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Abstract

We test competing theoretical perspectives of family firm governance in two separate studies by investigating whether family
firm control moderates the detrimental effect of a management training ground (MTG) on internal auditor objectivity and on
the external auditor’s decision to rely on the internal audit function (IAF). In Study 1, we assess the objectivity of internal
auditors working under an IAF that serves as a MTG or non-MTG and located in a family or non-family firm. A key result
of Study 1 is the mitigating role of family firm control, as we find that the objectivity of internal auditors is reduced when
the IAF serves as a MTG but only in non-family firms. When the IAF is located in a family-controlled firm, the objectivity
of internal auditors is unaffected by the opportunity to be promoted into management positions outside of the IAF. In Study
2, we utilize a controlled laboratory experiment with experienced Big 4 auditors as participants and examine their decision
to rely on an IAF when it serves as a MTG. Our analyses indicate that external auditors reduce their reliance on non-family
firm IAFs that are also MTGs and their decision is fully mediated by the perceived objectivity of non-family firm internal
auditors. In contrast, external auditors’ reliance on family firm IAFs and their perceptions of internal auditor objectivity are
unaffected under a MTG regime. The results of Studies 1 and 2 provide support for the alignment perspective of family firms.

Keywords Family firms - Management training ground - Internal auditor objectivity - External auditor reliance - Corporate
governance

Introduction

In structuring the roles and responsibilities of the internal
audit function (IAF), corporate governance actors, including
management and the audit committee, will decide whether
to utilize the IAF as a training ground for future organiza-
tional managers, accelerating their acquisition of valuable
company knowledge through exposure to operating units
at-large and to financial and operational details integral
to the role of an internal auditor.! While utilization of the
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IAF as a management training ground (MTG) is a common
practice providing informational benefits to future manag-
ers (Carcello et al. 2018),? critics contend that it poses a
threat to the ethical conduct of internal auditors, prevent-
ing them from accomplishing their oversight responsibili-
ties objectively (Hoos et al. 2018; Messier et al. 2011; Rose
et al. 2013).% This ethical conflict occurs because a MTG
provides firm management with a mechanism for reward-
ing internal auditor acquiescence. When internal auditors
operate under an expectation of being moved or promoted
into non-IAF (managerial) positions, they “may endeavor to

! The internal audit function typically performs financial and opera-
tional audits, and may also conduct performance, environmental and
information technology audits (https://www.accountingedu.org/inter
nal-auditing.html).

2 Carcello et al. (2018, p. 121) note that “33% of global companies
(both public and private) and 64% of Fortune 500 companies report-
edly use their IAF as a MTG.”

3 Objectivity is one of the four principles of code of ethics that gov-
erns the behavior of individuals and organizations in the conduct of
internal auditing (https://na.theiia.org/standards-guidance/mandatory-
guidance/Pages/Code-of-Ethics.aspx).
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ingratiate themselves to management” (Abbott et al. 2016, p.
6) or unconsciously shift their judgment to improve future
employment prospects. (Chadwick 1995; Goodwin and Yeo
2001; Rose et al. 2013; Stewart and Subramaniam 2010).
External auditors, in turn, may perceive the MTG practice
to diminish internal auditor objectivity (Messier et al. 2011)
and respond by reducing their reliance on the work of the
IAF.

We conduct and report the results of two separate but
related studies that holistically examine the effects of a MTG
on (1) internal auditor objectivity and (2) external auditor
reliance on the IAF. Importantly, both studies extend the
extant knowledge base by investigating whether family firm
control moderates the effect of a MTG on internal auditor
objectivity and on the external auditor’s decision to rely
on the IAF. When members of the founding family work
as key executives and hold directorship positions, family
beliefs and ethical values exert strong influence on manage-
ment (Anderson and Reeb 2003), who in turn set the over-
all tone for corporate governance and the IAF (Cohen et al.
2002; Gramling et al. 2004). A question that this research
addresses is whether, in the context of a MTG, family con-
trol promotes the self-interest of its clan or reflects a broader
stewardship of company resources.*

Research on family firms has primarily been motivated
by two competing theories of family governance: entrench-
ment and alignment. Under entrenchment theory, the con-
centrated ownership structure of a family firm is portrayed
as creating an environment where internal auditors may be
pressed to protect family interests at the expense of non-
family stakeholders (Bardhan et al. 2015). Under this per-
spective, management may utilize a MTG context to reward
internal auditors for compliant behavior consistent with
family preferences. Alternatively, alignment theory views
family business owners and managers as prioritizing long-
term social and organizational goals collectively benefiting
all stakeholders (Arregle et al. 2007; Le Breton-Miller and
Miller 2009), thereby mitigating the likelihood that manage-
ment would utilize a MTG to entice less objective internal
auditor behavior. We test these competing perspectives of
family firms by investigating, within the context of MTGs,
the dynamic between internal auditor objectivity and exter-
nal auditors’ decision to rely on the IAF.

In Study 1, we examine the influence of a MTG and fam-
ily firm control on internal auditor objectivity by utilizing
participants who actually work in an TAF that (1) is either
a MTG or a non-MTG, and (2) operates within a family

4 This is not a trivial inquiry, as family-controlled firms represent a
dominant component of international economies (Le Breton-Miller
and Miller 2009; Hope et al. 2012), constituting over 66% of firms
located in East Asia, 44% of big companies in Western Europe and
33% and 46% of S&P 500 and 1500 index corporations, respectively
(Cheng 2014).
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firm or a non-family firm. Our sample consists of 146 inter-
nal auditors employed across 26 Mexican companies, with
73 (50%) functioning in an IAF that serves a MTG and 91
(62%) working at a family firm. We take advantage of natu-
rally occurring differences in employment contexts rather
than imposing experimental manipulations in assessing
the objectivity of internal auditors actually working under
a MTG/non-MTG regime and employed by a family/non-
family firm. The results of Study 1 reveal that utilization of
the IAF as a MTG impairs internal auditors’ objectivity, but
only in non-family firms. In contrast to their counterparts in
non-family firms, we find that internal auditor objectivity in
family firms is unaffected when the IAF serves as a MTG.
These results suggest that the adverse influence on internal
auditors’ objectivity that may result from the IAF serving as
a MTG is mitigated within the family firm context.

Our attention turns to external auditors in Study 2, who
are responsible for evaluating the objectivity of internal
auditors in their decision to rely on the IAF (ISA No. 610
[TAASB 2013]; SAS 128 [AICPA 2014]). We investigate
the influence of (1) a MTG vs. a non-MTG, and (2) a fam-
ily vs. a non-family firm on external auditors’ decision to
rely on the IAF and on their perceptions of internal auditor
objectivity, competence and due professional care. Utiliz-
ing a sample of 76 Big 4 external auditors, we execute a
2x2 between-subjects controlled experiment and manipulate
whether (1) it is or is not the practice of the company to pro-
mote internal auditors into outside management positions,
and (2) the focal company is controlled or not controlled by
the founding family. We find that external auditors rely less
on the IAF when it serves as a MTG but, consistent with the
findings of Study 1, only in non-family firms. In the context
of family firms, external auditors’ reliance on the IAF is
unaffected by its service as a MTG.

The results of Study 2 also reveal that in non-family firms,
the negative influence of a MTG on external auditors’ reli-
ance occurs through a perceived reduction of internal auditor
objectivity. This result suggests that in non-family firms,
external auditors perceive internal auditors working under a
MTG regime to be less objective, but not less competent or
having less due care, than their peers not working under a
MTG regime. When the reliance decision involves a family
firm IAF, however, family ownership structure mitigates the
potential negative impact of a MTG on the external auditors’
reliance decision.

The findings of Study 1 and Study 2 contribute to the
internal and external audit literatures investigating the con-
sequences of an IAF serving as a MTG (Christ et al. 2015;
Messier et al. 2011; Rose et al. 2013) and answer the calls of
Vazquez (2018) for research into the ethical behavior of cor-
porate governance actors in family firms and Prencipe et al.
(2014) for experimental research investigating the effects
of family firm control on auditing. Both research studies
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provide support for the alignment perspective of family
firm governance, viewing family firm management as act-
ing in a manner consistent with the interests of a broad set
of stakeholders (Arregle et al. 2007; Le Breton-Miller and
Miller 2009). The results of Study 1 and Study 2 also sug-
gest that the extant research on MTGs must be interpreted
with caution, as prior studies did not differentiate between
IAFs located in family versus non-family firms, an important
distinction given the prominence of family-controlled firms
across the global economy (Campopiano and De Massis
2015; Cheng 2014).

Study 1: MTGs, Family Firms,
and the Objectivity of Internal Auditors

The IAF serves as a critical resource to boards of direc-
tors, management, external auditors and others responsible
for conducting effective oversight of firm management and
financial performance (Gramling et al. 2004; IPPF 2017).°
As one of the four cornerstones of corporate governance,
the IAF is uniquely positioned to monitor the organization’s
internal controls, risk management and financial reporting
processes (IIA 2016; Lin et al. 2011; Prawitt et al. 2009).
To effectively execute its oversight role, the IAF must have
organizational independence and internal auditors operat-
ing under its umbrella must be competent and exercise pro-
fessional care while maintaining objectivity in performing
their work and reporting (Abbott et al. 2016; Gramling et al.
2004; TIA 2016).°

In establishing the responsibilities of the IAF, corporate
governance actors, including management and the audit
committee, will decide whether it will also serve an ancil-
lary role as a training ground for future managers, a com-
mon practice in organizations (Carcello et al. 2018; Messier
et al. 2011). In some companies, employees are first hired
into the IAF where they are then exposed to various operat-
ing units and organizational practices before subsequently
rotating out to a higher position. In other settings, seasoned
employees deemed management worthy are brought into the
IAF to acquire a more comprehensive understanding of com-
pany activities. It is not uncommon under a MTG regime
for senior internal auditors, including the chief audit execu-
tive, to be promoted into executive positions (Abbott et al.
2016; Chadwick 1995; Stewart and Subramaniam 2010;

5 The International Professional Practices Framework (IPPF) repre-
sents the conceptual framework organizing mandatory and recom-
mended authoritative guidance communicated by the Institute of
Internal Auditors (ITA).

6 Abbott et al. (2016, p. 8) note that: “...independence is often
framed as objectivity or as the means to protect against bias or undue
influence of others...”

Burton et al. 2015; Christ et al. 2015). Advocates of the
MTG practice claim that firms accelerate the development
and augment the organizational knowledge of future manag-
ers because as internal auditors, they are exposed to enter-
prise-wide processes, risks, internal controls and operations
(Chadwick 1995; Barrier 2001; Ridley 2001; Prawitt 2003).
Support for this proposition is provided by Carcello et al.
(2018), who find that corporate managers tend to rely more
on internal auditors in MTGs because experienced managers
perceive MTG internal auditors to have more natural abil-
ity and knowledge of the company compared to non-MTG
internal auditors.

The IAF’s proximity with management has historically
raised alarms regarding its possible negative influence
on internal auditor objectivity (Norman et al. 2011) and
researchers have expressed concern that this threat is likely
exacerbated when the IAF also functions as a MTG (Hoos
et al. 2018; Messier et al. 2011; Rose et al. 2013).7 A con-
flict of interest arises under a MTG context because internal
auditors serve with an expectation of being promoted by
management into positions outside of the IAF, creating eco-
nomic incentives and social pressures for internal auditors
to lessen their objectivity that are not present in a non-MTG
context (Stewart and Subramaniam 2010; Messier et al.
2011).® Opponents of the practice argue that because com-
pany management decides who will rotate out of the IAF, as
well as when and where, internal auditors may be enticed to
adopt positions consistent with the interests and preferences
of management in order to attain advancement and other
job-related advantages (Chadwick 1995; Rose et al. 2013).°

Both archival and experimental studies suggest that inter-
nal auditors’ judgments may be compromised when the IAF
serves as a MTG. Abbott et al. (2016) find evidence sug-
gesting that IAF’s serving as MTGs have a lower likelihood
of reporting inappropriate income-decreasing abnormal
accruals. Christ et al. (2015) examine archival data and find
that the systematic rotation of internal auditors to manage-
ment positions produces superior operational performance
but also weakens the IAF’s effective monitoring of financial
reporting quality, resulting in significantly higher accounting
risk. Messier et al. (2011) find that external auditors charge
significantly higher fees when the auditee’s IAF is employed
as a MTG. The authors speculate that this outcome stems

7 Objectivity “requires that internal auditors do not subordinate
their judgment on audit matters to others” (IIA 2016, Sec. 1100) and
“avoid any conflict of interest” (IIA 2016, Sec 1120).

8 The IIA (2016, Sec. 1120) defines a conflict of interest as “a situ-
ation in which an internal auditor, who is in a position of trust, has a
competing professional or personal interest.”

° The findings of Ahlawat and Lowe (2004, p. 156) suggest that
“maintaining a truly objective view” may be impossible when inter-
nal auditors face economic pressure.
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from external auditors attributing a greater motivation to
please management on the part of internal auditors who
work under a MTG context, resulting in a lower level of
objectivity. In experimental studies, internal auditors under
a MTG condition were significantly more likely to favor
aggressive revenue recognition policies proposed by man-
agement (Rose et al. 2013) and to exhibit stronger prefer-
ences for the investment option aligned with management’s
choice (Hoos et al. 2018) than internal auditors under a non-
MTG condition."”

Family Firms and MTGs

The studies referred to above support the proposition that
an organization’s utilization of the IAF as MTG may have a
detrimental effect on the objectivity of its internal auditors.
The impact of a MTG on internal auditor objectivity, how-
ever, may be moderated when the IAF is located within a
family-controlled firm, a factor not considered in prior stud-
ies of MTGs. An entity is a family firm when the founding
family owns a significant amount of equity/voting rights and/
or the family members hold key executive and director posi-
tions (e.g., Anderson and Reeb 2003; Anderson et al. 2003;
Chen et al. 2008; Chen et al. 2010; Prencipe et al. 2014).
Understanding the influence of a family firm context on the
relationship between MTGs and internal auditor objectivity
is important because family firms provides employments
to 60% of the global labor pool (Neckebrouck et al. 2018)
and represent a large segment of international economies
(Campopiano and De Massis 2015; Prencipe et al. 2014),
including approximately 55% of gross domestic product in
the United States (Boone 2015).

Over the past two decades, research across business disci-
plines has advanced our understanding of family firms (e.g.,
Madison et al. 2016; Xi et al. 2015; Vazquez 2018), typically
motivated by either of two competing theoretical perspec-
tives, entrenchment and alignment (James et al. 2017; Madi-
son et al. 2016; Prencipe et al. 2014). Entrenchment theory
focuses on agency conflicts, portraying family owners and
managers as self-serving and opportunistic (Krishnan and
Peytcheva 2019; Schulze et al. 2001). This Type II or prin-
cipal vs. principal agency problem (Morck et al. 2005) is
theorized to affect firm decisions as an asymmetry of infor-
mation between founding families and other shareholders
induces opportunistic family managers to expropriate wealth
from non-family shareholders (Krishnan and Peytcheva
2019; Salvato and Moores 2010; Wang 2006). Under the

100 A potential limitation of the Rose et al. (2013) and Hoos et al.
(2018) experimental studies is that the internal auditor participants
were not identified as actually working under an IAF serving as a
MTG.
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entrenchment perspective, the concentrated ownership struc-
ture in a family firm creates a state of affairs where internal
auditors are pressed to protect family interests at the expense
of nonfamily shareholders (Bardhan et al. 2015), suggesting
that management could utilize a MTG to reward internal
auditors for behavior congruent with family preferences.

Consistent with predictions motivated by entrenchment
theory, some studies have identified family firms with lower
earnings quality more often than non-family firms (Firth
et al. 2007). Leuz et al. (2003) find that in countries where
the legal protection of dispersed shareholders is weak, man-
agers with ties to the founding family have greater incentives
to misrepresent financial performance, intending to conceal
their private control benefits from dispersed shareholders.
Compared to non-family firms, family firms are less likely
to provide voluntary disclosures on corporate governance
practices in their filings (Ali et al. 2007). The results of Jaggi
et al. (2009) suggest that family control, through ownership
concentration or appointment of family members to the
board, weakens the monitoring effectiveness of independ-
ent non-executive directors.

Alignment theory presents a more altruistic vision of
family control, positing that family business owners and
managers are more likely to pursue long-term organiza-
tional goals for the collective interest of stakeholders (Arre-
gle et al. 2007; Le Breton-Miller and Miller 2009). Under
an alignment perspective the controlling family acts as a
steward of company resources, resulting in a reduction of
owner-manager conflicts or Type I agency problems (Morck
et al. 2005) and diminished pressure to manage earnings,
thereby minimizing the prospect that managers would lever-
age a MTG context to entice less objective internal auditor
behavior.

In support of the alignment perspective, Wang (2006)
provides evidence that firms with family managerial control
(family members on the board of directors or in the execu-
tive positions) report higher quality of earnings. Tong (2008)
finds that family firms have lower absolute discretionary
accruals, report fewer small positive earnings surprises, and
have less earnings restatements relative to non-family firms.
Family-controlled firms, in particular those that are strongly
governed, are more likely to choose auditors with industry
developed expertise to signal their financial reporting quality
(Kang 2014) and make more informative disclosures when
performance is poor (Chen et al. 2008).

Entrenchment and alignment theories generate conflicting
predictions on the relationship between MTGs and internal
auditor objectivity in family firms compared to non-family
firms. Under the entrenchment perspective, management’s
emphasis on meeting short-term earnings goals will cre-
ate pressure on family firm internal auditors to acquiesce.
Within this context, an IAF that also serves as a MTG will
likely magnify the pressure and/or incentives for internal
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auditors to compromise their objectivity. In contrast, the
alignment perspective maintains that a family firm context
will mitigate the adverse effect of a MTG on objectivity
because internal auditors face less pressure from manage-
ment to meet earnings goals. As a result, management will
be less likely to utilize a MTG to induce internal auditor
acquiescence. The objective of Study 1 is to test the compet-
ing entrenchment and alignment perspectives regarding the
moderating influence of family firm control on the relation-
ship between MTGs and internal auditor objectivity:

H1a (entrenchment perspective): The adverse influence
of a MTG practice on internal auditors’ objectivity will be
greater in family firms than in non-family firms.

H1b (alignment perspective): The adverse influence of
a MTG practice on internal auditors’ objectivity will be
greater in non-family firms than in family firms.

Research Method
Participants

Ideally, the first step in evaluating the objectivity of internal
auditors is to select a large, randomly chosen sample drawn
from the population of IAFs representing family/non-family
firms and MTGs/non-MTGs. In reality, IAFs reside in pri-
vate entities whose management are often unwilling to grant
access, allow obtrusive data collection methods or tolerate
interruptions of work. Because of these access limitations
our sample of internal auditors was not randomly selected.
Rather, we contacted and obtained permission from the man-
agement of 26 Mexican companies, with IAFs serving as
MTGs or non-MTGs and representing family or non-family
firms. Mexico is a favorable setting to conduct family firm
research because it has the third largest level of family own-
ership concentration in the world (Chong et al. 2009), with
widespread family management of large firms (Aguilo and
Aguilo 2012; Castafieda 1999; Rivas 2012)."!
Participating companies were solicited through author
contacts with the Mexican Institute of Internal Auditors
and from chief executives and board members attending a
corporate governance program at a Mexican university.'?

1 In 2004, The Economist (2004) estimated that family firms owned
up to 95% of Mexican firms and 43% of the value of firms listed on
the Mexican exchange market were controlled by just one family. Our
focus on Mexico also contributes to filling an extant gap in the litera-
ture as very few academic studies refer to Mexican family firms, per-
haps because of the difficulty in gaining access to information about
their ownership and control structures (Aguilo and Aguilo 2012).

12 Mexican internal auditors follow International Standards on
Auditing (IAS) and International Standards for the Professional

Each of the 26 participating companies employed a ‘Big 4’
public accounting firm as its external auditor. The participat-
ing firms report, on average, an annual revenue of 2.1 billion
U.S. dollars. The IAFs of the participating companies pro-
vided a pool of 155 internal auditors but we excluded nine
because they did not complete the assigned task, resulting in
a final sample of 146 participants.'> On average, the partici-
pants have 5.9 years of internal audit experience, 4.9 years
of firm experience, 3.1 years of external audit experience,
and reported 58 hours of annual training. All of the inter-
nal auditor participants indicated spending at least some of
their time working on financial statement audits of operating
units, averaging 32% of annual work time across the sample.
Of the sample of internal auditors, 53% (77) work at listed
firms and 64% (94) previously worked as an external auditor.
Most (93) of the 146 internal auditor participants reported
assisting the external auditor in completing its annual audit
of company financial statements, 32% (47) have experience
working in business areas outside of internal auditing, and
51% (75) are female.

Experimental Design

Unlike traditional experiments utilizing a case vignette with
manipulated independent variables, we instead exploit dif-
ferences in the participants’ employment contexts in Study
1 to assess the influence of MTGs on internal auditors’
objectivity in family and non-family firms. By investigating
whether internal auditors actually working in MTGs and
family firms respond differently to the same earnings man-
agement scenario than their counterparts in non-MTGs and
non-family firms, we move closer to the goal of assessing
objectivity in fact (Messier et al. 2011). The methodology
of Study 1 also answers the call of Rose et al. (2013, p. 17)
that “studies should investigate alternative, more effective
methods for [examining] the objectivity of internal auditors
when the internal audit function is a management training
ground.” We utilize a field setting because it enables inter-
nal auditor participants to freely respond from their own
perspective in their own work environment (Harrison and
List 2004), without manipulation or economic incentive,
potentially bringing forth organically occurring differences
in the judgment of internal auditors actually working under
these contexts while minimizing the possibility of demand
effects impacting participant responses.

Footnote 12 (continued)

Practice of Internal Auditing (IPPF) per discussions with CAEs from
participating firms.

13 On average, participants spent 20-25 min to complete the task.
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Experimental Task

Research materials were written and data collection sessions
were conducted in Spanish, the native language of the par-
ticipants. All participants received an identical vignette and
were instructed to analyze the case as she/he would normally
do during the course of an internal audit engagement. The
revenue recognition task was based on an earnings man-
agement case developed by Sack (2002) and modified for
this study. The case was translated into Spanish by one of
the authors, a Mexican citizen, and pilot-tested with inter-
nal auditors provided by the Mexican Institute of Internal
Audit."* We utilize a hypothetical revenue recognition sce-
nario as opposed to case specifically tailored to the setting
of the participants’ company and job responsibilities because
the large number of firms (26) in the sample preclude the
design of an instrument specific to the context of each partic-
ipant. Employing a generic case also eliminates the potential
for a company-specific scenario to trigger a guarded or sen-
sitized reaction on the part of participants and may therefore
be more likely to elicit unfiltered responses reflecting innate
differences in objectivity.

All participants completed the experimental task in the
presence of one of the authors in a controlled setting at
their workplace. Our objective in instructing participants to
respond from their own perspective, rather than manipu-
lating conditions, was to capture organically occurring
differences in objectivity among auditors from family and
non-family firms working in IAFs that either serve or do
not serve as MTGs. The internal auditor participants were
informed of the hypothetical company’s background infor-
mation and directed by the audit committee to analyze a
revenue recognition issue occurring in the last month of
the fiscal year with two alternative solutions. Solution 1
allowed top management to meet earnings forecasts and
receive a bonus but was based upon a questionable interpre-
tation of financial reporting rules. Solution 2 represented
a more conservative and rule-consistent accounting treat-
ment, causing management to miss the earnings forecast and
its annual bonus while triggering some key shareholders to
be upset. After reviewing the year-end revenue recognition
issue, participants read additional information regarding the
potential impact of the alternative solutions on key numbers
in the income statement and balance sheet. Following this
section, participants were instructed to indicate their sup-
port of either Solution 1 or Solution 2 (Proposed Solution).

4 A total of 81 internal auditors participated in a pilot test of the
case material. The pilot test was conducted at a plenary session held
by the Mexican Institute of Internal Audit. Feedback from the pilot
test was used in modifying the final case material to minimize any
ambiguous and/or unclear information. We verified that the pilot test
participants were excluded from the final sample.

@ Springer

Participants responded to demographic questions and a
number of debriefing items upon completing the revenue
recognition task.

Dependent Variable

We utilize participants’ Proposed Solution for the revenue
recognition case as the dependent variable. A 7-point bipo-
lar scale is employed to measure this variable rather than
a dichotomous scale because the revenue recognition task
involves an earnings management case where it is uncertain
as to when the company’s performance obligation is fulfilled
and revenue can be recognized (Sack 2002). We measure
the direction of internal auditors’ reporting choice from the
neutral point of the scale and the degree or extremeness of
the reporting choice from the neutral point (e.g., Peabody
1962).'3 The Proposed Solution variable serves as our proxy
for internal auditor objectivity, with relatively higher scores
indicating greater objectivity (stronger support for the solu-
tion that was more conservative and rule consistent, but
resulting in management missing its earnings forecast and
bonus).

Independent Variables

The two factors of interest for this study are whether the
internal auditor participants work in an IAF serving as a
MTG (MTG or non-MTG) and whether they work in a Fam-
ily Firm (FF or non-FF). For the 146 participating internal
auditors, their respective chief audit executives (CAEs) con-
firmed that 73 (50%) worked in a MTG context and 91 (62%)
worked at a family firm. The criteria used in prior literature
to identify or define the existence of MTG include: (1) the
practice of the company is to rotate internal auditors out of
the IAF into line management positions; (2) internal audi-
tors are trained for line management positions in business
units outside of internal audit; and/or (3) internal auditors
have been recently promoted into line management positions
(e.g., Chadwick 1995; Goodwin and Yeo 2001; Stewart and
Subramaniam 2010; Messier et al. 2011; Rose et al. 2013).
All of the CAEs who affirmed that their internal auditors
operated under a MTG context indicated the existence of
the first criteria and also the second and/or third criteria as
descriptive of their firms’ IAF.

Prior research classifies a company as a family firm if
family members’ concentrated ownership is sufficient to

15 After collecting data, we coded participants’ Proposed Solution on
the bipolar scale of: — 3 (Strongly propose Solution 1), — 2 (Mod-
erately propose Solution 1), — 1 (Slightly propose for Solution 1), 0
(Indifferent), + 1 (Slightly propose Solution 2), + 2 (Moderately pro-
pose Solution 2), and + 3 (Strongly propose Solution 2). A similar
approach was used by Peters et al. (2006) and Weller et al. (2013).
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Table 1 Study 1: Descriptive Information

Panel A: Demographic Information

Non-Family Firm and Non-Family Firm  Family Firm and Family Firm and  Total
non-MTG and MTG non-MTG MTG
n* 21 34 52 39 146
Years of Internal Audit Experience® 6.55 4.36 6.71 5.65 5.85
{6.15} {3.27} {6.08} {3.86} {5.04}
Years of Firm Experience® 243 5.59 4.61 6.06 491
{2.12} {5.45} {4.74} {4.31} {4.64}
Years of External audit Experience® 4.39 1.38 3.46 3.23 3.05
{4.28} {2.10} {2.74} {3.79} {3.31}
Experience in Business Units® 6 19 15 7 47
(28.6%) (55.9%) (28.8%) (20.5%) (32.9%)
Interaction with External Auditors® 16 16 31 30 93
(76.0%) (48.0%) (59.0%) (78.0%) (64.0%)
Financial Statement Audit (%)° 27.55 24.58 29.73 42.18 31.78
{23.06} {17.95} {25.98} {27.62} {25.18}
Female Internal Audit Participants (%)° 52.00 51.00 52.00 54.00 51.70
Panel B: Proposed Solution across Four Different Contexts
Mean (standard deviation) {sample size}
Family Firm Main Effect:
[ P MTG
Family Firm Non-Family Firm
MTG
The IAF serves as a MTG 1.26 0.32 0.82
(2.04) (2.51) (2.29)
{39} {34} {73}
Non-MTG 1.21 1.95 1.42
(2.24) (1.66) (2.11)
{52} {21} {73}
Main Effect: Family Firm 1.23 0.95 1.12
(2.15) (2.35) (2.22)
{91} {55} {146}

aSample size per organizational context

®Mean {standard deviation}

“The percentage figures pertain to each treatment condition or the ‘column’ sample
N=146

MTG=1 if the internal audit function (IAF) serves as Management Training Ground (MTG), O if the IAF serves as a Non-Training Ground
(Non-MTG)

Family firm=1 if Family firm, O if non-family firm

Proposed Solution=Internal auditors’ proposed solution on revenue recognition: — 3 (Strongly propose Solution 1), — 2 (Moderately propose
Solution 1), — 1 (Slightly propose for Solution 1), 0 (Indifferent), + 1 (Slightly propose Solution 2), + 2 (Moderately propose Solution 2), and
+ 3 (Strongly propose Solution 2)

Years of Internal Audit Experience = Years of experience in internal auditing

Years of Firm Experience = Years of working experience at the firm

Years of External Audit Experience = Years of experience in external auditing

Experience in Business Units =Experience working outside of internal auditing within the current company (1= Yes, 0=No)
Interaction with External Auditors =Experience in Interacting with the Company’s External Auditors (1 = Yes, 0=No)
Financial Statement Audit=Percentage of Annual Work Time Spent on Financial Statement Audit (%)

Gender=1 if Male, 0 if Female

control company decisions and/or if the CEO is the founder
or related to the founding family (by either blood or mar-
riage) and family members hold key positions within the

firm, are represented on the board of directors, and/or are
blockholders (Anderson and Reeb, 2003; Anderson et al.
2003; Chen et al. 2008; Chen et al. 2010; Prencipe et al.
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Table 2 Study 1: Correlation

Management Training  Family Firm Proposed Solution

Matrix Ground (MTG)
MTG 1
Family Firm —0.184* 1
Proposed Solution —0.136 0.063 1
Years of Internal Audit Experience —0.161 0.103 0.075
Years of Firm Experience 0.203* 0.090 —0.136
Years of External Audit Experience —0.022 0.067 0.150
Experience in Business Units (%) 0.084 —0.221%* - 0.079
Interaction with External Auditors (%) 0.004 0.079 —0.027
Financial Statement Audit (%) 0.106 0.184* 0.011
Gender (1 =male, 0 =female) 0.071 0.119 —0.003

**Correlation is significant at the 0.05 level (2-tailed)
*Correlation is significant at the 0.01 level (2-tailed)
N=146

MTG =1 if the internal audit function (IAF) serves as Management Training Ground (MTG), O if the IAF
serves as a Non-Training Ground (Non-MTG)

Family Firm=1 if Family Firm, 0 if Non-Family Firm
Proposed Solution=Internal auditors’ proposed solution on revenue recognition: — 3 (Strongly propose

Solution 1), — 2 (Moderately propose Solution 1), — 1 (Slightly propose for Solution 1), 0 (Indifferent), + 1
(Slightly propose Solution 2), + 2 (Moderately propose Solution 2), and + 3 (Strongly propose Solution 2)

Years of Internal Audit Experience = Years of experience in internal auditing
Years of Firm Experience = Years of working experience at the firm
Years of External Audit Experience = Years of experience in external auditing

Experience in Business Units=Experience working outside of internal auditing within the current com-
pany (1=Yes, 0=No)
Interaction with External Auditors=Experience in Interacting with the Company’s External Auditors

(1=Yes, 0=No)

Financial Statement Audit=Percentage of Annual Work Time Spent on Financial Statement Audit

Gender=1 if Male, 0 if Female

2014). The CAEs who confirmed that their internal auditor
participants worked at a family firm described their com-
pany’s concentrated ownership in terms of the founding
family and also confirmed that family members served as
top management and/or members of the board of directors.
CAE:s indicated that the founder and/or the founding fam-
ily members had concentrated ownership, on average, of
62% of the company.

Analysis and Results
Preliminary Analysis and Descriptive Statistics

As shown in Table 1, most of internal auditor participants
chose Solution 2, with a mean indicative of a relatively
moderate level of objectivity (mean=1.12, s.d.=2.22). The
highest mean objectivity was achieved by internal auditors
in non-FF/non-MTG environments and the lowest mean
objectivity occurred in the non-FF/MTG. The objectivity

@ Springer

of family firm internal auditors was nearly identical between
MTG and non-MTG regimes.

Results of correlation analysis revealed in Table 2 indi-
cate that the experience variables (internal audit experience
and firm experience) are not significantly correlated with the
Proposed Solution dependent variable. The negative correla-
tion between the Family Firm and MTG variables suggests
that, on average, participants who work for family firms are
less likely to work in an IAF serving as a MTG. A positive
correlation exists between the Firm Experience and MTG
variables. This correlation may be attributable to MTG firms
moving experienced personnel into the IAF before their
promotion to management. A negative correlation between
Experience in Business Units and Family Firm indicates that
participants are less likely to have working experience out-
side of internal auditing when they work for family firms.
A positive correlation between Financial Statement Audit
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Table 3 Study 1: Regression Analysis

DV; = a,+(ﬂ|i X Family Firm,-) + (ﬂ2i X MTG,-) + (ﬁ}i X Interaction Term,-)

+ (ﬂ4i X Years of Internal Audit Experience[) + (ﬂSi X Years of Firm Experience[)

+ (Pei x Years of External Audit Experience;) + (#7; X Experience in Busines Units; )
+ (Pg; x Interaction with External Auditors; ) + (fg; X Financial Statement Audit; )
(

+ (B10: x Gender;) +¢;

All participants (N=146)

Constant a, =2.293, s.e=0.775
(p=0.004)

MTG by =-1490, s5.6=0.729
(p=0.043)

Family Firm by, = —0.535, s.e=0.620
(p =0.390)

Interaction Term by =1.862, s.e=0.877
(p=0.036)

Years of Internal Audit Experience b, =0.070, s.e =0.046
(»=0.127)

Years of Firm Experience bs = —0.096, s.e =0.050
(p=0.059)

Years of External Audit Experience by = —0.328, s.e =0.475
(p=0.492)

Experience in Business Units b; =0.0135, s.e =0.468
(p=0.774)

Interaction with External Auditors bg = —0.585, s5.6=0.430
(p=0.176)

Financial Statement Audit by = —0.001, s.e =0.008
(p=0.903)

Gender b,y = —0.060, s.e=0433
(p=0.889)

R? 0.084

Adjusted R? 0.009

(All p values are two-tailed)

MTG=1 if the internal audit function (IAF) serves as Manage-
ment Training Ground (MTG), O if the IAF serves as a Non-training
ground (non-MTG)

Family Firm=1 if family firm, O if non-family firm

Proposed Solution=Internal auditors’ proposed solution on revenue
recognition: — 3 (Strongly propose Solution 1), — 2 (Moderately
propose Solution 1), — 1 (Slightly propose for Solution 1), 0 (Indif-
ferent), + 1 (Slightly propose Solution 2), + 2 (Moderately propose
Solution 2), and + 3 (Strongly propose Solution 2)

Years of Internal Audit Experience= Years of experience in internal
auditing

Years of Firm Experience = Years of working experience at the firm
Years of External Audit Experience= Years of experience in external
auditing

Experience in Business Units = Experience working outside of inter-
nal auditing within the current company (1= Yes, 0=No)

Interaction with External Auditors=Experience in Interacting with
the Company’s External Auditors (1 =Yes, 0=No)

Financial Statement Audit=Percentage of Annual Work Time Spent
on Financial Statement Audit

Gender=1 if Male, 0 =Female

and Family Firm indicates that internal auditors at family
firms spend a larger percentage of their time on the corporate
financial statement audit compared to internal auditors at
non-family firms.

Tests of Hypotheses

The competing hypotheses of Study 1 predict that the
adverse effect of a MTG practice on internal auditors’
objectivity will be greater in family firms (H1a: entrench-
ment perspective) versus greater in non-family firms (H1b:
alignment perspective). To test the hypotheses, we use the
final sample of 146 internal auditors and regress Proposed
Solution on Family Firm, MTG, the interaction term (Fam-
ily Firm X MTG) and the control variables (Years of Inter-
nal Audit Experience, Years of Firm Experience, Years of
External Audit Experience, Years of Experience in Business
Units, Experience in Interacting with External Auditors,
% of Time Spent on Financial Statement Audit and Gen-
der). As indicated in Table 3, we find a significant nega-
tive effects of MTG on the participating internal auditors’
Proposed Solution (p=0.043) and a significant interaction
term (MTG X FF) after controlling for demographic vari-
ables (p =0.036).'° The significance of the MTG variable
indicates that internal auditors working under a MTG con-
text, on average, favored a solution that was different (i.e.,
less objective) than the solution proposed by the internal
auditors not working under a MTG context. These results,
however, must be interpreted in light of the significant inter-
action between the MTG and Family Firm variables. This
interaction is shown in Figure 1.

The interaction between the MTG and Family Firm var-
iables suggests that the impact of a MTG context on the
objectivity of internal auditors is conditioned upon firm
ownership structure. In non-family firms, the Proposed
Solution of internal auditors working under a MTG context
(X =.32) is significantly (p = 0.008) less objective than that
of internal auditors not working under a MTG (X=1.95). In
family firms, however, the Proposed Solution does not dif-
fer significantly between internal auditors working under a
MTG (X = 1.26) versus internal auditors not working under
a MTG (X =1.21). These results provide support for H1b.

To test the sensitivity of our results, we dichotomized
the Proposed Solution dependent variable as participants’
choice of either Solution 1 or Solution 2. A tabulation of
participants’ solution choices by MTG and Family Firm
is presented in Panel A of Table 4. We conduct a logistic

16 In the absence of the demographic variables, a regression of Pro-
posed Solution on Family Firm, MTG, and the interaction term (MTG
x FF) produces similar results to those presented in Table 3. The par-
ticipating internal auditors’ Proposed Solution is influenced by the
MTG variable (p=0.008) and significantly affected by the interaction
term (p=0.030).
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Fig. 1 The Impact of MTGs and 2.5 1
Family Firms on Internal Audi- -
tors’ Proposed Solution MTG Non-MTG
2 0 T k
-
-
-
-
S~
1.5 - = -
-
-
1.0 -
0.5 1
0.0 T )
Non-Family Firm Family Firm
Table 4 Study 1: Logistic Regression Analysis of Internal Auditor Objectivity
DV =0 (if Solution 1) or 1 (if Solution 2)
Panel A: Classification Table
Observed Predicted
Proposed Solution Percentage correct
Solution 1 Solution 2
Step 1
Proposed Solution
Solution 1 6 37 14.0
Solution 2 3 99 97.1
Overall Percentage 72.4
a. Constant is included in the model
b. The cut value is .500
Panel B: Logistic Regression
B S.E. Wald df Sig. Exp (B)
Step 1**
MTG —1.498 0.724 4.285 1 0.038 0.223
Family Firm —0.686 0.707 0.942 1 0.332 0.504
Interaction (MTG x Family Firm) 1.673 0.866 3.733 1 0.053 5.330
Years of Firm Experience —0.057 0.040 2.075 1 0.150 0.945
Constant 1.935 0.633 9.356 1 0.002 6.925

**Variable(s) entered on step 1: MTG, family firm, MTG x family firm, years of firm experience

regression, where the dependent variable, the choice of
Solution I or Solution 2, is regressed on the MTG and Fam-
ily Firm independent variables with Years of Firm Experi-
ence included as a control variable.!” Results of the logistic

17 We include the Years of Firm Experience variable as a control var-
iable in the logistic regression analysis because it is the only demo-
graphic variable that is significantly associated with the Proposed
Solution variable (Table 3).
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regression presented in Panel B of Table 4 resemble those
revealed in Table 3, with a marginally significant main effect
for MTG (p=0.038) and a significant interaction between
MTG and Family Firm (p=0.053).'%

18 A Chi-square test (un-tabulated) indicates that the internal audi-
tors’ choice of Solution 1 versus Solution 2 differs significantly
(p=.056) across the four MTG and Family Firm contexts.
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Collectively, the statistical analyses are in agreement
regarding the influence of MTGs and family firms on inter-
nal auditor objectivity and are supportive of the alignment
perspective of family-controlled firms. A key finding of Study
1 is that working in an IAF serving as a MTG may reduce
internal auditor objectivity, but only in non-family firms. The
objectivity of internal auditors in family firms appears unaf-
fected by the opportunity to be promoted into management
positions outside of the IAF. The potential for MTGs to differ-
entially affect the objectivity of internal auditors in non-family
firms compared to family firms is of critical importance given
the economic significance of family firms and a discrepancy
that external auditors should be cognizant of in their decision
to rely on the work of an IAF that serves as a MTG.

Study 2: MTG’s, Family Firms and External
Auditor Reliance

Although they represent distinct and complimentary
dimensions of corporate governance, the roles of internal
and external auditors can overlap in their examinations of
financial accounting information and controls. The poten-
tial redundancy of audit procedures creates the opportunity
for company management to reduce the cost of oversight
by substituting the work of the IAF for that of the external
auditor in its audit of company financial statements (Bame-
Aldred et al. 2013). Reliance on the work of the IAF is also
beneficial to the external auditor because it can contribute
to a more efficient and timelier audit (Abbott et al. 2012;
Prawitt et al. 2011). Before it can rely on the work per-
formed or direct assistance of the client’s IAF, however,
the external auditor is required by standards to confirm that
the client’s internal auditors perform their work objectively
while demonstrating competence and due professional care
(ISA No. 610 [TAASB 2013]; SAS 128 [AICPA 2014])."

MTG'’s, Family Firms and External Auditor Reliance

Guidance provided under ISA 610 frames internal auditor
objectivity as the ability “to perform tasks without allowing
bias, conflict of interest or undue influence of others to over-
ride professional judgments” (IAASB 2013, p. 10).% In its
reliance decision, ISA 610 requires the external auditor to

19 ISA 610 requires the external auditor to evaluate the objectivity
and competence of the IAF and whether it “applies a systematic and
disciplined approach.” To reduce the potential for cross-national dif-
ferences in interpretation of “systematic and disciplined” (O’Donnell
and Prather-Kinsey 2010), we employ the more general term “due
professional care” to capture the audit work approach of the IAF.

20 SAS 128 was developed using ISA 610 as its base and converges
with the language and requirements of ISA 610 (AICPA 2014), result-

consider organizational policies and procedures that affect
the objectivity of its internal auditors, including “whether
those charged with governance oversee employment deci-
sions related to the internal auditor function” (IAASB
2013, p. 10). External auditors should be aware that a MTG
increases the economic incentives and social pressures for
internal auditors to lessen their objectivity because man-
agement typically promotes internal auditors to positions
outside of the IAF (Carcello et al. 2018; Messier et al. 2011;
Stewart and Subramaniam 2010).

Despite the ubiquity of corporate MTGs and their poten-
tial threat to internal auditor objectivity, we are unaware of
research investigating the influence of MTGs on external
auditor reliance. Initial evidence regarding external auditors’
perception of MTGs is provided by Messier et al. (2011) in
a follow-up experiment to their archival main study. Mess-
ier et al. (2011) enlist 43 Norwegian external auditors as
participants and their results suggest that external auditors
perceive internal auditors working under a MTG context to
be less objective, but not less competent or with less due
professional care, than internal auditors not working under
a MTG context. The perception of diminished objectivity on
the part of internal auditors working under a MTG context
should motivate external auditors to place less reliance on
an IAF serving as a MTG.

Prior research supports the notion that client organiza-
tional factors, such as governance structure, can influence
the IAF’s quality and, in turn, the external auditors’ reli-
ance decision (see Bame-Aldred et al. [2013] for a review).
At the organizational level, management sets the ‘tone at
the top’ for corporate governance (Cohen et al. 2002) and
enacts policies affecting the IAF’s independence, functions
and responsibilities within the company (McHugh and Rag-
hunandan 1994; Sarens and De Beelde 2006a, b). Family
beliefs and ethics are likely to influence the collective values,
goals and strategies of the organization (Le Breton-Miller
and Miller 2009), and therefore the attitudes and behavior
of management toward the IAF. Management, in turn, bears
more scrutiny from members of the controlling family than
from minority shareholders (Anderson et al. 2003). As fam-
ily members can exert considerable influence in setting the
overall tone for corporate governance (Anderson and Reeb
2003), it is incumbent upon the external auditor during
its evaluation of the IAF to properly assess the potential
impact of a family business environment on internal auditor
objectivity.

The limited research on family firms involving the exter-
nal audit has produced mixed results as to whether external
auditors perceive the influence of the controlling family as

Footnote 20 (continued)

ing in substantively similar standards. We cite the language of ISA 610
because Mexican external auditors follow IAASB regulations.
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congruent with the entrenchment perspective or the align-
ment perspective (Krishnan and Peytcheva 2019). Research
supporting an entrenchment perspective includes that of
Hope et al. (2012), who find higher audit fees in family
firms when the CEO is a member of the founding family.
Their results suggest that external auditors view this type of
family relationship skeptically, with the potential to affect
earnings quality and increase audit risk. In an experimental
study, Krishnan and Peytcheva (2019) find that, compared to
non-family firms, external auditors perceive family firm with
higher fraud risk and are less likely to accept family firm as
a client, especially in the presence of a weak audit commit-
tee. Consistent with the entrenchment perspective, Krishnan
and Peytcheva conclude that external auditors expect greater
agency conflicts in family firms than in non-family firms
Alternatively, some research finds that external auditors
may associate family firm control with lower agency costs
and reduced audit risk, consistent with alignment theory.
Niemi (2005) reports that audit hours and audit fees are
negatively associated with the level of concentrated owner-
ship by the founding family, suggesting that external auditors
may connect higher levels of family ownership with lower
audit risk. Ghosh and Tang (2015) find that family firms
are charged significantly less for the external audit than are
non-family firms because their superior financial reporting
lowers audit risk. Srinidhi et al. (2014) also provide evidence
that family firms pay lower audit fees compared to non-fam-
ily firms. The results of these studies suggest that external
auditors may perceive family firm control as affirmative and
consistent with an alignment perspective because manage-
ment is less concerned with earnings manipulation and more
concerned with long-term performance (Martin et al. 2016).
The alternative characterizations of family-controlled
firms under the perspectives of entrenchment and alignment
render competing hypotheses regarding the influence of fam-
ily firms in moderating the potential impact of MTGs on
the external auditor’s reliance decision. Under the entrench-
ment perspective, corporate governance actors will prioritize
family interests over those of other stakeholders. Therefore,
external auditors will likely assess higher audit risk when
they observe owner-managers’ exerting significant control
over a family firm’s operating and investment decisions, per-
ceiving family interests to take precedence over financial
reporting quality (Bertrand and Schoar 2006; Le Breton-
Miller and Miller 2009; Leuz et al. 2003). The more adver-
sarial organizational context of the entrenchment perspective
should lead external auditors to perceive family firm internal
auditors as less objective than non-family firm auditors and
to face even greater pressure to reduce their objectivity when
the TAF serves as a MTG. Under the entrenchment perspec-
tive, external auditors will likely place lower reliance on a
family firm IAF compared to a non-family firm IAF, and
place the least reliance on a family firm IAF that serves as
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a MTG compared to a non-MTG family firm IAF or to a
non-family firm IAF with a MTG. That is, the difference
in external auditor reliance between MTG and non-MTG
contexts will be greater for a family firm IAF than for a
non-family firm IAF.

Under an alignment perspective, family firms prioritize
meeting broad stakeholder goals rather than the more nar-
row interests of family members, suggesting that in family
firms, management will require higher levels of objectivity
from internal auditors than in non-family firms. Researchers
across business disciplines have found that family firms dif-
fer considerably from non-family firms in their ethical focus
(e.g., loyalty and connection amongst members of organiza-
tion), social performance (e.g., positive involvement with the
community, employees and social initiatives) and informal
practices to promote an ethical environment (e.g., Adams
et al. 1996; Bingham et al. 2011; Blodgett et al. 2011; Duh
et al. 2010; Dyer and Whetten 2006; He et al. 2012; Mullin
and Schoar 2016; O’Boyle et al. 2010; Sorenson et al. 2009).
Under the more affirmative organizational context framed by
the alignment perspective, the threat to internal auditor objec-
tivity posed by a MTG practice and its corresponding potential
negative impact on the external auditors’ reliance decision is
attenuated when internal auditors work in an IAF located in
a family firm. Under this viewpoint, external auditors would
place less reliance on a non-family firm IAF that serves as a
MTG compared to a non-family firm IAF not serving as a
MTG. In family firms, however, the reliance decision of exter-
nal auditors would be unaffected by the presence of a MTG.
Under the alignment perspective, the difference in external
auditor reliance between MTG and non-MTG contexts will be
greater for a non-family firm IAF than for a family firm IAF.

In light of the competing theoretical propositions regard-
ing the moderating influence of family firms on the external
auditor’s decision to rely on an IAF serving as a MTG, we
offer hypotheses reflecting both entrenchment and alignment
perspectives:

H2a (entrenchment perspective): The effect of a MTG prac-
tice on the external auditor’s decision to rely on the IAF will
be greater in family firms than in non-family firms.

H2b (alignment perspective): The effect of a MTG practice
on the external auditor’s decision to rely on the IAF will be
greater in non-family firms than in family firms.

Prior research finds that relative influence of internal auditor
competence, due professional care and objectivity on the
external auditor’s decision to rely on the work of the IAF is
dependent upon context. Maletta and Kida (1993) report that
competence, objectivity and work performance are all sig-
nificantly related to the reliance decisions of their external
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auditor participants. The results of Maletta (1993), however,
indicate that work performance has a significant influence on
external auditors’ reliance decisions when internal auditor
objectivity is high but not when objectivity is low. Bame-
Aldred et al. (2013) posit that internal auditor objectivity,
rather than differences in competence, appears to drive
the results of Glover et al. (2008) and those of Desai et al.
(2011), in that both studies find external auditors rely more
on an outsourced IAF than an in-house IAF when risk is at
least moderate. Results of path analyses presented by Glover
et al. (2008) and Desai et al. (2008) reveal that internal audi-
tor objectivity partially mediates the effects of internal audit
sourcing arrangements (e.g., in-house, co-sourcing and out-
sourcing) on external auditors’ reliance decisions. Building
from these studies and the MTG literature, we predict that
external auditor perceptions of internal auditor objectivity,
rather than internal auditor competence or due care, will
account for the relationship between a MTG and the reliance
of external auditors on the IAF. This discussion leads to the
following hypothesis:

H3: Internal auditor objectivity will mediate the effect of a
MTG on the external auditors’ decision to rely on the IAF.

Research Method
Participants

In Study 2, we employ a controlled laboratory experiment to
(1) examine the impact of a MTG and family firm control on
the external auditor’s decision to rely on the work of the IAF,
and to (2) investigate whether perceptions of internal auditor
objectivity, competence and due professional care mediate
the effect of a MTG on external auditor reliance. Two of
the Big 4 international public accounting firms located in
Mexico agreed to provide experienced external auditors as
participants for Study 2.%!

Interacting and/or coordinating with a client’s IAF is
required of external auditors (ISA No. 610 [TAASB 2013];
SAS 128 [AICPA 2014]) and partners from both participat-
ing firms assured us that working with a client’s IAF is a
common practice for their firm’s auditors. The initial pool of
external auditor participants consisted of 101 audit juniors,
seniors and managers. Four individuals attending the firms’
training sessions indicated no experience interacting with a

2! Discussions with partners from participating Big 4 offices indi-
cated that Mexican external auditors follow substantially the same
audit practices as their U.S. counterparts, receive training identical to
Big 4 auditors in the U.S., and often conduct audits conjointly with
American auditors. Furthermore, audits in Mexico are subject to
The International Forum of Independent Audit Regulators as well as
Public Company Accounting Oversight Board inspections for clients
whose securities are registered on exchanges in the United States.

client’s IAF and were excluded from participation. Of the
97 participants, twenty-one auditors were excluded from the
study because nine failed to respond correctly to a manipula-
tion check question (9.2%) and twelve did not complete the
task (12.4%). The final sample contains 76 external auditors,
including 24 (31%) audit juniors, 50 (66%) audit seniors and
2 (3%) audit managers, with female representation at 35%
(27). Collectively, the external auditors in the sample pool
had, on average, 4.3 years of audit experience and 3.4 years
of firm experience.

Research Design and Experimental Task

A 2 x2 experimental design was used to test the hypoth-
eses of Study 2. Data were collected at training sessions
held independently by the two participating firms. During
the training sessions, one of the authors administered the
experiment and de-briefed the participants. All research
materials were written and all data collection sessions were
conducted in Spanish. The experiment took place under con-
trolled laboratory conditions. The task required the external
auditor participants to read a revenue recognition scenario
based on the case utilized in Study 1 and modified for this
study. Participants were instructed to assume the role of an
external auditor working on a third-year engagement of a
hypothetical company and to analyze the audit case as she
or he normally would during the course of an audit engage-
ment. The case included company background information
and described the pressures and incentives for top manage-
ment to increase earnings. Also provided in the case was
information regarding the IAF, the general qualifications of
its internal audit staff and the reporting lines.?? The external
auditor participants were informed that the internal audit
department spent 33% of its time performing audits of finan-
cial and accounting information with the remaining time
dedicated to operational audits.?® Participants were then
directed in the case by a hypothetical audit partner to analyze
arevenue recognition issue and its two alternative solutions,
which were identical to the earnings management scenario,
including Solutions 1 and 2, of Study 1.%*

22 The head of the IAF administratively reports to management and
functionally reports to the audit committee.

23 The percentage of time allocated between financial and opera-
tional audits represents the average time reported by participants
from Study 1 and the pilot test. Prior research also finds that internal
auditors, on average, spend between 27 and 33% of time on financial
audits (Goodwin 2004; Prawitt et al. 2009).

24 A total of 60 external auditors from one of the Big 4 firms, averag-
ing approximately 5.19 years of auditing experience, participated in a
pilot test of the experimental materials. Based on the pilot test results,
we concluded that the experimental manipulations were effective. We
also used feedback from the pilot test to modify the final case instru-
ment. Firm management verified that the pilot test participants were
excluded from the final sample.
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Independent Variables

The first independent (MTG) variable in the experi-
mental case involves the manipulation of the IAF as a
MTG or a non-MTG, as follows:

(MTG condition) It is a practice for the company to
promote or rotate internal auditors from internal audit
to management positions of business areas outside
of internal auditing. Senior management such as the
CEO, CFO or other top executives decide who in the
internal audit department to promote or rotate into
management positions outside of internal auditing.

(Non-MTG condition) It is not the company’s prac-
tice to promote or rotate internal auditors into line
management positions at other business areas outside
of internal audit. In other words, it is a practice for
internal auditors to remain within the internal audit
department throughout their careers.

The second independent variable involves the manipulation
of the Family Firm condition:

(Family Firm condition) The founding family main-
tains a 60 percent concentrated ownership of the
company. Mr. Alberto Sanchez is the founder of the
company and holds the title of CEO and Chairman of
the board. Three of Mr. Sanchez’s younger brothers
currently hold three other top management positions,
which include chief financial officer (CFO), chief oper-
ating officer (COO), and Marketing VP (these three
positions are the highest positions after CEO). *

(non-Family Firm condition) The original founding
family maintains less than 1 percent concentrated
ownership of the company. In addition, the founding
family members do not have any active involvement in
the firms’ management. All of the top five executives,
including the CEO and CFO, are individuals that have
no relations with the founding family. Therefore, top
management only consists of a team of professional
managers.

This manipulation represents characteristics of family-firm
structure where the founder(s) and/or the founding family
member(s) work as top-tier managers or directors (Anderson
and Reeb 2003) and the effective control of voting shares is
maintained by a family (Prencipe et al. 2014). The family

25 Chong et al. (2009) report that the average ownership concentra-
tion in Mexican family firms is 64%. We set the percentage in the
case to be consistent with this level. In Study 1, we find that the level
of ownership concentration for family firms in our sample is, on aver-
age, 62%.

@ Springer

managerial control and ownership concentration criteria are
consistent with the definition of family firms used in prior
research (Ghosh and Tang 2015; Krishnan and Peytcheva
2019; Srinidhi et al. 2014).

Dependent Variables

After reviewing and considering the facts surrounding the
revenue recognition case, the external auditor participants
were instructed to choose one of the two proposed solu-
tions.?® Subsequent to making their choice, participants indi-
cated the level of reliance they would place on the work of
the internal audit department on a 7-point Likert scale, from
(1)="No Reliance” to (7) =“Strong Reliance.” The partici-
pants then rated separately (1 =*“Low” and 7=“High,”) the
objectivity, 2) competence and 3) due professional care of
the internal audit department. The participants’ reliance
decision (Reliance) and ratings of the internal audit depart-
ments’ objectivity (Objectivity), competence (Competence)
and due professional care (Due Care) served as variables
for testing the hypotheses of Study 2. After evaluating the
internal audit department, the participants responded to
demographic and manipulation check items.>’

Analysis and Results
Preliminary Analysis and Descriptive Statistics

The distribution of participants’ responses for the Reliance,
Objectivity, Competence and Due Care variables is pre-
sented in Panel A of Table 5. A matrix presenting correla-
tions among the manipulated independent variables, partici-
pant response variables and relevant demographic variables
is shown in Panel B. The existence of a MTG is signifi-
cantly and negatively associated with participants’ percep-
tions of internal auditor Objectivity and Due Care, as well
as their Reliance on the TAF. Perceptions of internal auditor
Objectivity, Competence and Due Care are significantly and

26 Of the 76 external auditor participants, 62 (82%) chose Solution
2, with a mean of 2.74 (S,=.51). In Study 1, 70% of the internal
auditor participants chose Solution 2, with a mean of 2.52 (5,=.59).
The Proposed Solution mean for the external auditor participants
(X=1.83, S,=2.00) is significantly higher or more conservative
(t=2.32, p=0.021) than the mean for the internal auditor participants
(X=1.12, 5, =2.22).

27 To test for randomization of the experimental treatments, we eval-
uated the distribution of the MTG and Family Firm treatment condi-
tions across firm, rank, and external auditor experience. Chi-square
analyses and one-way ANOVA tests were performed on the 76 usa-
ble observations. The results indicate that the reported demographic
variables do not differ significantly across manipulated conditions (all
p>.05), suggesting successful randomization of treatments among
participants.
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Table 5 Study 2: External Auditor Participant Data and Correlation Matrix

Panel A: External Auditor Participant Data

Non-Family Firm  Non-Family MTG Family Firm and Family Firm and MTG Total

and Non-MTG Non-MTG

n? 17 17 16 26 76
Reliance® 4.88 {1.32} 3.59 {1.33} 4.56 {1.67} 3.92 {1.74} 4.20 {1.60}
Objectivity® 4.82 {1.29} 3.94 {1.52} 4.44 {1.68} 3.50 {1.75} 4.09 {1.64}
Competence® 4.47 {1.38} 4.29 {1.86} 4.56 {1.41} 3.81 {1.94} 4.22 {1.70}
Due Care® 4.65 {1.46} 4.00 {1.80} 5.06 {1.29} 3.58 {1.94} 4.22 {1.76}
Years of External Audit Experienceh 4.65 {2.77} 4.26 {2.29} 4.25 {1.99} 4.14 {2.45} 4.31 {2.36}
Years of Firm Experienceb 4.03 {2.11} 3.35 {1.55} 3.13 {1.98} 3.21 {2.15} 3.41 {1.98}
Interaction with IA® 17 (100%) 17 (100%) 16 (100%) 26 (100%) 76 (100%)
Panel B: Correlation Matrix

MTG Family Firm Reliance Objectivity Competence Due Care
MTG 1
Family Firm 0.119 1
Reliance —0.292% —0.021 1
Objectivity —0.294* —0.160 0.805%* 1
Competence —0.151 —0.084 0.684%* 0.703%* 1
Due Care —0.314%* —0.052 0.705%* 0.732%%* 0.8447%* 1
External Audit Experience —0.187 0.049 —0.008 0.018 —0.030 0.015
Firm Experience —0.055 —0.057 0.068 —0.095 —0.022 —0.057
Interaction with TA —0.083 —0.131 0.048 —0.093 —0.031 —0.093

aSample size per organizational context

®Mean {standard deviation}

“Percentage figures pertain to each treatment condition or the ‘column’ sample
**Correlation is significant at the 0.05 level (2-tail)

*Correlation is significant at the 0.01 level (2-tail)

N=176

MTG=1 if the internal audit function (IAF) serves as management training ground (MTG), O if the IAF serves as a non-training ground (non-
MTG)

Family firm=1 if Family firm (FF), O if non-family firm (non-FF)

Reliance =Perceived reliance on the work of internal audit function (1 =No reliance, 7= Strong reliance)
Objectivity =Perceived objectivity of the internal audit function (1 =Low, 7=High)

Competence = Perceived competence of the internal audit function (1 =Low, 7=High)

Due Care =Perceived due professional care of the internal function (1 =Low, 7=High)

External Audit Experience = Years of experience in external auditing

Firm Experience = Years of working experience at the firm

Interaction with IA =1 if have experience interacting with a client’s internal audit function (IAF) in prior audit engagements, O if no experience
interacting with a client’s IAF

positively associated with higher external auditor Reliance ~ Hypotheses Tests

on the IAF. The Family Firm independent variable and the

demographic variables are uncorrelated with any of the other =~ We predict in hypotheses H2a and H2b that the pattern of

variables presented. external auditor reliance across the four experimental con-
ditions (family/non-family & MTG/non-MTG) will be non-
symmetrical as a result of the family business environment
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Table 6 Study 2: ANOVA Results of the Impact of MTG and Family Firm on the External Auditors’ Reliance Decision

Panel A: Mean (standard deviation) {sample size} across treatment conditions

Firm Main Effect:
o [ MTG
Non-Family Firm (Non-FF) Family Firm (FF)
MTG
Non-MTG Cell A Cell B
4.88 4.56 4.73
(1.32) (1.67) (1.48)
{17} {16} {33}
MTG Cell C Cell D
3.59 3.92 3.79
(1.33) (1.74) (1.58)
{17} {26} {43}
Main Effect: Family Firm 4.24 4.17 4.20
(1.46) (1.74) (1.60)
{34} {42} {76}
Panel B: ANOVA Results (DV =Reliance)
Source Type III Sum of Square d.f. Mean Square F-ratio p-value
MTG 17.102 1 17.102 7.090 0.010
Family Firm 0.001 1 0.001 0.000 0.984
Interaction (MTG X Family 1.961 1 1.961 0.813 0.370
Firm)
Error 173.666 72 2412
Panel C: Planned Contrasts used for H2a and H2b (DV =Reliance)
Contrast Residual between-cells variance
Contrast Fi1 p-value Fion p-value
Contrast test under the entrenchment perspective 1 2.108 0.151 1.836 0.180
(cell A=2,cellB=1,cellC=1,cellD=-4)
Contrast test under the alignment perspective 2 4.117 0.046 1.167 0.284

(cell A=1,cellB=2,cellC=—4,cellD=1)

(All p values are two-tailed)

moderating the effects of a MTG practice. Because of this
situation, we use planned contrasts to test H2a and H2b
(ordinal interaction), following Hirst et al. (2007), Kadous
et al. (2003), Krishnan and Peytcheva (2019) and Lambert
and Agoglia (2011). In Table 6 (Panel A), we label the aver-
age Reliance in the non-family firm and non-MTG condition
as “cell A,” the family firm and non-MTG condition as “cell
B,” the non-family firm and MTG condition as “cell C,” and
the family firm and MTG condition as “cell D.”

We expect that in both family and non-family firms, exter-
nal auditors will rely more on the work the IAF when it
does not serve as a MTG than when it does serve as a MTG:
[cell A>cell C] and [cell B > cell D]. Under the entrench-
ment perspective hypothesized in H2a, we anticipate that
the MTG effect on auditor reliance decision will be greater
in the family firm (FF) context than in the non-family firm

@ Springer

context: i.e., [cell B—cell D] > [cell A —cell C]. This ordi-
nal interaction predicts that the external auditor reliance
reflected in cell D (FF, MGT) will be the lowest and suggests
that cell A reliance (non-FF, non-MTG) will be the highest.
Following this pattern, we assigned contrast weights of 2,
1, 1 and —4 to cell A, cell B, cell C and cell D, respectively.

The alignment perspective reflected in hypothesis H2b
predicts that the MTG effect will be greater within the non-
family firm context than under the family firm context: i.e.,
[cell A —cell C]> [cell B —cell D]. This ordinal interaction
posits that the external auditor reliance reflected in cell C
(Non-FF, MTG) will be the lowest and suggests that cell B
(FF, non-MTG) will be the highest. Following this pattern,
we assigned contrast weights of 1,2, —4 and 1 to cell A, cell
B, cell C and cell D, respectively.
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Fig.2 The Impact of MTGs and Family Firms on External Auditors’
Reliance Decision

The results of our ANOVA model testing hypotheses H2a
and H2b are presented in Panel B of Table 6, with Reliance
as the dependent variable and MTG and Family Firm as the
independent variables.?® We predict ordinal interactions in
H2a and H2b. However, the conventional 2 X 2 ANOVA is
designed to test symmetrical patterns of cell means (disor-
dinal interactions) and it does not have a sufficient power to
test nonsymmetrical patterns of cell means (ordinal interac-
tions) when no main effects are hypothesized (Buckless and
Ravenscroft 1990; Guggenmos et al. 2018).

Because of this limitation, it is appropriate to use planned
contrasts for testing H2a and H2b. Buckless and Ravenscroft
(1990) and Guggenmos et al. (2018) contend that planned
contrasts testing ordinal interactions must be conducted with
a test for insignificance of the residual between-cells vari-
ance to determine whether the pattern of cell means (Reli-
ance) matches with the pattern of cell means predicted by
H2a or H2b.%”

As shown in Panel A of Table 6 and Figure 2, the external
auditor participants place the lowest reliance on the IAF
in the non-family firm/MTG context (cell C) and the high-
est reliance in the non-family firm/non-MTG context (cell
A). That external auditors placed the lowest reliance on the
IAF in the non-family firm/MTG context is consistent with
the alignment perspective. However, the highest reliance

28 We also perform ANCOVA using Reliance as the dependent vari-
able, MTG and Family Firm as the independent variables and Exter-
nal Audit Experience and Firm Experience as covariates. The results
of ANCOVA are essentially identical to those reported in Panel B
of Table 6. We find a significant main effect for MTG (p=.011), an
insignificant main effect of Family Firm (p=.994) and an insignifi-
cant interaction effect (p=.371).

2 Results of hypotheses testing using a subsample of 52 audit sen-
iors and managers are identical to those of the final sample of 76
audit juniors, seniors and managers.

occurred in the non-family firm/non-MTG condition but the
mean Reliance is not significantly different between cell A
(non-FF/non-MTG) and Cell B (FF/non-MTG).

Panel C of Table 6 presents data indicating that the
planned contrast testing the entrenchment perspective of H2a
is not significant despite the insignificance of the residual
between-cell variance. The planned contrast testing the
alignment perspective is significant (p =0.046), while the
residual between-cell variance is not significant. Both the
significance of the planned contrasts and the insignificance
of the residual between-cell variances demonstrate that the
data fit the specific pattern of ordinal interaction proposed in
H2b (Abelson and Prentice 1997; Buckless and Ravenscroft
1990; Guggenmos et al. 2018) and provide support for the
alignment perspective of family firms.*

Hypothesis H3 asserts that the external auditor’s percep-
tion of internal auditor objectivity will mediate the effect of
a MTG on the IAF reliance decision more than the percep-
tion of internal auditor competence or due professional care.
To test hypothesis H3, we perform a moderated-mediation
analysis (Hayes 2013; Preacher et al. 2007; Preacher and
Hayes 2008) with Reliance as the dependent variable, MTG
as the independent variable, Family Firm as the moderator
and Objectivity, Competence and Due Care as mediators.’!
This moderated-mediation analysis is consistent with the
ordinal interaction effect hypotheses of H2a and H2b. It also
enables us to assess whether the direct and indirect effects
of MTG on Reliance are contingent upon the non-Family
Firm condition or the Family Firm condition, and to examine
the mediating role of Objectivity, Competence and/or Due
Care in accounting for the effect of MTG on Reliance. The
multiple mediator model conceptually fits the conditions of
professional standards requiring that external auditors con-
sider the objectivity, competence and due professional care
of the IAF before making their reliance decision (SAS128
[AICPA 2014]; ISA No. 610 [TAASB 2013]). In addition,
perceived Objectivity, Competence and Due Care are sig-
nificantly correlated with each other (p <0.05), providing
support for the notion that external auditors consider these
factors when making their reliance decision, as required by
professional standards (SAS128 [AICPA 2014]; ISA No.
610 [TAASB 2013]).

39 For robustness, we also perform tests with the orthogonal con-
trast weights for Reliance based on the entrenchment (cell A=1, cell
B=1, cell C=1, cell D=-3) and) alignment (cell A=1, cell B=1,
cell C=-3, cell D=1) perspectives and find similar results to those
reported in Panel C of Table 6. Contrast tests for the alignment per-
spective are significant (F;;,=4.077, p=.047) while the residual
between-cell variance is not significant. Results of contrast tests for
the entrenchment perspective are not significant.

31 For more information on moderated-mediation analysis and mul-
tiple mediator models, see Preacher et al. (2007) and Preacher and
Hayes (2008). For the moderated mediation analysis, we used Model
5 (Hayes 2013).
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Table 7 Study 2: Moderated-Mediation Analysis of External Auditor Reliance

Panel A: Direct Effect(s) of Management Training Ground (MTG) on Reliance—Contingent upon Family Firm or Non-Family Firm

Family Firm (Moderator) Effect SE t p-value LLCI LLCI
(Lower (Upper
Limit CI) Limit CI)
Non-Family Firm —0.683 0.318 —2.149 0.035 —1.316 —0.049
Family Firm 0.199 0.307 0.650 0.518 —-0411 0.808
Panel B: Indirect Effect of MTG on Reliance
Effect Bootstrapping SE Bootstrapping LLCI Bootstrapping ULCI
Total —-0.767 0.287 —1.366 —0.238
Objectivity —0.549 0.236 —1.123 —0.185
Competence —0.081 0.126 —0.487 0.059
Due Care —-0.137 0.193 —0.593 0.177
Fig.3 Conditional Direct Effect e
of MTG on External Auditor > Objectivity
(EA) Reliance: The Influence a; = —.961 b17=5‘22791 <0001
of Internal Auditor Objectivity, (1=-2.628, p = .010) Path a. & b (¢=5.829, p <.0001)
1 1
Competence and Due Profes- Indirect Effect — Objectivity
sional Care
.| Competence*
a, = —.515 b, =.157
(t=-1.314, p =.193) (t=1.299, p = .198)
Path a; & b,
Indirect Effect — Competence
a; = —1.104 Due Care* b37= 124 _ 3
(¢t=-2.843, p = .006) (1=.995,p=.323)
Path a3 & b3
Indirect Effect — Due Care
A4 A4
EA Reliance

MTG

Family Firm

Conditional Direct Effect: *

If Family Firm, ¢’ = —.199 (¢=.650, p = .518)
If Non-Family Firm, ¢’ = —.683 (¢=-2.149, p = .035)

* (All p values are two-tailed)

For the moderated-mediation analysis, we use a boot-
strapping or a nonparametric resampling procedure that
does not require the assumption of normality for the sam-
pling distribution. Through the bootstrapping procedure, we
can construct confidence intervals (Cis) for the conditional
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direct and indirect effects of MTG on Reliance at different
levels of the Family Firm variable resulting from an empiri-
cal approximation of the sampling distribution, and derive
the statistical significance of the specific indirect effect of
each mediator while controlling for the Type I error rate
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(Hayes 2013; Preacher and Hayes 2008).3? The results,
presented in Table 7 and graphically depicted in Figure 3,
show that the indirect effect (IE) of MTG on Reliance is
dependent on firm ownership structure. For an IAF residing
in a non-family firm, the results in Panels A and B reveal
that the direct effect of MTG on Reliance is significant, with
Objectivity as the only significant mediator. Objectivity fully
accounts for the relationship between MTG and Reliance as
its bias-corrected confidence interval (Ci), unlike the Ci’s
for Competence and Due Care, does not contain zero.*> The
indirect effect of MTG on Reliance is — 0.549 for Objec-
tivity (a; Xb;=—=0.961x0.571) under the non-family firm
context. In other words, when the IAF operates within a
non-family firm, the negative influence of a MTG on the
external auditors’ reliance decision results from their percep-
tion of reduced internal auditor objectivity and is unaffected
by perceptions of internal auditor competence or due care.

When the IAF is located within a family firm, how-
ever, the direct and indirect effects of MTG on Reliance
are not significant, indicating that external auditors do
not perceive a MTG to adversely affect internal auditor
objectivity in family firms. These results indicate that
the Family Firm variable attenuates the adverse effect of
MTG on Reliance, as participants’ reliance decision for
a family firm IAF, in contrast to a non-family firm IAF,
does not differ significantly between the MTG condition
and the non-MTG condition. This result is consistent with
the perspective of alignment theory, which proposes that
the stewardship orientation of family firms mitigates the
potential detrimental influence of a MTG on internal audi-
tor objectivity. The results of our moderated-mediation
analysis provide support for H3, but only in the non-family
firm context.

Discussion and Conclusions

We respond to calls for research on family firm governance
(Vazquez 2018) and its influence on auditors’ judgments
(Trotman and Trotman 2010) by conducting two separate
but related studies investigating the effects of MTGs and

32 Our sample size of 76 may not be large enough for the sam-
pling distribution of the indirect effect to be normal. The Sobel test
assumes that the sampling distribution of the indirect effect or the
product-of-coefficients is normal. This assumption is released when
the sample size is not large enough (Preacher and Hayes 2008).

33 A bias-corrected confidence interval is preferred to an ordinary
confidence interval as the latter can be asymmetrical or skewed rela-
tive to a normal distribution, causing the distance between the upper
confidence limit and the point estimate be different from the distance
between the lower confidence limit and the point estimate. The bias-
corrected confidence interval corrects this problem. For more infor-
mation, see Efron and Tibshirani (1998) as well as Hogg and Tanis
(2001).

family firm control on the objectivity of internal auditors and
on the decision by their external auditor counterparts to rely
on the IAF. The use of two studies enables us to holistically
address the influence of MTGs and family firms on auditor
judgment, recognizing that factors affecting internal audi-
tors’ objectivity should, in turn, influence the external audi-
tors’ decision to rely on the work of the IAF. In both studies,
we test competing hypotheses motivated by the entrench-
ment and alignment theories and examine whether family
ownership and managerial control, as a form of corporate
governance (Connelly et al. 2010), magnifies or mitigates
ethical conflicts associated with internal auditors operating
in a MTG setting (Study 1) and the willingness of external
auditors to coordinate their oversight responsibilities with
the IAF.

In Study 1, we investigate the objectivity of 146 prac-
ticing internal auditors from 26 Mexican companies who
actually work in an internal audit department that (1) either
serves as a MTG or a non-MTG, and (2) is located within
a family firm or a non-family firm. The absence of manipu-
lated variables in Study 1 allows our internal auditor par-
ticipants to respond freely from their own perspective while
in their work environment (Harrison and List 2004). The
results of Study 1 reveal that the use of an IAF as a MTG
may impair internal auditors’ objectivity, but only when they
work in a non-family firm IAF. In non-family firms, internal
auditors working under a MTG regime are significantly less
objective than internal auditors working under a non-MTG
regime. However, in family firms the objectivity of internal
auditors’ working in a MTG does not differ from that of
internal auditors not working in a MTG. These results sug-
gest that family firm control mitigates concerns regarding
the ethical conflict posed by a MTG regime.

In Study 2, we examine the moderating influence of fam-
ily firm control on the external auditor’s decision to rely on
an TAF that serves as a MTG by conducting a controlled
laboratory experiment with 76 Big 4 auditors, all having
experience interacting with client IAFs. Our hypotheses
tests indicate that in a non-family firm context, external
auditors reduce their reliance on an IAF when it serves as a
MTG. However, when the IAF exists within a family firm,
the external auditors’ reliance is unaffected by a MTG. Our
analyses indicate that in non-family firms, the effect of a
MTG on the external auditor’s decision to rely on the IAF is
through its perceived negative influence on internal auditor
objectivity. External auditor perceptions of competence and
due care are unaffected by a MTG; however, our experimen-
tal design may not allow for an assessment of competence
and due professional care in a context that either or both of
these constructs should matter.

The correspondence between the results of Study 1 with
the reliance decisions of the external auditors in Study 2
indicates that the external auditor participants demonstrated
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nuance and expertise in assessing the influence of a family
firm context in mitigating the potential for a MTG to impair
internal auditor objectivity. The discrepancy between family
firms and non-family firms regarding the impact of MTGs on
the objectivity or ethical conduct of internal auditors and on
the reliance decision of external auditors is important in light
of the global economic prominence of family firms. This is a
critical distinction that has not been made in prior studies of
MTGs and represents a central contribution of this research.

The results of Study 1 and Study 2 suggest that fam-
ily firm control reduces agency conflicts in the context of
MTGs, consistent with expectations formed under alignment
theory but in contrast to the findings of some researchers
supporting an entrenchment perspective (i.e. Hope et al.
2012; Krishnan and Peytcheva 2019). An explanation for
the conflicting theoretical perspectives and research find-
ings on family firm governance is that family firms, like all
companies, face a portfolio of ethical issues across various
contexts. It may be naive to frame family firm management
as responding monolithically in developing governance
policies and making decisions, consistent with only a single
theoretical perspective. Rather, management positions and
decisions may favor family interests in some contexts and
reflect the welfare of a broader set of stakeholders in other
settings.

The methodology of Study 1 is absent of manipulated
variables because it enables us to elicit the unencumbered
responses of internal auditors. This approach is intended
to capture differences in relative objectivity attributable
to actually working under a MTG context and in a family
firm context. Therefore, we did not manipulate contexts in
Study 1, impose roles, or provide economic incentives that
could potentially introduce demand effects. In an organi-
zational context, however, a MTG creates the potential for
diminished objectivity because of future economic benefits,
such as a coveted position outside of the IAF, which may
accrue to the internal auditor by appeasing management.
Our results must be interpreted with caution because the
economic incentives inherent in a MTG context are likely to
exacerbate the threat to internal auditor objectivity.

In Study 2, external auditor participants were provided
with a general description of the focal IAF, including its
reporting responsibilities, qualifications of the internal audit
staff, and allocation of effort between financial and opera-
tional audits. Our intent in providing a limited overview of
the TAF is to draw on the perspectives of our seasoned par-
ticipants forged from their experience interacting with client
IAFs. This approach is similar to that of some prior research
on external auditor reliance (Desai et al. 2011, Munro and
Stewart 2010, 2011; Schneider 1985). We did not provide
extensive detail regarding the focal IAF or hypothetical
workpapers prepared by its internal auditors because we
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wanted our participants’ reliance judgments to reflect their
field experience interacting with internal audit departments,
rather than taking cues from a more detailed description of
a hypothetical IAF or a sample of its work output. In other
words, we provided sufficient background information so
that the participants could form a limited understanding of
the role and capabilities of the IAF, allowing them to bring
their experiences to bear in assessing the impact of MTGs
and family firms on internal auditor objectivity and the
amount of reliance to place on the TAF.

The methodological question of how much descriptive
information to disclose regarding the hypothetical IAF
depends upon the nature of the study. It is our perspective
that the more detail provided regarding the quality of the
IAF, the more likely it is that our external auditors’ reliance
judgments will be influenced by specific informational cues
from the case, creating unwanted noise, as opposed to their
professional experience interacting with IAFs, MTGs and
family firms. Furthermore, we chose to limit the background
description of the IAF over the more contextually detailed
approach used in some other studies (Brandon 2010; Dezo-
ort et al. 2001; Glover et al. 2008; Maletta 1993; Maletta and
Kida 1993) because Study 2 focuses on the macro-level reli-
ance decision to rely on an IAF operating as a MTG within a
family firm setting, rather than a more micro-level judgment
associated with reliance on specific work performed by the
internal audit staff. A potential limitation of our approach,
however, is that the description of the hypothetical IAF lacks
the contextual richness and nuance typically encountered by
external auditors when making their decision to rely on the
client’s IAF.

A further limitation to our studies is that their data do not
conform to a balanced design. The unbalanced cell sizes of
Study 2 appear to result from the particular manipulations,
causing external auditor participants to drop out of the non-
family firm conditions, either the MTG or the non-MTG
condition, more than the family firm/non-MTG condition.
It is difficult to determine who dropped out and why they
dropped out of non-family firm condition more than the fam-
ily firm condition, but this situation, in part, seems to drive
the results of Study 2. We recommend that readers take this
situation into account while interpreting our results.
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