with the
organization’s strategic objectives and risk appetite. This task implicitly also requires
that the significant risks are communicated in a timely manner to all relevant parties.
The Assurance-related Implementation Standard 2120.41 additionally puts forth that
internal audit must specifically evaluate the risk exposures regarding the achievement
of the organization’s strategic objectives, the reliability and integrity of financial and
operational information, the effectiveness and efficiency of operations and programs,

the safeguarding of assets and compliance with laws, regulations, policies, procedures
and contracts (ITA, 2017).

According to IIA Standard 2130 — Control and the Assurance-related Implementation
Standard 2130.41, internal audit should promote the continuous improvement of the
internal control system and assess the adequacy and effectiveness of controls with re-
spect to the achievement of the organization’s strategic objectives, the reliability and
integrity of financial and operational information, the effectiveness and efficiency of
operations and programs, the safeguarding of assets and the compliance with laws, reg-
ulations, policies, procedures and contracts. The previously mentioned IIA Standard
2130.A1 for internal control apparently shows great similarities with the corresponding
Standard for risk management, confirming the close conceptual relationship between
governance, risk management and internal control. According to COSO (2013), the con-
cept of governance includes the subordinate concepts of risk management and internal
control, whereby risk management once again incorporates the concept of internal con-

trol. Internal control is consequently the most narrowly defined concept, followed by
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risk management and then governance. As a result, effective governance automatically

also means effective risk management and effective internal control.

3.2.3.2  Value proposition

Besides the l1A Mission and Definition of Internal Auditing, which prominently link the
notion of adding value to the mandate of internal audit, the IIA has developed a more
detailed value proposition that consists of the three elements Assurance, Insight and
Objectivity.

Borrowing from the Definition of Internal Auditing, assurance suggests that internal
audit “provides assurance on the organization’s governance, risk management, and con-
trol processes to help the organization achieve its strategic, operational, financial and
compliance objectives” (IIA website!?). The first element clearly conveys that assurance
services should be performed in all three areas of work — governance, risk management
and internal control. The second element, insight, requires internal audit to act as “a
catalyst for improving an organization’s effectiveness and efficiency by providing in-
sight and recommendations based on the analyses and assessments of data and business
processes” (IIA website'?). Lastly, objectivity demands that internal audit should com-
mit to integrity and accountability and provide “value to governing bodies and senior
management as an objective source of independent advice” (IIA website!”). Objectivity
thus relies closely on IIA Standard 1100 — Independence and Objectivity that stipulates
that internal auditors must be free “from conditions that threaten the ability of the inter-
nal audit activity to carry out internal audit responsibilities in an unbiased manner” (IIA,
2017).

Although the value proposition per se provides little additional information compared
to the IPPF, it still suggests the great expectation placed on internal audit to contribute

measurable value to the organization.

13 www.na.theiia.org.
' www.na.theiia.org.
15 www.na.theiia.org.
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3.2.3.3  Evolution of the mandate

Since its institutionalization in the 1940s when “because of war conditions, resources
were limited, causing organizations, both business and government, to search for oper-
ating efficiency and economy” (Dittenhofer, 2001a, p. 443), internal audit has succes-
sively “experienced a shift toward a value-adding focus in recent years” (Mihret &
Woldeyohannis, 2008, p. 586). Some researchers attributed the shift to the revised 1A
Definition of Internal Auditing from 1999 that first introduced the idea of internal audit
adding value to the organization (Mihret & Yismaw, 2007, p. 471; Nagy & Cenker,
2002).

Over the years, the role of internal audit has been extended until the three areas of work
governance, risk management and internal control that are now represented in I1A
Standard 2100 — Nature of Work became fully integrated as a part of the internal audit
mandate. Initially, internal auditors were responsible for the reperformance of specific
accounting transactions in order to prevent material error or fraud. Based on these initial
responsibilities, the areas of work internal control and later risk management slowly
took shape. Governance, the most recent area of work, became a topic of interest for the
professional body and for scholars who were looking to further promote the role of in-
ternal audit for good corporate governance (Chambers & Odar, 2015; Selim &
McNamee, 1999). Chambers (2008) described the evolution of internal audit as follows:
“In the past internal auditing has made the quantum leaps from the internal check to the
review of internal control, from inspection to auditing, from the audit of accounting
matters to operational auditing, from reporting to the chief accountant to reporting to
management and now to reporting to the audit committee, and from solely an assurance
remit to one that embraces consulting services too” (p. 60). The extension of the internal
audit mandate towards governance and value was perceived as so pivotal that this new

focus has been termed internal audit’s new business regime (Bou-Raad, 2000).

In spite of the steadfast promulgation of the value adding role by the ITA, the new man-
date may be associated with several risks. It was argued for example that the IIA pro-
fessional guidance has “the potential to be incompatible with the demands and account-
abilities of the internal auditor or his or her employing organization (Ahmad & Taylor,
2009, p. 901; Myers & Gramling, 1997). Additionally, it was asserted that “scope of
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work of the internal auditing practices negatively influences the information and com-
munication aspect of the quality of the internal control system” so that internal audit’s
communication effectiveness with the board and senior management might be compro-
mised (Fadzil et al., 2005, p. 861). Thus, a broad mandate may entail many opportunities
as long as organizations establish safeguards for internal auditors’ objectivity and clearly
define expectations to which internal auditors can adhere, especially when serving mul-

tiple stakeholders.

3.2.3.4 Communication requirements

In this section, the internal communication requirements for internal audit are presented.
Based on transaction cost economics, the behavior of organizational members at the
lower hierarchical levels is often more strictly regulated than the behavior of organiza-
tional members at the upper levels (Milgrom & Roberts, 1990; Fama, 1980; Williamson,
1979; Coase 1937). As a result, the explicitly stated communication requirements for
internal audit tend to outweigh the communication requirements for the board and for
senior management. The importance of effective upward communication by internal au-
dit is substantial because the communication process can affect the effectiveness of the
governance, risk management and internal control systems as such (Dittenhofer, 2001b,
p. 461; Lurati & Eppler, 2006). Therefore, it is understandable that the requirements that

are placed upon how internal auditors should communicate are high.

As mentioned previously, the seventh Core Principle postulates that internal audit must
communicate in an effective manner'®. Leung et al. (2003) emphasized that internal au-
dit should “ensure that complete, timely and reliable information is provided to the board
and key senior management” (p. 6). Since statements like this might still be quite vague,
several IIA Standards — both Attribute and Performance Standards — convey and de-
scribe the specific expectations for the CAE in terms of how to communicate with the
board and senior management. The most relevant IIA Standards in the context of the

research phenomenon are subsequently summarized.

16 Also refer to section 3.1.4.
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1. IIA Standard 1111 — Direct Interaction with the Board

ITA Standard 1111 requires that the CAE must communicate and interact with the board
in a direct manner. Such direct interaction means that no third parties may unduly par-
take in or interrupt the communication process and that the board should be accessible
and available for the CAE. The corresponding Implementation Guide for 1A Standard
1111 provides additional explanations in terms of how the direct interaction with the
board should be established. It is suggested that the CAE can participate in meetings
with the audit committee or with the full board and that private meetings without senior
management should be scheduled at least annually. When it comes to very sensitive
matters, the CAE also has the right to directly contact the Chairperson or any other
member of the board. In summary, Standard 1111 stipulates that the communication
with the board should be straightforward and transparent, which can also be promoted
through regular face-to-face meetings and personal phone calls prior to formal meetings.
(I1A, 2017)

2. IIA Standard 1320 — Reporting on the Quality Assurance and Improvement Program

The CAE is moreover required to inform the board and senior management about the
status of the Quality Assurance and Improvement Program (QAIP) that is further de-
scribed in the ITA Standards 1300 — Quality Assurance and Improvement Program, 1310
— Requirements for the Quality Assurance and Improvement Program, 1311 — Internal
Assessments, 1312 — External Assessments, 1321 — Use of “Conforms with the Interna-
tional Standards for the Professional Practice of Internal Auditing” as well as in IIA

Standard 1322 — Disclosure of Nonconformance.

The main ITA Standard concerning the QAIP, Standard 1320, postulates that “the chief
audit executive must communicate the results of the quality assurance and improvement
program to senior management and the board” and that the disclosed information
“should include the scope and frequency of both the internal and external assessments,
the qualifications and independence of the assessor(s) or assessment team, including
potential conflicts of interest, conclusions of assessors and corrective action plans”.
Since internal audit is supposed to add value to the organization, communications con-
cerning the QAIP are very important to advance internal audit performance and effec-
tiveness. (I1A, 2017)
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3. IIA Standard 2020 — Communication and Approval

According to ITA Standard 2020 — Communication and Approval, the CAE is required
to inform the board and senior management about the internal audit plan and the neces-
sary resources as well as other aspects that need approval. It is therefore explicitly clar-
ified in ITA Standard 2020 that the CAE “must communicate the internal audit activity’s
plans and resource requirements, including significant interim changes, to senior man-
agement and the board for review and approval”. If the resources are too limited to fulfill
the annual internal audit plan, the CAE must report the impact of these resource limita-
tions. (IIA, 2017)

4. IIA Standard 2060 — Reporting to Senior Management and the Board

ITA Standard 2060 puts forth that the CAE “must report periodically to senior manage-
ment and the board on the internal audit activity’s purpose, authority, responsibility, and
performance relative to its plan and on its conformance with the Code of Ethics and the
Standards” and that the reporting “must also include significant risk and control issues,
including fraud risks, governance issues, and other matters that require the attention of
senior management and/or the board”. In any case, the CAE has to report information
about the internal audit charter, independence of the internal audit activity, the audit plan
and its progress, resource requirements, results of audit activities, conformance with the
Code of Ethics and the Standards as well as management’s response to risk that the CAE
assessed as unacceptable. With respect to the content and frequency of the reporting, the
board and senior management may determine collaboratively with internal audit what
to communicate and how often communication is necessary under consideration of the

importance and the urgency of the matter at hand. (IIA, 2017)

5. IIA Standard 2110 — Governance

As already mentioned, ITA Standard 2110 addresses the topic of internal communication
by stating that internal audit “must assess and make appropriate recommendations to
improve the organization’s governance processes for [...] communicating risk and con-
trol information to appropriate areas of the organization”. Although there is no specific
reference to the board or senior management in ITA Standard 2110, it can be inferred

that “to appropriate areas” automatically comprises the board and senior management
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as the governing bodies of the organization. Besides, potential further recipients of the
relevant risk and control information are operational management as well as the func-
tions and activities of the Second Line of Defense, especially in the case that the organ-

ization has implemented a combined assurance approach. (IIA, 2017)

6. IIA Standard 2120 — Risk Management

ITA Standard 2120 — Risk Management, which is essentially a specification of IIA Stand-
ard 2110 — Governance, touches upon some communication requirements for internal
audit. Specifically, this IIA Standard highlights effective communication as an integral
part of effective risk management while its interpretation particularly emphasizes the
attribute of timeliness, stating that “relevant risk information is captured and communi-
cated in a timely manner across the organization, enabling staff, management, and the

board to carry out their responsibilities”. (ITA, 2017)

7. IIA Standard 2400 — Communicating Results

ITA Standard 2400 addresses the necessity for internal audit to report their findings after
each audit, postulating that internal auditors “must communicate the results of engage-
ments”. The details in terms of how the respective engagement results should be com-
municated are further elaborated in the subsequent IIA Standards 2410 — Criteria for
Communicating, 2420 — Quality of Communications, 2421 — Errors and Omissions as

well as 2450 — Overall Opinions, which are summarized in the following. (ITA, 2017)

8. IIA Standard 2410 — Criteria for Communicating

According to the IIA Standards 2410 and 2410.A1, the CAE must at least report the
“engagement’s objectives, scope, and results” and “include applicable conclusions, as
well as applicable recommendations and/or action plans”. Additionally, it is pointed out
that internal audit should provide an opinion that proactively considers “the expectations
of senior management, the board, and other stakeholders and must be supported by suf-

ficient, reliable, relevant, and useful information™. (I1A, 2017)
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9. IIA Standard 2420 — Quality of Communications

A very important [TA Standard highlighting the quality requirements for communication
with the board and senior management is IIA Standard 2410 — Quality of Communica-
tions. It states that communications “must be accurate, objective, clear, concise, con-
structive, complete, and timely”. Since practitioners may still be uncertain with regard
to how to implement these requirements, the interpretation of IIA Standard 2410 pro-
vides the following terminological clarifications for each of the above criteria (IIA,
2017):

e “Accurate communications are free from errors and distortions and are faithful to the

underlying facts”.

e “Objective communications are fair, impartial, and unbiased and are the result of a

fair-minded and balanced assessment of all relevant facts and circumstances.”

e “Clear communications are easily understood and logical, avoiding unnecessary

technical language and providing all significant and relevant information.”

e “Concise communications are to the point and avoid unnecessary elaboration, super-

fluous detail, redundancy, and wordiness.”

o “Constructive communications are helpful to the engagement client and the organi-

zation and lead to improvements where needed.”

e “Complete communications lack nothing that is essential to the target audience and
include all significant and relevant information and observations to support recom-

mendations and conclusions.”

e “Timely communications are opportune and expedient, depending on the signifi-

cance of the issue, allowing management to take appropriate corrective action.”

10. ITA Standard 2421 — Errors and Omissions

ITA Standard 2421 requires the CAE to “communicate corrected information to all par-
ties who received the original communication” for the case that the final audit report

contained a significant error or omission (IIA, 2017).
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11. IIA Standard 2450 — Overall Opinions

In order to provide the board and senior management with truly valuable messages for
the direction and control of the organization, internal audit must establish informational
links to the organization’s strategy and to the risks that might endanger the achievement
of objectives in its reporting. IIA Standard 2450 postulates correspondingly that the
“overall opinion must be supported by sufficient, reliable, relevant and useful infor-
mation” and that when “an overall opinion is issued, it must take into account the strat-
egies, objectives, and risks of the organization and the expectations of senior manage-

ment, the board, and other stakeholders”.

The interpretation for this IIA Standard moreover clarifies that the related “communica-
tion will include the scope, including the time period to which the opinion pertains,
scope limitations, consideration of all related projects including the reliance on other
assurance provider, a summary of the information that supports the opinion, the risk or
control framework or other criteria used as a basis for the overall opinion, the overall
opinion, judgment, or conclusion reached and the reasons for an unfavorable overall

opinion must be stated” (ITA, 2017).

12. ITIA Standard 2600 — Communicating the Acceptance of Risks

A last important IIA Standard that relates to the communication requirements of internal
audit is [IA Standard 2600 — Communicating the Acceptance of Risks. Although internal
audit is an agent of the board monitoring the actions of senior management, internal
audit is not accountable for the implementation of remedial actions with regard to any
findings detected during the audits. Nonetheless, if the CAE determines that senior man-
agement currently bears a level of risk that is higher than the risk appetite determined
by the board, ITA Standard 2600 requires that “the chief audit executive must discuss
the matter with senior management” and that if “the chief audit executive determines
that the matter has not been resolved, the chief audit executive must communicate the
matter to the board” (I1A, 2017).
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3.2.4 Board of directors

After presenting the theoretical background for internal audit, this section serves to il-
lustrate the key roles and duties of the board, the concept of board independence and the

communication requirements for the board members.

3.2.4.1 Roles

The board of directors can principally fulfill three key roles, namely the control role,

the strategic role and the resource provision role.

The revised Principles of Corporate Governance by the G20/Organization for Eco-
nomic Cooperation and Development (OECD) (2015) highlighted the control role of the
board by stating that the board is “chiefly responsible for monitoring managerial perfor-
mance and achieving an adequate return for shareholders while preventing conflicts of
interest and balancing competing demands on the corporation” (p. 45). The control role
of the board is thereby rooted in principal agency theory'’, according to which the
board’s main task is to monitor management to prevent self-interested behavior when
ownership and control are separate (Johnson et al., 1996; Pearce & Zahra, 1992; Boyd,
1990; Fama & Jensen, 1983; Jensen & Meckling, 1976).

The strategic role of the board developed when institutional pressures arose for the
board “to challenge management’s strategic leadership” (Judge & Zeithaml, 1992, p.
766) and to act as “a critical strategic asset that injects a strategic perspective into stra-
tegic decision making processes” (Kim et al., 2009, p. 728). The involvement of the
board in the strategic decision-making processes was appreciated especially in times of

economic and/or governance-related crises (McNulty & Pettigrew, 1999).

Besides, the board can be considered as a provider of resources that helps to manage
environmental uncertainty and dependence. Hillman et al. (2000) underlined that boards
are able to reduce “the transaction costs associated with environmental interdepend-
ency” (p. 236). By leveraging the social capital that board members tend to have, the

organization might gain preferential access to financial, human and other resources, such

17 Also refer to section 2.2.
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as advice and counsel, legitimacy or the support of important stakeholders outside of the
firm (Hillman et al., 2000; Hillman & Dalziel, 2003; Daily & Dalton, 1994; Gales &
Kesner, 1994). When the board provides such resources to the organization, it fulfills its

resource provision role.

According to the definition of corporate governance from the Cadbury Report (1992),
stating corporate governance is the “system by which companies are directed and con-
trolled”, the strategic role and the control role could be considered as the most central
board roles, and both can be promoted through effective communication with internal
audit. By gaining valuable insights from internal audit through effective upward com-
munication, the strategic role of the board members might be facilitated. In addition,
the control role of the board is important for the research phenomenon because it pro-
vides the foundation for its interaction with internal audit that attempts to reduce poten-

tial information asymmetries for the board members.
3.2.4.2 Duties

The business judgment rule is a professional doctrine that outlines central duties of the
board of directors, emphasizing the board members’ duty of care and duty of loyalty.
The duty of care implies that the board members should behave with the prudence and
diligence that is expected of them, whereas the duty of loyalty demands that the board
members make their decisions with the benefit of the organization in mind. Article 717
CO, which directly refers to the duty of care and the duty of loyalty, states that the board
“must perform their duties with all due diligence and safeguard the interests of the com-
pany in good faith”. As a precondition for the fulfillment of these two duties, Knell
(2006) acknowledged that the board must be supplied with all relevant information in a

timely manner, thereby reinforcing the importance of effective upward communication
(p. 101).

Besides, article 716a CO points out seven specific non-transferable and inalienable du-

ties of the board in Switzerland, which are:

The overall management of the company and the issuing of all necessary directives;

1.
2. Determination of the company’s organization;
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3. The organization of the accounting, financial control and financial planning systems
as required for the management of the company;

4. The appointment and dismissal of persons entrusted with managing and representing
the company;

5. Overall supervision of the persons entrusted with managing the company, in partic-
ular with regard to compliance with the law, articles of association, operational reg-
ulations and directives;

6. Compilation of the annual report, preparation for the general meeting and implemen-

tation of its resolutions;

7. Notification of the judge in the event that the company is over-indebted.

3.2.4.3 Independence

Besides the duty of care and the duty of loyalty, the duty of independence, which is
however not a mandatory regulatory requirement in Switzerland, is often considered as
a third duty of the board. It stipulates that the board members must make every decision
as if they were uninfluenced by management and always be “able to exercise objective
independent judgment of corporate affairs” (G20/OECD, 2015, p. 50; Bogart, 1994).
Nonetheless, there is still a lack of consensus regarding how independent the board
should be because independence can either relate to outside directors, non-executive
directors, the separation of the Chairman and CEO positions, the demographic distance
between the board and the CEO or even to the avoidance of friendship ties between
board members and members of senior management (Finkelstein et al., 2009, p. 248). It
was additionally pointed out that interlocking directorships might also represent a threat
to the independence of the board (Ruigrok et al., 2006).

In Switzerland, the one-tier board system prevails, which is characterized by a single
board responsible for managing and monitoring the organization. Although the board
may establish committees, no separate oversight body for decision control is established
and decision management and decision control are integrated (Jungmann, 2006). Ac-
cording to Krivogorsky (2006), the one-tier board system has the benefit that infor-
mation can flow more easily between the persons accountable for direction and control
(p. 183). However, the one-tier board system likewise entails the risk of weaker internal
control because executive and non-executive directors are not personally and function-
ally separated, principally even allowing a personal union between the CEO and the
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Chairman of the Board (Jungmann, 2006, p. 436). Jungmann (2006) summarized the
potential diffusion of executive and non-executive roles in the one-tier board system by
stating that “there is no black or white distinction between the functions, neither between

the separate organs nor within an organ of the company itself” (p. 437).

From a theoretical point of view, the one-tier board system reflects a stewardship per-
spective on corporate governance because the board is trusted to serve the overarching
objectives of the organization, irrespective of whether it performs executive or over-

sight-related tasks.

Boards in Switzerland have historically consisted predominantly of non-executive and
therefore relatively independent members (Hofstetter, 2002). The Swiss Code explains
that the board can be considered independent if the following principles are fulfilled

(Economiesuisse, 2016, p. 13):

¢ “Independent members shall mean non-executive members of the board of directors
who have never been a member of the executive board, or were members thereof
more than three years ago, and who have no or comparatively minor business rela-

tions with the company.”

e “Where there is cross-involvement in other boards of directors, the independence of

the member in question should be carefully examined on a case-by-case basis.”

e “The board of directors may define further criteria of institutional, financial or per-

sonal independence.”

On average, the extant literature concerning the relationship between an independent
board and shareholder value or financial performance came up with mixed or inconclu-
sive results (Baysinger & Butler, 1985; Rosenstein & Wyatt, 1990; Bhagat & Black,
1999, 2001; Peng, 2004). Theoretically, this might be the case because independence
supports the control role of the board but not the strategic role for which closer ties and
regular exchange with senior management may be preferable. With regard to internal
audit, board independence was generally found to benefit its effectiveness (Raghunan-
dan et al., 2001). Alzeban and Sawan (2015) for example showed that the implementa-
tion of internal audit recommendations was positively related to the independence of

audit committee members.
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3.2.4.3 Communication requirements

To receive all relevant information, the board must in advance convey its “knowledge
needs and decision constraints” to internal audit (Lurati & Eppler, 2006, p. 85). How-
ever, the content, quality and frequency with which the board communicates its infor-
mation needs as well as other relevant matters to internal audit are mostly at the discre-
tion of the board members and dependent on their professional judgment. As highlighted
earlier, the business judgment rule demands that the board must act in a manner that
respects the duty of care and the duty of loyalty, requiring the board members to under-
take all actions that support the achievement of organizational objectives, including ef-
fective communication with internal audit as its agent. In addition, the liability of the
board according to article 754 CO increases the pressure on board members in Switzer-
land to establish the appropriate structures and processes that facilitate the achievement

of organizational objectives.

3.2.5 Senior management

Although the duties of senior management are not explicitly written down in the CO like
the duties of the board, certain key responsibilities of senior management are very com-
mon in practice, for example being accountable for implementing the decisions of the
board, fulfilling a critical role for the communication of relevant information across the
hierarchy and ensuring that the organizational design supports the achievement of or-
ganizational strategy (Ruud & Friebe, 2013). Senior management is further functionally
responsible for the functions and activities of the First and Second Line of Defense and
ultimately owns and controls the risks inherent in the operational processes (ECIIA &
FERMA, 2010, p. 7).

Contrary to the board, senior management tends to be more concerned with ongoing
tasks that include to “monitor and interpret external events and trends, deal with external
constituencies [...] and also formulate, communicate and monitor the organization’s re-
sponses to the environment” (Hambrick, cited in Bournois et al., 2010, p. 24). Besides,
senior management plays an important role for establishing and nurturing an appropriate
Tone at the Top that is often considered to serve as a preventive internal control mech-
anism (COSO, 2013; Hermanson & Rittenberg, 2003, p. 31).
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3.3 Internal audit’s relationship with its key stakeholders

Since communication is a process for which the institutional context and the field of
experience of the sender and the receiver of the information must be considered!®, the
nature of the working relationship between internal audit and the board and senior man-
agement should be taken into account. Therefore, this section describes the relationship
between internal audit and its key stakeholders, the board of directors and senior man-

agement, in more detail.

3.3.1 Internal audit and the board

The internal audit-board relationship has often been portrayed as symbiotic by the IIA.
A functioning symbiosis between internal audit and the board includes that the board
strengthens the position of internal audit vis-a-vis management and facilitates the com-
pletion of the internal audit plan (ITA, 2011, p. 3; Adams, 1994; Burns et al., 1994).
Conversely, internal audit supports “the governance body/board in its role of guiding
the entity in effectively and efficiently carrying out its mission” so that potential man-
agement misconduct can be reduced and organizational objectives are more likely to be
accomplished (Colbert, 2002, p. 152; Ege, 2014). Chambers and Odar (2015) addition-
ally pointed out that internal audit may alleviate the potential “assurance vacuum” for
the board and that, for this reason, “the primary or only reporting line for the CAE should
be to the independent element of the board” (p. 49).

Since the board can delegate certain responsibilities to the audit committee, the cooper-
ation between internal audit and the audit committee has been studied extensively over
the past years and decades. Sarens et al. (2009) referred to internal audit as the “comfort
provider” of the audit committee due to “internal auditors’ unique knowledge about risk
management and internal control” and “their internal position, their familiarity with the
company, and their position close to the people across the company” (p. 90). Conversely,
Oussii and Taktak (2018) showed that a higher engagement of the audit committee in
reviewing the internal audit program and internal audit findings led to a significantly
higher internal control quality. Their implications thus gave strong support to the previ-

ous findings by Abbott et al. (2010) who asserted that audit committee oversight was

'8 Also refer to the communication model of Schramm (1954) in section 4.2.
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positively related with internal audit focusing on the assurance and improvement of the
internal control system. Frequent interaction with the board or the audit committee was
also connected with higher independence of internal audit, higher internal audit budgets,
reduced information asymmetries and with more likely implementation of remedial ac-
tions by senior management (Alzeban & Sawan, 2015; Carcello et al., 2011; Braiotta et
al., 2010; Christopher et al. 2009; Goodwin & Yeo, 2001; Raghunandan et al., 2001;
Scarbrough et al., 1998).

Consequently, it could be concluded that a strong working relationship between internal
audit and the board, respectively the audit committee, that bases on trust and credibility
can be considered essential for internal audit and the board in order to support each other
in their interlocking goals (IIA, 2011).

3.3.2 Internal audit and senior management

ITA Standard 2060 — Reporting to Senior Management and the Board postulates that
internal audit should periodically communicate its purpose, authority, responsibility,

performance and conformance with the IPPF to senior management.

Due to its administrative reporting line, the effectiveness and value added of internal
audit considerably depends on the extent to which it receives support from senior man-
agement (Leung et al., 2011; Baker, 2011; Mihret & Yismaw, 2007; Alzeban &
Gwilliam, 2014; Cohen & Savag, 2010; Ahmad et al., 2009; Sarens & De Beelde,
2006a). This support can manifest for example through providing input for the internal
audit plan, supporting ad hoc requests or implementing remedial measures proposed by
internal audit in a timely manner. The likelihood of receiving this support was argued to
vary with the extent to which internal audit is able to meet the expectations of senior
management (Sarens & De Beelde, 2006a, p. 238).

Nonetheless, other researchers asserted that internal audit’s function as an agent of the
board might be impeded if the relationship with senior management becomes too close.
Chambers and Odar (2015) for example stated that since senior management has “their
own means of assurance from the first and second lines of defence”, internal audit’s
assurance to the board can become “damaged if internal audit is answerable to manage-
ment” (p. 49).
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By and large, scholars believe that senior management profits from internal audit be-
cause internal audit provides “independent and objective assurance on the quality of
internal controls from someone other than the CFO or line managers” (Sarens & De
Beelde, 2006a, p. 222). In their study of the relationships between internal audit and
operational, middle and senior managers in Singapore, Yee et al. (2017) recently found
that only middle managers perceived internal audit in a negative light as “watchdogs”,
whereas operational and senior managers greatly appreciated the services of internal

audit, pointing towards a mutually beneficial working relationship.

3.3.3 Benefits and challenges of the dual reporting line

The dual reporting line to the board and senior management entails both benefits and

challenges for internal audit.

One of the key benefits is that internal audit is functionally independent while still hav-
ing the administrative support from senior management that is paramount for its effec-
tiveness. The board is further more likely to receive accurate and complete information
because superiors obtaining information from multiple sources were found to receive

not only more but also less distorted information (Glauser, 1984).

Still, the dichotomy of the reporting lines may lead to professional conflict and de-
creased internal audit performance if the board and senior management pursue different
objectives and the expectations placed on internal audit are not clear. Lenz and Sarens
(2012) pointed out that often “there is no congruence between what the board wants,
what the audit committee wants, and what senior management wants” and that “aiming
at satisfying all customer groups is likely to disappoint one or the other customer in
some dimension” (p. 540). According to Burns (1994), if the expectations of its key
stakeholders are not defined and actively managed, internal audit might be at risk of

becoming a “jack of all trades” and a “master of none” (p. 112; Beasley et al., 2009).

In academic literature, the problem of the discrepancy between the key stakeholders’
interests and expectations is known as the serving two masters-problem. The problem
arises because an independent board is assumed to act on behalf of shareholders, want-

ing internal audit to focus on assurance services, whereas senior management is presum-
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ably more concerned with the operational business, preferring internal audit to concen-
trate on consulting services (Stewart & Subramaniam, 2010; Hermanson & Rittenberg,
2003; IIARF', 2003). Following principal agency theory, senior management may also
seek to avoid audits of their own work and therefore attempt to direct internal audit
towards consulting. When internal audit audits the work of senior management, the so
called auditing the boss-dilemma may have serious ramifications for internal audit’s
independence and objectivity — which are “to the profession of internal auditing what
the Hippocratic Oath is to the practice of medicine” (Christopher et al. 2009, p. 201;
Ahmad & Taylor, 2009; Mutchler et al., 2001; Mutchler et al., 2003).

From a theoretical point of view, role theory provides further cues in terms of why the
dual reporting relationship can decrease internal audit’s performance. Central concepts
of role theory include role ambiguity, role conflict and role overload that tend to occur
if the expectations placed on internal audit lack in clarity, are incompatible with each
other or if too many expectations exist, respectively. While role ambiguity can lower the
“predictability of role performance outcomes”, role conflict was found to harm internal
audit’s ability to fulfill its mandate and to lead to increased work-related stress (Miles
& Perreault., 1976, p. 174; Fazli et al., 2013; Ahmad & Taylor, 2009; Van Peursem,
2005; Lee Larson, 2004). Against the background of these considerations, Chambers
and Odar (2015) postulated that internal audit “needs to cut the umbilical cord that ties
it to management” since the “accepted ‘dual reporting’ of internal audit is flawed” (p.
34).

3.4 Chapter summary

This chapter was concerned with the theoretical background of corporate governance in
Switzerland, including an outline of the regulatory context, a description of the Three
Lines of Defense model and its main functions and activities as well as the relationship

between internal audit and the board and senior management.

Organizations must generally design their governance approach in such a manner that
each governance function or activity can fulfill their role in the most effective manner

and add value to the organization. The regulatory and institutional governance context

' IIAREF is short for The Institute of Internal Auditors Research Foundation.
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in Switzerland, despite allowing organizations great flexibility, strengthens the role and
responsibilities of the board members who are responsible for determining and imple-
menting strategy and control. The board members direct and supervise senior manage-
ment as its agent. Internal audit, which is mandatory for Swiss banks and insurance
companies, acts likewise on behalf of the board to monitor the performance of senior
management and to provide assurance regarding the work of the First and Second Line
of Defense.

Frequently, internal audit has a dual reporting line, namely a functional reporting line to
the board of directors and an additional administrative reporting line to senior manage-
ment. Both because of its broad and aspiring mandate determined by the IIA and the
dual reporting relationship, internal audit needs to foster good working relationships
with its key stakeholders whose needs and expectations towards internal audit may di-
verge. If this is the case, the performance and value added of internal audit could be
reduced due to lower objectivity and the potential ramifications of role ambiguity, role

conflict and role overload.
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4 Internal communication

This chapter introduces the topic of internal communication that is one particular form
of organizational communication besides public relations, public affairs, environmental
communication, investor relations, labor market communication and corporate advertis-
ing (Ruck, 2015; Hallahan et al., 2007; Dawkins, 2005; Grunig & Hunt, 1984). The two
specific types of internal communication internal line management communication and

internal corporate communication are of particular interest in the context of this thesis.

Internal line management communication thereby occurs between line managers and
employees and deals with the roles, responsibilities, performance expectations as well
as the performance appraisal of employees. The main goal associated with internal line
management communication is to familiarize employees with their work targets and to
ensure that these targets are adequately met. By contrast, internal corporate communi-
cation refers to the communication between strategic managers and employees and re-
volves around organizational matters, such as corporate objectives, new developments
and planned initiatives. Accordingly, Welch and Jackson (2007) defined internal cor-
porate communication as ‘“‘communication between an organization’s strategic manag-
ers and its key stakeholders, designed to promote commitment to the organization, a
sense of belonging to it, awareness of its changing environment and understanding of

its evolving aims” (p. 186).

Taking into account the aforementioned considerations, the communication between in-
ternal audit and the board and senior management might be classified as a combination
of internal line management communication and internal corporate communication. As
internal audit pursues a special mandate according to the //4 Definition, which includes
adding value to the organization and ensuring the continuous improvement of the or-
ganization’s processes, the communication with the board and senior management
should not be limited to work targets and performance appraisals but it should also touch

upon relevant aspects regarding the strategy and key risks of the organization.

Based on this preliminary understanding, the following sections present the objectives
and benefits of internal communication and outline the communication process, an over-

view of the communication channels, the differences in terms of the direction of the
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information flow as well as possible organizational influences on and barriers to the

effectiveness of internal communication.

4.1 Purpose and objectives

Principally, internal communication serves as an instrument for the board and senior
management to comprehend and handle the “interactions and relationships between
stakeholders at all levels within organizations” (Welch & Jackson, 2007, p. 183), facil-
itating the “processes of interaction, means by which members create shared meaning,
and strategic coordination of goal-oriented activities” (Heath & Bryant, 2000, p. 298).
Besides its function to build social capital and trust among organizational members, in-
ternal communication also helps to “turn strategy into action by engaging, informing
and directing employees” (Quirke, 2008, p. 31). Mom et al. (2007) further established
that internal communication is an essential prerequisite for learning and effective deci-
sion-making since it can “trigger knowledge recipient managers to revise current beliefs,
to search for, develop, and experiment with various novel solutions regarding problems,
and to redefine strategic decisions” (p. 915). Welch and Jackson (2007) summarized the

main objectives of internal communication in organizations as follows (p. 188):

e “Contributing to internal relationships characterized by employee commitment”;
e “Promoting a positive sense of belonging in employees”;
e “Developing their awareness of environmental change”;

e “Developing their understanding of the need for the organization to evolve its aims

in response to, or in anticipation of, environmental change”.

In order to meet these desired objectives, it is obligatory for the board to establish an
appropriate process for internal communication, which is the focus of the following sec-

tion.

4.2 Communication process

In order be able to evaluate the constituents, antecedents and outcomes of effective in-
ternal communication between internal audit and the board and senior management, one

must comprehend the communication process that can be portrayed through different
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communication models. According to Shannon and Weaver’s model of communication
(1949), which is a simplistic linear model of communication that does not take into ac-
count feedback loops between the information sender and the receiver, any information
1s first generated by an information source and subsequently transferred to a transmitter
that encodes the message into signals. The message, now encoded, travels along the
communication channel to the receiver who decodes the signal back into a message.
Noise can thwart the way of the message along the communication channel and even

falsify the information.

Later, Schramm (1954) further developed the ideas of Shannon and Weaver and devised
a communication model that considers the possible interaction between the sender and
the receiver, portraying the two communication participants equally as encoders, inter-
preters and decoders of the message. Consequently, both participants send and receive
messages and are capable of processing and incorporating feedback while decoding the
message. Schramm (1954) likewise incorporated in his model that the respective field
of experience plays an important role for the encoding and decoding phase because
“people respond idiosyncratically to messages as a function of their personality, group
influences, and the situation under which the communication occurs” (Heath & Bryant,
2000, p. 66). Both the Shannon and Weaver model (1949) and the Schramm model
(1954) of communication rely on the assumption that only two participants are involved
in the communication process, namely the sender and the receiver of the message, which
is a simplification but helpful for understanding the interpersonal dynamic between the

sender and the receiver in a bilateral communication context.
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Figure 6: Schramm's model of communication®
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Like Schramm, Berlo (1960) further developed the model of Shannon and Weaver
(1949) and complemented the main elements of their model — sender, message, channel
and receiver — with attributes that he thought influenced each element. Additionally, he
accounted more in detail for the social context in which the communication takes place.
His model is often referred to as the SMCR model of communication, whereby the capital
letters stand for “sender”, “message”, “channel” and “receiver”, respectively. The fol-
lowing table represents the attributes that Berlo assigned to each of Shannon and

Weaver’s main elements.

Table 3: SMCR model of communication

Sender Message Channel Receiver

e Communication e Content e Hearing e Communication
skills skills

e Attitudes e Elements e Seeing e Attributes

e Knowledge e Treatment e Touching e Knowledge

e Social system e Structure e Smelling e Social system

e Culture o Code o Tasting o Culture

20 Adapted from Blythe (2009).
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4.3 Communication channels

As explained in the previous section, the communication channel is an integral element

of the internal communication process that can have different shapes and forms.

In fact, there is a multitude of channels that can be used for internal communication but
not all of them are associated with the same level of communication effectiveness. The
following table illustrates a hierarchy concerning the effectiveness of internal commu-
nication channels in relation to their interactivity. It can be inferred that channels that
allow higher levels of interaction and engagement also tend to be associated with higher
communication effectiveness. Although less interactive channels, such as email or
voicemail, are the most efficient choice (time, effort, money etc.), they are not neces-

sarily the best, most effective way to communicate.

Table 4: Communication channel and effectiveness*!

Effectiveness
High 1. Face-to-face, individual meetings
2. Face-to-face, small group meetings
3. Face-to-face, town hall meetings
4. Live webcast/video- or teleconference meetings
5. Interactive text-based intranet meetings with polling
6. Video to the desktop/podcasts
7. Intranet postings
8. Non-digital text/visual materials
9. Email
Low 10. Voicemail

Interactivity High Low

Conrath (1973) additionally found that individuals that were physically close to each
other generally preferred face-to-face communication because this kind of communica-
tion involves more direct feedback and enables the transfer and understanding also of
nonverbal messages. However, with increasing physical distance and associated com-
munication costs for face-to-face communication, the preference for telephone interac-

tions increased. Conrath (1973) likewise asserted that only when documentation of the

2! Adapted from Goodman & Hirsch (2010).
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communication process or its results was necessary, written communication, for exam-
ple through emails, was preferred over face-to-face communication. Hence, the final
choice of the communication channel seems to depend on a combination of the channel’s
effectiveness, its associated cost as well as the need to document and record the infor-

mation that is exchanged.

Besides the previous comparison of the different communication channels, it is further
relevant to comprehend the difference between formal and informal communication.
The former, formal communication, is usually characterized by “officially designated
channels of message flow between organizational positions” and established through
policies or organizational charts (Papa et al., 2008, p. 51). It can occur either top-down
from the upper to the lower hierarchical levels, bottom-up from the lower to the upper
levels of the organization or horizontally between employees of the same hierarchical
level. When formal communication is not sufficient, if it is too ambiguous or when so-

cial capital is supposed to be built, informal communication is used.

Informal communication happens more on an ad hoc and spontaneous basis and is by
contrast to formal communication not restricted to officially designated channels. Alt-
hough “performance standards, member expectations, and values at the workgroup
level” can be conveyed through informal communication, informal communication still
predominantly serves to meet personal or social needs (Papa et al. 2008, p. 61). In addi-
tion, informal communication is useful for integrating diffused knowledge through “cre-
ating a high willingness for cooperation and knowledge sharing based on nonreciprocal
pro-social behavior” (Willem & Buelens, 2009, p. 152; Widén-Wulff & Ginman, 