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1. Introduction

The aim of this paper is to identify the ethical pathways implemented by chief audit executives
(CAEs) when reporting to different authorities in the organisation. A major challenge faced by CAEs1
is to independently ensure that there is neither a material misstatement in the financial information
nor any misappropriation of assets (Kagermann, William, Karlheinz, & Claus-Peter, 2008). Typically,
CAEs are responsible for guaranteeing that the aforementioned are carried out successfully to obtain
the most effective reaction from organisation managers and thus achieve corporate objectives (Ernst
& Young, 2012). This can be achieved by reporting the result of their work to a level within the
organisation that allows the internal audit activity to fulfil its responsibilities (Institute of Internal
Auditors (l1A) (2016b)). According to the Institute of Internal Auditors (IIA) International Standards
for the Professional Practice of Internal Auditing, the CAE should report to the board in a functional
manner (e.g., charter approval, planning, execution and results of audit activities) and report to the
organisation’s chief executive officer (CEO) administratively (e.g., on budgeting, evaluations and
administration matters) (Institute of Internal Auditors (l1A) (2016b)). Such reporting lines represent
the standard of organisational independence that has been explained in the IlA practice advisories
No. 1110-1 to promote dual reporting lines. Thus, the CAE should serve two masters (the board and
the CEO) in order to facilitate organisation independence (Institute of Internal Auditors, 2016b).

Prior studies have focused only on the importance of internal audit reporting lines (2004, Fraser &
Lindsay, 2004; Holt, 2012; Hoos, Kochetova-Kozloski, & d’Arcy, 2015; James, 2003; Norman, Rose, &
Rose, 2010). Nonetheless, to date, no study has examined the ethical components and issues
involved in the internal audit reporting lines (i.e., the CAE reporting decisions), which may explain
the previous literature’s inconsistency. This is partly due to recent changes in organisations’ strategic
and technological innovative developments (Deloitte, 2018). For example, organisations are
confronted with cyber risks and artificial intelligence tools, which requires a constant need to
innovate in order to compete. Further, Deloitte (2018) acclaims that the global community is
entering the fourth industrial revolution where new technologies, digitalization, and artificial
intelligence are dramatically changing the business landscape.

In order to study decision makers’ propensities to action, it is helpful to break up all of the pathways
marked with unique decision-making processes. Hence, a decision-making model (described as the
Ethical Process Thinking Model) is applied to issues that address the adoption of new tools and
techniques (e.g., cyber risk components, digitalization, and artificial intelligence) as well as depicting
the develop capabilities needed to effectively respond to the fourth industrial revolution challenges
(Deloitte, 2018; Rodgers, 2009). This model suggests how perception, information, and judgment
interact before making a decision choice. This approach can provide more meaningful relationships
of the impediments or causes of decisions (Rodgers, 1997). Building on this model, we highlight how
the CAE makes decisions regarding whom he/she should report within a corporate governance
context, which enables us to clarify the particular ethical pathways of internal audit reporting lines.
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The Ethical Process Thinking Model is useful in conceptualising ethical dilemmas in auditing (Guiral,
Rodgers, Ruiz, & Gonzalo-Angulo, 2015; Rodgers, Guiral, & Gonzalo, 2009). The unique contribution
of this model is that it clarifies critical pathways in ethical decision-making (i.e., a parallel process
approach instead of a serial process/input-output approach). It incorporates the constructs of
perception (framing environmental conditions), information, judgment (analysis of
information/environmental condition) and decision choice as it applies to individuals/organisations.
Therefore, this model was found to be useful for studying the CAEs’ reporting lines. Specifically, it
helped to identify the ethical pathways of the CAEs’ reporting lines through revealing how
perception and information, directly and indirectly, affect the reporting decision.

The Ethical Process Thinking Model extends the literature related to CAEs’ reporting lines by
examining the ethical pathways of the CAEs’ reporting decision choices, which may play a substantial
role in the evaluation of internal auditors’ objectivity and independence (Abbott, Parker, & Peters,
2012; Abbott, Daugherty, Parker, & Peters, 2016; Lin, Pizzini, Vargus, & Bardhan, 2011), corporate
governance (Sarens, Abdolmohammadi, & Lenz, 2012) and external auditor’s reliance decision
(Munro & Stewart, 2011). Rapid development in digitalization and artificial intelligence technology
(Dumay, Bernardi, Guthrie, & Demartini, 2016), changes in regulatory environments and changes in
the cyber risk landscape make it imperative to seek to better understanding of internal audit
reporting decision.

The paper is structured as follows. First, we discuss the Ethical Process Thinking Model (Rodgers et
al., 2009), followed by a literature review section. As part of that discussion, we describe the three
dominant ethical positions of internal audit reporting. Our final section contains the conclusion of
the study.

2. The ethical process thinking model

Fig. 1 shows the Ethical Process Thinking Model. As depicted in the figure, the Model outlines six
dominant ethical pathways that influence a decision choice (Rodgers, 2009):2
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Fig. 1. The Ethical Process Thinking Model (Ethical Beginnings, Rodgers, 2009, Pg. 19), where
perception = (P), information = (1), judgment = (J) and decision choice = (D). 2.
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The directions of flow (arrows) in the diagram represent the relationships or the influence of one
construct to another.

The Ethical Process Thinking Model (Rodgers, 2009; Rodgers et al., 2009) separates the decision-
making process into four major concepts of perception (P), information (I), judgment (J) and decision
choice (D) (See Fig. 1). These stages are always presented in a decision-making context, yet their
predominance or ordering influences the decision outcome (Foss & Rodgers, 2011). In this model,
perception and information are interdependent because "information can influence how the
decision maker frames a problem (perception) or how he/she select the evidence (information) to
be used in later decision-making stages (judgment and choice)" (Rodgers et al., 2009; 350). Higher
levels of coherence between perception and information generally indicate that the information set
is more reliable and relevant. The degree to which information is available, reliable or relevant
affects the ability to achieve a higher level of decision-making processing. Time pressure, changing
environments and level of expertise in accumulating knowledge wisely can further push one into
alternative ethical positions (Rodgers, 2009). Nielsen, Mitchell, and Ngrreklit, 2015: 78) argued that
"each company has a different way of handling information uncertainty and of interacting with the
coalition of decision-participants". Typically, individuals encode and analyse the information and
perception throughout the judgment stage before making a decision. However, errors, pressure or
conflicts of interest may affect the decision choice, which can result from cognitive mechanisms of
which decision makers are largely unaware (Rodgers, 1999).

Generally, this model provides a broad conceptual framework for examining interrelated processes
that affect ethical decisions. The first process (‘perception’ in Fig. 1) concerns heuristics of framing
effects (Kahneman, 2003), and can influence judgment and decision choice. Perception in our study
refers to the CAEs’ environment and how they view the available information. It is a higher mental
activity level that includes analysing accounting information. Such perceptual processing is an
automatic reaction to information, and individuals respond differently according to their experience,
qualification, morale, environment, and so on. In this model, information affects judgment. For
instance, decision makers’ evaluations of particular prospects are influenced by previous experience
and memorised information. Typically, before the CAEs decide to whom they should report, they
encode the information and develop a knowledge representation for the problem. Furthermore, the
strategies of judgment that affect CAEs’ decision choices are under their deliberate control.
Consequently, perception and judgment can affect decision choice.

The next section highlights the three primary pathways depicted in the Ethical Process Thinking
Model. We consider these three pathways to be essential in offering a better understanding of the
audit reporting lines, which will be applied in more detail later in the paper.

3. Why use an ethical process thinking model?

The recent financial crisis has highlighted the awareness, attitude and behaviour of employees
toward internal and external risk. In addition, the recession pressure and environmental changes
pose new and different risks. These changes reflect the growth of business activities in size, scope,
and complexity. Now, more than ever, the internal audit function (IAF) is recognised as a key pillar in
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an organisation’s overall governance structure (Gramling, Maletta, Schneider, & Church, 2004).
Internal auditors’ responsibilities have been translated directly into an expectation to deliver deeper
assurance beyond the areas of strategy, risk and sustainable analytics (Institute of Internal Auditors
(l1A), 2016b). Internal auditors should report functionally to the highest authority in the organisation
(Boyle et al., 2015; Chambers & Odar, 2015; Institute of Internal Auditors, 2016b).

Past literature has indicated that the CAE’s primary responsibilities may be compromised due to
‘who they report to’ (e.g., the board of directors, audit committees (ACs), the CEO, the chief financial
officer (CFO) or other executives) (Institute of Internal Auditors, 2016b). The proposition is that
authorities’ pressure, lack of support or conflicts of interest can lead to different reporting lines
(decision choice) (Christopher, Sarens, & Leung, 2009), which result from cognitive mechanisms of
which decision makers are largely unaware (Rodgers, 1999). For example, internal auditors believe
that they are not free to report fraud, wrongdoing or mistakes because of management pressure (Al-
Twaijry, Brierley, & Gwilliam, 2003). In addition, Norman et al. (2010) found that internal auditors
reduce their risk assessment because of AC pressure. Furthermore, Sweeney and Roberts (1997)
found that an auditor's level of moral development affected his or her sensitivity to ethical issues
and independence judgements. Shifting the focus from the importance of internal audit reporting
lines to the issue of the reporting decision can provide an explanation of the complex situation of
internal audit reporting line in reality.

In addition, the previous investigation of internal audit reporting lines reported inconsistent findings.
Some studies support dual reporting lines by reporting to high authority functionally and the CEO
administratively (Holt, 2012; Institute of Internal Auditors (lI1A) (2016a); James, 2003; Munro &
Stewart, 2011). In contrast, other studies have argued that there are difficulties in CAEs reporting
deficiencies directly to ACs in full (Bame-Aldred, Brandon, Messier, Rittenberg, & Stefaniak, 2013;
Schneider, 2009). The regulatory and best practices guidance typically fails to explicitly delineate the
duties of high authorities (e.g., the board of director and AC) regarding the IAF. Consequently,
different sources of information and environmental conditions can lead to different reporting
decisions. For instance, the cognitive abilities of decision makers are a key input into decisions, and
not all people have the ability to apply them sufficiently in order to ensure error-free judgment
(Libby & Luft, 1993). This may present the limitation of Norman et al. (2010) study, as they rely solely
on highly experienced auditor samples and did not consider less experienced auditor, which may
have produced different findings. Furthermore, Nielsen et al. (2015) found that strategic task
environment may reveal different methodological approaches to decision making. Therefore,
diversity pertaining to situations related to laws, regulations, and rules, as well as norms, cultures,
and ethics, may lead to different decision-making processes. Consequently, it is expected that CAEs
with different situations may follow different ethical positions to make a reporting decision, by
focusing on their personal interest, other interest or just follow the regulations regardless of the
consequences of their reporting decision.

The Ethical Process Thinking Model is also useful in conceptualising a number of important issues in
accounting and management (Foss & Rodgers, 2011; Rodgers & Housel, 1987; Rodgers, Simon, &
Gabrielsson, 2017), ethics/corporate social responsibility issues (Rodgers, Soéderbom, & Guiral, 2014)
and ethical dilemmas in auditing (Guiral et al., 2015; Rodgers et al., 2009). It provides a broad
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conceptual framework for examining interrelated processes influencing the decisions that affect
organisations (Nutt, 1998; Trevino & Youngblood, 1990). This model’s unique contribution is that it
clarifies critical pathways in ethical decision-making (i.e., a parallel process instead of a serial
process). It incorporates the constructs of perception (framing environmental conditions),
information, judgment (analysis of information/environmental condition) and decision choice as it
applies to organisations. However, not all of the four major concepts are necessary for each of the
six pathways. For that reason, this study focuses on the primary ethical pathways (preferences-
based [ethical egoism], rule-based [deontology] and principle-based [utilitarianism]) in order to
examine the basic ethical position of the CAEs’ reporting lines. These three primary ethical pathways
tend to be the most discussed and applied ethical positions in accounting and auditing (Rodgers et
al., 2009). They are considered the basic ethical position representing (1) an individual’s utility, (2)
rules pertaining to an organisation/society, and (3) satisfying a group emphasis towards a goal
(Rodgers & Gago, 2004). Rodgers (2009, 26), for instance, observed that "individuals with a strong
sense of ethical process thinking are more likely to act ethically than are those who are operating
with a weak or non-existent preference, rules, and principles ethical system."

Additionally, CAEs have different knowledge and experience and face different motivations,
incentives, and threats, which can influence their reporting lines. For example, if the CAE’s
experience level is high, quicker decisions may be made as a result of low reliance on the
information (P = D). However, this pathway may cause harm to others since important information
may be ignored. Consequently, not all individuals may have the ability to make a decision without
analysing the situation. They refer to the judgment stage before making a decision (P = J = D). In
this pathway, the CAEs are fully aware of the laws, rules, and regulations, but when these rules are
underdeveloped, other factors are given greater power to facilitate the transaction (Peng, Sun,
Pinkham, & Chen, 2009). In the same way, the existence of reliable and relevant3 information can
help decision makers to analyse the situation and make a decision (I = J = D). This pathway works
better with unstable environments, as it is more general than rule-based and it accommodates
moral values. It helps the CAEs to weigh the available information and make the decision depending
on the principle of maximising good and minimising harm. Nonetheless, individuals’ values differ and
cannot be applied in a consistent manner.

We argue that each of these major ethical pathways can lead to or influence the interpretation of an
ethical dilemma that deals with material misstatement or misappropriation of assets. For example,
Jones (1991) argued that individuals and organisations consider ethical positions drivers of the
decisions-making process or action taking.

In addition, this paper centres on the internal audit reporting line stemming from three important
aspects. First, we still know very little about CAEs’ challenges in serving two masters; for example,
Gramling et al. (2004) indicated a paucity of research with respect to the relationships between the
IAF and the other two masters (AC and CAE). Second, fairly consistent findings across some recent
studies have suggested that this issue should be investigated (e.g., Christopher et al., 2009; Stewart
& Subramaniam, 2010; Zaman & Sarens, 2013). Third, internal audit reporting lines affect the
objectivity and independence of internal auditors and the importance of these traits continues to
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increase with the development of the business environment (Institute of Internal Auditors (l1A)
(2011)).

3.1. The preference-based pathway (egoism) P - D

This pathway is based on individuals acting in accordance with their self-interest (Rodgers & Gago,
2001). They focus on what they need, want and desire and give more weight to results that
positively rather than negatively affect themselves. Thus, they care more about their own interests
than those of others when the two conflict (Rodgers, 2009). The meaning of ‘preference’ presumes a
real decision choice between alternatives. These alternatives can be seen as a source of motivation
(e.g. happiness, satisfaction, and gratification), whereby individuals’ preferences enable the
selection of a decision choice (Rodgers, 2009). The decision is made based on perception, ignoring
previous judgment or information. In this regard, internal audit standards require an independent
and objective evaluation to continue existing in every decision (Institute of Internal Auditors (lIA),
2016b). Lampe, Smith, and Nesheim (1992) studied self-interested behaviour and found that it
adversely affected auditors’ ethical decision-making. They argued that "auditors always make
conservative ethical decisions to avoid breaking laws, rules, or principles......however, is not
straightforward in all situations"(Lampe et al., 1992; 36).

Moeller (2004), however, acclaimed that CAEs may split their time between assisting the AC,
management and external auditors, which creates time constraint problems. It can be concluded
that unavailable information, personal interest, and time pressure can encourage CAEs to follow the
preference-based ethical pathway. Therefore, the decision of whom to report to is made by ignoring
previous judgment or information signals. Building on this pathway, CAEs, influenced by their
‘perception’, can have an opportunity to solve ethical problems, provided they have adequate
experience and personal ethics.

3.2. The rule-based pathway (deontology) P > J - D

In this pathway, decisions are motivated by laws, procedures, guidelines and individuals’ rights. The
decision is non-consequential, judgment-oriented and conditioned by one’s perception of rules and
laws. Information is not required because the decision is driven by regulations (Rodgers, 2009). For
instance, Guiral, Rodgers, Ruiz, and Gonzalo (2010) examined how perceived consequences affect
auditors’ decision-making. They concluded that auditors’ perceptions regarding the consequences of
issuing a qualified audit opinion are an essential determinant of audit reporting decisions. Another
example is Lampe et al. (1992), who provided a measurement of self-interest behaviour that
influences auditors’ ethical decision-making; nonetheless, they found rule-based platforms to be the
most significant influence on auditors’ ethical decision-making. This is especially the case when
considering external concerns, moral judgment and self-interest in order to analyse the situation
before making a decision. Employees' awareness about the formal regulations can decrease the
ethical wrongdoings (Cordis & Lambert, 2017). In our research paradigm, internal auditors typically
follow the standard of organisation independence by reporting to the AC functionally and CEO
administratively (Institute of Internal Auditors, 2013a). This is highlighted by the pathway of P->J->D,
which suggests a rule over substance perspective, since the information (I) concept is played down
or ignored for decision-making purposes (Guiral et al., 2010). As such, by following a rule-based
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perspective, internal auditors should report to the highest authority in the organisation, but in some
situation, such as when a conflict of interest exists, they may develop analytical procedures to
determine their decision. Thus, any decision should consist of a rule-based theme of the analytical
evolution of the evidence, both negative and positive, regardless of the decision’s substance.

3.3. The principle-based pathway (utilitarianism) |1 > J > D

Principles represent standards that assist people in making decisions, such as a concept or idea (e.g.
values, attitudes and beliefs) that define the extent of a possible outcome (Rodgers, 2009). The
principle-based pathway reflects the utilitarianism position, which is more concerned about decision
consequences that maximise the utility for all through promoting values related to personal loyalty,
intellectual understanding and political liberty (Rodgers, 2009). This ethical pathway advocates that
society should always produce the greatest possible balance of positive value or the minimum
balance of negative value for all individuals affected. It can be argued that Nigerian authorities have
been criticised, as they did not do enough to control the behaviour of its members in accordance
with its issued codes of ethics. This is because despite the acclaimed codes of ethics, many reported
cases of professional misconduct have been met with a compromising stance by authorities (Bakre,
2007). Accordingly, not always regulations are followed. Thus, the principle-based pathway
highlights that properly weighted information can play a strong role in determining the reporting
propensity of internal auditors. People learn their principles from friends and family through their
social needs and relationships. Building on this foundation, individuals that agree with group
standards typically order and weight the available information before rendering a decision. In this
regard, the principle-based pathway attempts to facilitate the greatest good for the organisation
affected by the decision (Rodgers & Gago, 2001).

4, Literature review

Academic researchers and professional practitioners have made several attempts to investigate
internal audit reporting lines, which reports inconsistent findings. For example, some studies support
the notion of dual reporting lines by reporting to high authority functionally and the CEO
administratively (Holt, 2012; Institute of Internal Auditors (l1A) (2016a); James, 2003; Munro &
Stewart, 2011). In contrast, other studies have argued that there are difficulties in CAEs reporting
deficiencies only to ACs (Bame-Aldred et al., 2013; Schneider, 2009). However, the reality of the
internal audit reporting line is much more complex than dual reporting requirements. One would
assume that the CAEs should fulfil their roles to the best of their abilities. However, some CAEs can
face a career risk by reporting the deficiencies of their manager’s operation, which represents the
major issue of CAEs’ reporting mission (Fraser & Lindsay, 2004). In addition, there is a personal
threat from the AC, in addition to threats from management, which make internal auditors reduce
their risk assessments when reporting to the AC. For these reasons, Norman et al. (2010) argued that
dual reporting to the AC and CEO is not a wise solution for independence (organisation
independence) and objectivity (individual independence). Currently, the reason for the previous
literature’s inconsistency remains unclear, as does the question of which reporting line is optimal for
ensuring the independence and/or objectivity of internal auditors, which also needs further
investigation.
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However, examining the ethical pathway of the CAEs’ reporting decision can provide more insight
into the CAE’s relationship with different authorities by considering the interrelationships between
internal auditor’s perception (e.g. environment support and competency), available information
(e.g., relevant and reliable), judgment (e.g., pressure, sensitivity and conflict) and decision (e.g.,
reporting line). Studying these pathways is likely to provide ample opportunities for future research,
which can provide new insights.

For example, an application of a CAEs’ ethical decision pathway can provide more light on how they
deal with issues such as the Sarbanes-Oxley Act (SOX-Act) (United States Congress, 2002). That is,
senior management is responsible for assessing the design and adequacy of internal controls over
financial reporting and reporting the result within their annual report. Also, the AC is responsible for
overseeing the integrity of financial statements, risk management, and internal control. However,
management and AC often turn to the IAF to support compliance with these requirements
(PricewaterhouseCoopers (PwC) (2005)), which CAEs can administer influence depending upon their
ethical decision pathway.

Some issues have been raised by Moeller (2004) in his article regarding IAF before and after the SOX-
Act. For example, he claimed that reporting relationships differ from one corporation to another.
These reporting issues may be better understood by addressing the CAEs’ ethical decision pathway
employed in an organisation internal audit review.

This literature review raises a number of issues in internal audit reporting lines. For instance,
reporting relationships differ from one corporation to another (Moeller, 2004). Internal audit
activities generally differ in importance as perceived by management and AC (lIIARF, 2003). Also,
internal auditing is currently struggling in Australian and Zimbabwe parastatals as a result of the lack
of internal support for the IAF (AC and CEO support) (Christopher et al., 2009; Matavire & Dzama,
2013). Furthermore, Rupsys and Staciokas (2005) argued that a theoretical approach is usually not
implemented in practice due to traditional concerns of internal auditings, such as compliance
accounting matters rather than management issues. To that extent, several members of the AC
Leadership Networks in North America noted that 48% of internal auditing typically reports
administratively to the CFO, as compared to 27% reporting to the CEO (Tapestry Networks, 2013).
The aforementioned issues can be addressed more succinctly by providing some examples of the
determinants of a particular reporting mechanism as depicted by the Ethical Process Thinking Model
(see Fig. 2). In this way, examining a particular ethical pathway can provide a useful approach to
addressing critical issues.

1, Perception (e.g. CAEs’ competency and environmental support).

2. Judgment (e.g. sensitivity, conflicts of interest and superior preferences).

3. Information: as described in International Accounting Standard (IAS) No. 8, information should be
both relevant and reliable (IASB, 2013).
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4. Decision (e.g. reporting to the AC of the board, the CEO, the CFO or other executives).
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Fig. 2. The Study Framework.

5. Further discussion of the pathways

Below, we examine the three primary ethical pathways in light of the previous literature.

5.1. Literature tied to the rule-based ethical pathway (P = J - D)

The purpose of rules and laws is to enable society to function for the benefit of its members and
their beneficiaries. They refer to one or more social, educational, moral or religious purposes. This
pathway emphasises that correct action is one where the laws or other rules are followed regardless
of the action’s consequences (Rodgers, 2009). Decision-making in this pathway is judgment oriented
and conditioned by one’s perception of the rules and laws (Rodgers & Gago, 2001). In view of all the
studies supporting dual reporting lines, one may assume that CAEs are highly qualified to apply the
standard of organisation independence. These studies assume there are no difficulties, time
pressures or ethical matters that might influence their or others’ interests. It is expected that
auditors with conventional moral development in nature more likely to comply absolutely with
professional independence standards (Sweeney & Roberts, 1997). That means that CAEs should
follow the rule-based pathway by reporting to the board or AC, in which the decision is non-
consequential and the rule should be implemented regardless of the substance of the transaction.
The decision is induced by a judgment based on a perception of a circumstance. Fig. 3 shows that the
information is not required (P - J - D) because the regulations are well-known by the CAE in the
entity. In this case, the CAEs’ reporting lines are controlled by regulation (e.g. standards, charter and
the code of ethics).
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Fig. 3. The Rule-Based Ethical Pathway.

The rule-based ethical pathway reinforces the idea of making consistent decisions, which may occur
more regularly when the same rules are implemented without bias. However, there may be times
when the rules do not support the substance of the accounting transaction. For example, an
independence threat results from the weak power exercised by the AC compared to the top
managers (Roussy, 2015), or from the conflict of interest between the two masters (Norman et al.,
2010). Furthermore, it has been found that lower financial reporting quality is associated with using
IAF as a training ground, but this negative effect can be reduced with an effective AC (Christ, Masli,
Sharp, & Wood, 2015). Lisic, Neal, Zhang, and Zhang (2016) confirm that AC effectiveness is
negatively associated with CEO power, especially when the CEO is the chairman of the board, has
higher compensation or has previously held executive positions in the company. Nonexecutive
directors are more likely to produce higher quality information than others (Yekini, Adelopo,
Andrikopoulos, & Yekini, 2015).

In a country with a structure like Saudi Arabia, because of management pressure, internal auditors
believe that they are not free to report fraud, wrongdoing or mistakes. Inadequate resources, lack of
qualified staff and independence restrictions are the main reasons behind such independence
threats (Al-Twaijry et al., 2003). Alzeban and Gwilliam (2014) argued that internal audit effectiveness
is linked to hiring qualified staff, providing sufficient resources and having an independent IAF. A low
level of independence from management influences the work value and reliance on the work of the
IAF (Al-Twaijry, Brierley, & Gwilliam, 2004). That is, the recommendation to report to high authority
can create tension with management, as the traditional role of the IAF is the ‘eyes and ears’ of
management. In summary, from the discussion above, it can be expected that management
pressure, lack of support from high authority and insufficient resources can affect internal auditors’
reporting decisions.

5.2. Literature tied to the preference-based ethical pathway (P - D)
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In contrast to the above studies, other studies, such as Norman et al. (2010), have argued that
requiring internal audit reporting to the AC is not a wise solution to independence and objectivity
threats. They investigated how internal audit reporting lines affect fraud risk assessments made by
internal auditors when the level of fraud risk varies. They included 142 highly experienced internal
auditors in their survey. They found that internal auditors usually reduce risk assessment when they
report directly to the AC as a result of the personal threat that stems from the AC, as well as the
management threat (Norman et al., 2010).

In addition, Schneider (2009) points out in his article that internal auditors might be reluctant to
report directly to the AC of the board regarding controversial issues involving senior management
(Schneider, 2009). This view was supported by Bame-Aldred et al. (2013)) in their literature review
as a result of the difficulties of IAF reporting excessive risks directly to the board (Bame-Aldred et al.,
2013). Also, Fraser and Lindsay claim that CAEs face a career risk when reporting the full deficiencies
of the operation of their manager or the person who decides their salary, evaluations, and bonus,
and this is the major problem of the CAEs’ reporting mission (Fraser & Lindsay, 2004).

Furthermore, a recent study by Hoos et al. (2015) examined internal auditors’ independence in their
potentially competing roles of serving two masters (AC and management), as well as its effect on
their judgment. They tested the hierarchy within IAFs and the preferences communicated by a
superior internal auditor. Their experimental treatment consisted of two different instructions of a
superior internal auditor: the priority of management (cost reduction) and the priority of the AC
(effectiveness).They found that CAEs make significantly different judgments depending on
communicated superior preferences. They highlight the importance of hierarchical interactions
within the IAF for examination of independence.

These studies have demonstrated the difficulties of applying the rule-based pathway. For instance,
personal threat, sensitivity, conflict of interest and superior preferences can affect the decision
(Bame-Aldred et al., 2013; Christopher et al., 2009; Fraser & Lindsay, 2004; Hoos et al., 2015;
Norman et al., 2010; Schneider, 2009). In the presence of such difficulties, the CAE may follow the
preference-based pathway and ignore the application of the rule. It is predictable that the CAE
weighs the information provided by the entity as very low and bases his final decision on his
perception. Therefore, the decision of to whom he/she should report is made by ignoring previous
judgment or information signals. Personal interest, the absence of relevant and reliable information
and time pressure can be important factors that encourage the CAE to follow a preference-based
ethical pathway (P = D in Fig. 4) over a rule-based pathway (P = J = D). Moeller (2004) claimed that
CAEs may split their time between assisting the AC, management and external auditors, which
creates time constraint problems (Moeller, 2004). In this pathway, the CAEs with expert knowledge
typically prove more beneficial in solving an ethical problem that requires a great deal of experience,
but they do not necessarily follow rules or principles when solving such ethical dilemmas. In other
words, if CAEs have a good understanding of the work issues, they are more likely to identify control
weaknesses or areas for improvement in addition to needing less time to perform a specific task
(Havelka & Merhout, 2013).
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Fig. 4. The Preference-Based Ethical Pathway.

5.3. Literature tied to the principle-based ethical pathway (I - J = D)

A principle-based pathway is one way of responding to the CAEs’ values, attitudes, and beliefs.
Principles tend to be more general than rules, which motivate individuals to create more rules in
written form (Rodgers, 2009). They follow what they think is right, aiming to maximise the utility for
all. They order information to make their decision according to the greatest good for the greatest
number of people. Fig. 5 illustrates that this ethical pathway is controlled by information signals (I >
J = D) because this type of decision is a consequential decision based on the substance of the
transaction. This viewpoint advocates that correct action is one that promotes subjective well-being.

| > J > D

Relevant Sensitivity Rez:tr; ::31 lI_-;ru,-m
C_o nCE of Report to low
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Superior
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Fig. 5. The Principle-Based Ethical Pathway.

The choice of this pathway can be viewed in light of the study by Arnold, Dorminey, Neidermeyer,
and Neidermeyer (2013), which compared three sectors of internal and external auditors in order to
examine the mediation effect that social consensus and the magnitude of consequences has on the
decision path. They found decision paths to be influenced by the expected consequences. The case
of WorldCom is the best example of this pathway. When the treatment of line costs as capital
expenditures were discovered by WorldCom'’s internal auditor, Cynthia Cooper, she discussed the
misclassification with the CFO and the controller, after which she reported the matter to the head of
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the AC (Lyke & Jickling, 2002). The strong information signal guided the internal auditor to do what
she thought was right and would satisfy all parties. The principle-based ethical pathway is practical
when dealing with an issue that is not specifically addressed by the rules. Moreover, a generalisable
format can operate better in unstable or changing environments. However, a CAE’s values, attitudes
or beliefs might not be applied on a consistent basis, thereby causing reporting issues or asset
production problems.

Table 1 summarises the strengths and weaknesses of internal audit reporting lines in terms of the
preference-based (ethical egoism), rule-based (deontology) and principle-based (utilitarianism)
pathways.

Table 1. The strengths and weaknesses from three primary ethical pathways.

Preference-based pathway

(Egoism) Rule-based pathway
(Deontology) Principal-based pathway
(Utilitarianism)

Strengths CAEs with expert knowledge typically prove more beneficial in solving an ethical
problem that requires a great deal of experience. Making consistent decisions may occur
more regularly when the same rules are implemented without bias. When a situation exists
whereby rules do not specifically address the issue, then a generalisable format may operate better
in unstable or changing environments.

Weaknesses A CAE does not necessarily have to follow rules or conventions (principles) when
solving an ethical dilemma. There may be times when the rules do not support the substance of
the accounting transaction. A CAE’s values, attitudes or beliefs might not be applied on a
consistent basis, thereby causing reporting issues or asset production problems.

6. Conclusion

The role that internal auditors play in evaluating dual reporting lines is essential for facilitating
organisation independence. However, fairly inconsistent findings across some recent studies have
suggested that the issue needs to be investigated further. We found meaningful opportunities to
extend the literature related to CAEs’ reporting lines by examining the ethical pathways of the CAEs’
reporting decision, which can play a substantial role in evaluating internal auditors’ objectivity and
independence. Our paper seeks to provide a clear explanation of the basic components that support
the three primary ethical pathways in order to understand the interrelationships between different
factors that can influence the ethical position of the CAEs’ reporting decision.

Implementing the Ethical Process Thinking Model was found to be useful for studying the CAEs’
reporting lines. Specifically, it helped to identify the ethical pathways of the CAEs’ reporting lines
through revealing how perception and information, directly and indirectly, affect the reporting
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decision. It shifts the focus from the importance of internal audit reporting lines to the issue of the
reporting decision in order to provide an explanation of the complex situation of internal audit
reporting line in reality. Because of this, it was possible to demonstrate the strengths and
weaknesses of the three primary ethical pathways. First, in the preference-based ethical pathway
(ethical egoism), CAEs with expert knowledge typically prove more beneficial in solving an ethical
problem that requires a great deal of experience, but they do not necessarily follow rules or
principles when solving such ethical dilemmas. Second, the rule-based ethical pathway (deontology)
reinforces the idea of making consistent decisions, which may occur more regularly when the same
rules are implemented without bias. However, there may be times when the rules do not support
the substance of the accounting transaction. Finally, the principle-based ethical pathway
(utilitarianism) is practical when an issue exists that the rules do not specifically address. It is
controlled by the information signals and the substance of the transaction. Moreover, it tends to be
more general than rule-based, and its generalisable format can operate better in unstable or
changing environments. However, a CAE’s values, attitudes or beliefs might not be applied on a
consistent basis, thereby causing reporting issues or asset production problems.

Hopefully, our presentation of three dominant ethical pathways (preference, rule, and principle) can
provide the accounting and auditing profession with useful procedures for dealing with the very
important issue of corporate governance. Each organisation has its legal system and its conditions,
which have an effect on the available information and individuals’ perceptions. Accordingly,
individuals’ different perception and judgment, as well as information signals can lead to different
reporting lines (decisions).We believe that such a framework is a useful start for researchers to
analyse and debate the effect that format internal audit reporting lines have on an organisation’s
well-being.

6.1. Practical implications

The results of this study advance the literature by providing a clearer picture for practitioners,
researchers and regulators to facilitate independence and objectivity requirements. Our results also
speak to the need for regulators to consider the effect on the CAEs’ ethical decision making
pathways. In addition, organisations’ appropriate governance authorities oversee the work of
internal auditors; our results suggest that these authorities should consider the nature of IAF
environment (e.g., IAF activities) that address the objective of their organisation and eliminate any
expected bias or conflict of interest that may influence CAEs’ actions (i.e., decision making).

The findings of this study complement our understanding of how reporting relationships work, which
is useful to inform external auditors’ reliance decisions by using the work of internal auditors, or
using them for direct assistance.

6.2. Study limitation and future research

In summary, our paper is subject to possible limitations. For instance, we only considered the
primary ethical pathways. However, according to Rodgers and Gago (2001), there are six dominant
ethical pathways. Future research should examine all the six ethical pathways for internal audit
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reporting lines. We provide an empirical example in the Appendix A, which examines the ethical
pathways of CAEs’ reporting relationships with the appropriate authority and the interactions
between their perceptions, judgements and decision choices. In addition, the example investigates
the interactions between the CAE’s assessment pertaining to internal audit technical expertise and
the activities of internal audit in terms of governance review with the extent of using information
technology tools and techniques. Our findings also highlight the need for empirical examination of
different factors (e.g. environmental support, competency and ethical considerations) that can
influence CAEs’ reporting decisions, as understanding these relationships would assist researchers in
improving IAF’s ability to fulfil its charge. In addition, further investigation of the influence that
different boundaries such as knowledge, geographical and cultural have on the CAEs’ reporting lines
decision is called for in the profession. Finally, future research should also focus on how
organisations adapt to formal and informal institutional changes and regulatory shifts. For instance,
studying the difference between developing and developed countries could reveal important
implications (Alzeban & Gwilliam, 2014; Parker, 2011), and more tests could be utilised based on
experimental and case studies (Christ et al., 2015).

Appendix A
Introduction

This empirical example examines the ethical pathways of the Chief Audit Executives’ (CAEs)

reporting relationships with the appropriate authority and the interactions between their
perceptions and decision choices. Further, it explores the interactions between the CAE’s
assessment regarding internal audit technical expertise and the activities of internal audit in terms of
governance review with the extent of using information technology tools and techniques. Ethical
pathways are built upon by a simultaneous analysis to examine the relationships among the
investigated factors, which provides a better understanding of dealing with governance review
issues and effective reporting relationships. A worldwide survey administered by the Institute of
Internal Auditors Research Foundation is used to conduct our tests.

The lack of empirical evidence about the effect of corporate governance on the strength of the IAF in
general (Desai et al., 2010) and reporting relationships in particular, requires more investigation
(Lenz & Hahn, 2015). According to Abbott et al. (2010), it has been suggested that future research
should fully explore the relationship between the IAF and AC, in order to understand the
determinants of the mix of IAF activities.

In this empirical example, we found a significant positive relation between CAEs’ perception
regarding the extent of internal audit activities related to governance review and the CAEs’ reporting
relationship with the appropriate governance authority. Examination shows the CAEs’ perception
and available information (e.g., technical expertise competency) are largely driven by their judgment
(e.g., the extent of using IT tools and techniques), which influences their decision making pathway.
However, Smart PLS simultaneous analysis results indicate that CAEs follow different decision-
making pathways depending on the internal audit activities and characteristics
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From the aforementioned, our study supports prior research by offering a modelling perspective.
That is, shifting the focus from the importance of internal audit reporting relationships to the
inclusion of several stages leading to the reporting decision.

Theoretical Framework

Fig. Al shows the study framework. This model is built to examine the ethical pathways of the CAEs’
reporting relationships. It represents CAEs’ perception related to the extent of internal audit
governance review activities (e.g., ethics, strategy and performance, compensation assessments,
and environmental sustainability). A close relationship with the appropriate authority, such as those
charged with governance4 (e.g., the audit committee of the board), supports the independence and
objectivity of the internal auditors (Abbott et al., 2016; Lin et al., 2011, Prawitt et al. 2009).
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Fig. Al. Study Framework.

Hypothesis development

In 2003, the IIA Research Foundation investigated the conflicts of internal audit reporting
relationships before the implementation of the Sarbanes-Oxley Act (SOX-Act) of 2002 (United States
Congress, 2002). They demonstrated that the IAFs’ activities generally differ in importance as
perceived by the AC and management (IIARF, 2003). This view has been supported by Abbott et al.
(2010) who investigated the relationship between AC oversight variables (reporting lines,
termination rights, and budgetary control) and the nature of IAF activities. They proposed the
connection between the AC’s oversight and an internal controls-oriented focus. They found a strong
positive association between AC oversight and the IAF budget allocated toward internal control
activities (Abbott et al., 2010).

The importance of IAF as a mechanism for corporate governance has increased. DeZoort and Salterio
(2001) showed that good communication between internal auditors and AC could improve corporate
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governance quality. In addition, the IAF is one of the four cornerstones of corporate governance. The
head of the IAF should communicate with the AC about their progress (Gramling et al., 2004).

P>D

H1. There is a relationship between CAEs’ perceptions regarding the activities of governance review
and their relationship with the appropriate authority.

Individuals’ perceptions about the extent of IAF activities related to governance review differ. Not all
of them have the ability to make a decision without analysing the situation. They refer to the
judgment stage before making a decision. However, in the era of technology, the importance of
using IT tools and techniques has grown with the increased reliance on IT for business operations
and assurance (Stoel et al., 2012). ‘Living in an information and communication technological
environment requires ethical decision-making approaches that can assist us to arrive to better
decisions’ (Rodgers, 2009; 2). In the US, the SOX-Act (2002) requires the use of information systems
to produce financial statements. This is a vital part of documenting and testing compliance with
management’s IT control objectives, as well as an integral part of IT governance. Adopting IT tools
and techniques enhances control environment, reduces time pressure, and eliminates errors. Due to
the significant role of internal audit and IT, the author considers how CAEs’ judgment related to the
extent of using IT tools and techniques influences the decision making pathway (e.g., CAEs’ reporting
relationship with the appropriate authority).

P>

H2. There is a relationship between CAEs’ perceptions regarding the activities of governance review
and the extent of using IT tools and techniques.

The selection of quality internal auditors is important to enable organisations to maintain external
and internal legitimacy and integrity of their systems, operations, and business processes.
Objectivity and competence may be viewed as a continuum, but a high level of competence cannot
compensate for lack of objectivity and the opposite is also true. Competency shows the general level
of capability of the IAF; in other words, whether experienced leadership, staff and resources are
available. According to the IIA’s Global Internal Audit Competency Framework (Institute of Internal
Auditors, 2016b), these three elements are related to each other and represent the technical
expertise. General levels of technical expertise may comprise technical skills and knowledge
(Havelka & Merhout, 2013). Technical expertise measures the competency of governance, risk and
control appropriate to the organisation, the competency of applying the IPPF and the competency of
maintaining expertise on the business environment, industry practices and specific organisation
factors (Institute of Internal Auditors, 2013a, 2013b). Competent IAF is expected to use IT tools and
techniques more, in order to activate and speed analysis process before making a decision.
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>

H3. There is a relationship between the CAEs’ assessment of technical expertise and the extent of
using IT tools and techniques.

As discussed previously, not all CAEs have the same knowledge and ability to make a decision
without considering analysis stage, which needs time and effort. It is rational to expect that some
CAEs are concerned about the consequences of their decisions. For example, it has been found that
the adoption of whistleblowing law and the awareness of employees reduce the prevalence of
corporate fraud by increasing the probability that corporate malfeasance is detected and punished
(Cordis & Lambert, 2017). For that reason, the CAEs weight the current situation of their IAF and the
influence of performed activities before making a reporting decision. However, the IAF looks at
technology as a way to improve the analysis process and productivity. Technology can help
automate activities, such as risk assessment, planning and scheduling, and monitor and track audit
remediation and follow up. The extent of using IT tools and techniques is an essential part of the IAF
to succeed in its evolving mandate. IT tools and techniques can help the CAEs to decide better and
faster. Studies reveal that IT tools and techniques support decision makers faced with difficult
decisions (Bohanec, 2009). This enables the auditor to weight and compare decision choices and
criteria across alternatives (Rodgers et al., 2009).

J=->D

H4. There is a relationship between the extent of using IT tools and techniques and CAEs'
relationship with the appropriate authority.

Methodology and Model Specification

The study framework (Fig. A1) shows the process by which an individual’s decision choice is made.
Building on this model, we can highlight the relationship between the CAE and the appropriate
authority within a corporate governance context, which enables us to clarify the ethical pathway of
the CAE. Information5 in our study refers to non-financial information pertaining to the reality of
how the entity (IAF) functions. We use technical expertise as information to represent the
competence of the IAF and evaluate the current situation of IAF. The outcome of the information
processing is the CAE’s assessment of IAF services. Making an assessment is in many ways similar to
making a decision as it involves cognitive processing, retrieving information and activating
perception and judgment. Perception concerns the heuristics of framing effects (Kahneman, 2003). It
refers to framing the decision making process. Individuals’ perceptions ‘simply implement positions
that are likely to gain the favour of those to whom they are accountable’ (Rodgers, 2009; 11). In our
study perception refers to the outlining of the CAEs’ knowledge (how they view the nature of
internal audit activities related to the issue of governance review. Consequently, both perception
and available information affect judgment, resulting in part from the influence on individuals of their
experience, qualification, morale, and organisation environment. The judgment includes the process
CAEs implement to analyse the current situation of internal audit (technical expertise), as well as the
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influences from the perception stage (the extent of IT cybersecurity activities). Judgment in our
study refers to the extent of using IT tools and techniques.

Decision choice is the selection of the best option or course of action to ensure individuals’
fulfilment of intended plans (Rodgers, 2009). Decision in our study includes different levels of
governance authorities to represent the CAEs’ reporting relationship choices6, from the lowest level
in the organisation hierarchal structure (e.g., senior management) to the highest authority in the
organisation (e.g., the board of directors).

Sample selection

We test the aforementioned hypothesis by using a unique sample from the global CBOK database.
The CBOK is a worldwide survey developed and validated by the IIARF with the purpose of providing
a comprehensive database on the state of knowledge in internal auditing. In 2015, the IIARF carried
out the CBOK survey of the IIA’s total membership. Initially, it was possible to identify 2235 CAEs’
valuable responses

The survey questions (Exhibit 1) measure the current situation of the IAF in terms of its technical
expertise. Questions in Exhibit 2 measure the CAEs’ perception regarding the extent of internal audit
activities related to governance review. Questions in Exhibit 3 show the extent of using IT tools and
techniques. Finally, to measure CAEs’ reporting relationship with the appropriate authority, three
guestions have been included as presented in Exhibit 4.

EXHIBIT 1. Survey Questions Related to the IAFs’ competency

Estimate your proficiency for each competency using the following scale: (1 = Novice — Can perform
routine tasks with direct supervision; 2 =Trained — Can perform routine tasks with limited
supervision; 3 = Competent — Can perform routine tasks independently; 4 = Advanced — Can
perform advanced tasks independently; 5 = Expert — Can perform complex advanced tasks
independently).

Statement Proficiency level

Information: Technical Expertise Competency

EXP1: Applies appropriate understanding for organisation governance, risk and control. 12345
EXP2: Applies the International Professional Practices Framework (IPPF) 12345

EXP3: Maintains expertise of the business environment, industry practices and specific
organisational factors. 12345

EXHIBIT 2. Survey Questions Related to the CAEs’ perception
What is the extent of activity of your internal audit department related to governance review?
(1 = None; 2 = Minimal; 3= Moderate; 4 = Extensive).

Statement The extent of activity
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Perception: Activities related to governance review

GOV1: Ethics-related audits 1234

GOV2: Reviews addressing linkage of strategy and performance 1234
GOV3: Executive compensation assessments 1234

GOV4: Environmental sustainability audits 1234

EXHIBIT 3. Survey Questions Related to the CAEs’ Judgment

What is the extent of activity of your internal audit department related to the use of the following
information technology (IT) tools and techniques? (1 = None; 2 = Minimal; 3= Moderate; 4 =
Extensive).

Statement The extent of activity

ITUL: A software or a tool for internal audit risk assessment 1234

ITU2: An automated tool for internal audit planning and scheduling 1234

ITU3: Internal quality assessments using an automated tool 1234

ITU4: An automated tool to monitor and track audit remediation and followup 1234
ITUS: An automated tool to manage the information collected by internal audit 1234
EXHIBIT 4. Survey Questions Related to the CAEs’ Decision

Reporting relationship with the appropriate authority (1 = Lowest authority (other); 2 = Low
Authority (CFO, Vice president of finance); 3 = Middle authority (CEO, president, head of
Government agency); 4 = High authority (AC, or equivalent); 5 = Highest Authority (Board of
directors)).

Statement Authority level
DEC1: What is the primary functional reporting line for the CAE?1 2345
DEC2: Who makes the final decision for appointing the CAE? 12345

DEC3: Who is ultimately responsible for evaluating the performance of the CAE? 12345

PLS-SEM Results

The smart-PLS simultaneous analysis allows us to interpret how the CAEs integrated the information
about the competency of IAF, which may be driven by their perception of internal audit activities.
Table Al shows the result of path coefficients for the total sample (2235 CAEs). Overall, the CAEs
follow different decision-making pathways depending on the internal audit competency, activities
and the extent of using technology tools. The model results seem to be consistent with the
researcher’s assumptions (i.e., hypotheses 1-4).

Table Al. Path Coefficients.
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Original Sample Sample Mean Standard Deviation T Statistics P Values
GOV ->DEC  0.149 0.150 0.022 6.711 0.000
GOV -> ITU 0.314 0.314 0.020 15.386 0.000
EXP ->ITU 0.214 0.216 0.019 11.172 0.000
ITU -> DEC 0.080 0.080 0.023 3.537 0.000

Effect *significant at p < 0.1; **significant at p < 0.05; and ***significant at p < 0.01. Bidirectional
arrows are comparable to correlation coefficients (r); unidirectional arrows are similar to regression
coefficients (B).

Source: Author

Significant pathways and correlations are described in Fig. A2. CAEs’ perception about the extent of
governance review have direct impact on their reporting relationships (decision stage) (i.e., H1:
B1=0.149, p<0.01) (P = D); as well as the CAEs’ judgment stage (i.e., H2: 2 =0.314, p <0.01).
Hence, there is a relationship between the extent of IAF activities and the extent of using IT tools
and techniques, which influences the CAE’s reporting decision (i.e., H4: B4 =0.080, p<0.01) (P > J
- D).
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Fig. A2. Significant Paths and Correlations Coefficients.
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In addition, technical expertise competency has direct impact on the judgment stage (i.e.,H3:
B3=0.214, p<0.01). That is, there is a relationship between IAF technical competency and the
extent of using IT tools and techniques, which influences the CAEs reporting decision (I - J - D).

Finally, Table A2 shows the results of indirect effects of information and perception on the decision
stage in model A and model B. In addition, Table A3 shows the result of the total effect for each
pathway. It can be seen that in both models, both indirect and total effect are significant, with p-
value < 0.01 & 0.05.

Table A2. Indirect Effects.

Indirect effects Original Sample Sample Mean Standard Deviation T
Statistics P

Values

Model A GOV -> DEC 0.025 0.025 0.007 3.436 0.001

EXP ->DEC 0.017 0.017 0.005 3.285 0.001

Source: Author

Table A3. Total Effects.

Total effects  Original Sample Sample Mean Standard Deviation T Statistics P Values
Model A GOV ->DEC  0.174 0.175 0.020 8.558 0.000

GOV ->ITU 0.314 0.314 0.020 15.386 0.000

EXP -> DEC 0.017 0.017 0.005 3.285 0.001

EXP ->ITU 0.214 0.216 0.019 11.172 0.000

ITU -> DEC 0.080 0.080 0.023 3.537 0.000

Source: Author

Discussion and conclusion

This study examines the ethical pathway of CAEs’ reporting relationships with the appropriate
governance authority as example of the assumptions that have been made in the main conceptual
paper above. It was found that the CAEs’ perception about the extent of governance review
activities have direct impact on their reporting relationships. This direct relationship represents the



This is an Accepted Manuscript of an article published by Taylor & Francis in Accounting Forum on 10 May 2019,
available online: https://www.tandfonline.com/doi/full/10.1080/01559982.2019.1605871.

preference-based ethical pathway (P - D). This finding may be interpreted in the light of the
argument of Norman et al. (2010) that the requirement of internal audit reporting to the audit
committee of the board is not a wise solution to independence and objectivity threats, as it raises an
ethical consideration, as the quality of audit reports might vary. It seems that some CAEs make
decisions according to their perception by ignoring the rule (do not report the full result to the
board), and the available information (real risk assessment). In this case, the authors assume that
CAEs may have negative intentions, or do not understand (or dismiss) the rules.

However, in other cases, CAEs employ investigatory and analytical tools to diagnose the cause of
problems. In addition, the IAFs’ activities generally differ in importance as perceived by the AC and
management (IIARF 2003). Consequently, individuals’ perceptions about the extent of IAF activities
related to governance review differ, and not all of them have the ability to decide without analysing
the situation. These factors, as well as differing environmental conditions, lead some CAEs to refer to
the judgment stage before deciding.

It has been found that there is a direct positive relationship between the CAEs’ perception and the
CAEs’ judgment stage, as well as a direct positive relationship between the extent of using IT tools
and techniques and the reporting decision. This represents the indirect relationship between the
CAEs’ perception and decision through their judgment, which can be explained by the lens of a rule-
based ethical pathway (P - J = D). Given all the studies supporting dual reporting lines (e.g., James,
2003; Holt, 2012), one may assume that the CAEs are highly qualified to apply the standard of
organisation independence. These studies assume there are no difficulties or ethical matters that
might influence CAEs’ or others’ interests. In such a case, CAEs may adopt the rule-based pathway, in
which the decision is non-consequential, and the rule implemented regardless of the substance of
the transaction. Information is not required because the regulations are well known by the CAE in
the entity. In other words, the CAEs’ reporting relationship regulations (e.g. standards, charter and
the code of ethics) are captured in their “perception stage” when deciding.

The rule-based ethical pathway reinforces the idea of making consistent decisions, which may occur
more regularly when the same rules are implemented without bias. However, there may be times
when the rules do not support the substance of the accounting transaction, as the stress from
following the rules is considered to be a major obstacle to achieving organisations’ objectives
(Rigopoulou et al. 2012). The decision makers may look at the consequence of their decisions and
ignore their perceptions. They refer to the principle-based ethical pathway and follow what they
think is beneficial for the greatest number of people affected by the situation.

This study found a direct positive relationship between technical expertise and the judgment stage,
as well as a direct positive relationship between the extent of using IT tools and techniques and
reporting decision. These relationships represent the principle-based ethical pathway (I = J > D). A
principle-based ethical pathway can be followed by CAEs who have personal standards and values.
The choice of this pathway can be viewed in the light of the study by Arnold et al. (2013), which
compared three sectors of internal and external auditors to examine the mediation effect of social
consensus and magnitude of consequences of the decision path. They found that the decision paths



This is an Accepted Manuscript of an article published by Taylor & Francis in Accounting Forum on 10 May 2019,
available online: https://www.tandfonline.com/doi/full/10.1080/01559982.2019.1605871.

are influenced by the expected consequences of the decision. The principle-based ethical pathway is
practical when a situation exists whereby rules do not specifically address the issue. Moreover, it
may operate better in unstable or changing environments. However, a CAE’s values, attitudes or
beliefs may not be applied on a consistent basis, thereby causing reporting issues or assets
production problems.

In summary, the implementation of the Ethical Process Thinking Model was found to be useful to
study the CAEs’ reporting relationships. It helped to identify the ethical pathways of the CAEs’
reporting relationships through the direct and indirect relationships between internal audit
activities, technical expertise and reporting decision.

References

L.J. Abbott, B. Daugherty, S. Parker, G.F. Peters Internal audit quality and financial reporting quality:
The joint importance of independence and competence Journal of Accounting Research, 54 (1)
(2016), pp. 3-40

L.J. Abbott, S. Parker, G.F. Peters Audit fee reductions from internal audit-provided assistance: The
incremental impact of internal audit characteristics Contemporary Accounting Research, 29 (1)
(2012), pp. 94-118

A.A.M. Al-Twaijry, J.A. Brierley, D.R. Gwilliam The development of internal audit in Saudi Arabia: An
institutional theory perspective Critical Perspectives on Accounting, 14 (5) (2003), pp. 507-531

A.A.M. Al-Twaijry, J.A. Brierley, D.R. Gwilliam An examination of the relationship between internal
and external audit in the Saudi Arabian corporate sector Managerial Auditing Journal, 19 (7) (2004),
pp. 929-944

A. Alzeban, D. Gwilliam Factors affecting the internal audit effectiveness: A survey of the Saudi public
sector Journal of International Accounting, Auditing and Taxation, 23 (2) (2014), pp. 74-86

D.F. Arnold Sr, J.W. Dorminey, A.A. Neidermeyer, P.E. Neidermeyer Internal and external auditor
ethical decision-making Managerial Auditing Journal, 28 (4) (2013), pp. 300-322

O.M. Bakre The unethical practices of accountants and auditors and the compromising stance of
professional bodies in the corporate world: Evidence from corporate Nigeria Accounting Forum, 31
(2007), pp. 277-303



This is an Accepted Manuscript of an article published by Taylor & Francis in Accounting Forum on 10 May 2019,
available online: https://www.tandfonline.com/doi/full/10.1080/01559982.2019.1605871.

C.W. Bame-Aldred, D.M. Brandon, W.F. Messier, L.E. Rittenberg, C.M. Stefaniak A summary of
research on external auditor reliance on the internal audit function Auditing: Journal of Practice &
Theory, 32 (2013), pp. 251-286

M.H. Christ, A. Masli, N.Y. Sharp, D.A. Wood Rotational internal audit programs and financial
reporting quality: Do compensating controls help? Accounting Organizations and Society, 44 (2015),
pp. 37-59

J. Christopher, G. Sarens, P. Leung A critical analysis of the independence of the internal audit
function: Evidence from Australia Accounting, Auditing & Accountability Journal, 22 (2) (2009), pp.
200-220

A.S. Cordis, E.M. Lambert Whistleblower laws and corporate fraud: Evidence from the United States
Accounting Forum, 41 (2017), pp. 289-299

Deloitte Internal audit 3.0. The future of internal audit is now (2018)
https://www2.deloitte.com/content/dam/Deloitte/global/Documents/Audit/gx-internal-audit-3.0-
the-future-of-internal-audit-is-now.pdf

J. Dumay, C. Bernardi, J. Guthrie, P. Demartini Integrated reporting: A structured literature review
Accounting Forum, 40 (3) (2016), pp. 166-185

Ernst and Young Internal audit reporting: Perspectives from chief audit executives Ernst & Young
Global Limited (2012)

K. Foss, W. Rodgers Enhancing information usefulness by line managers’ involvement in cross-unit
activities Organisation Studies, 32 (5) (2011), pp. 683-703

J. Fraser, H. Lindsay 20 questions directors should ask about internal audit Canadian Institute of
Chartered Accountants Toronto (2004)

A.A. Gramling, M.J. Maletta, A. Schneider, B.K. Church The role of the internal audit function in
corporate governance: A synthesis of the extant internal auditing literature and directions for future
research Journal of Accounting Literature, 23 (2004), pp. 194-244

A. Guiral, W. Rodgers, E. Ruiz, J.A. Gonzalo Ethical dilemmas in auditing: Dishonesty or unintentional
bias? Journal of Business Ethics, 91 (1) (2010), pp. 151-166



This is an Accepted Manuscript of an article published by Taylor & Francis in Accounting Forum on 10 May 2019,
available online: https://www.tandfonline.com/doi/full/10.1080/01559982.2019.1605871.

A. Guiral, W. Rodgers, E. Ruiz, J.A. Gonzalo-Angulo Can expertise mitigate auditors’ unintentional
biases? Journal of International Accounting, Auditing and Taxation, 24 (2015), pp. 105-117

D. Havelka, J.W. Merhout Internal information technology audit process quality: Theory
development using structured group processes International Journal of Accounting Information
Systems, 14 (3) (2013), pp. 165-192

T.P. Holt The effects of internal audit role and reporting relationships on investor perceptions of
disclosure credibility Managerial Auditing Journal, 27 (9) (2012), pp. 878-898

F. Hoos, N. Kochetova-Kozloski, A.C. d’Arcy The importance of the chief audit executive’s
communication: Experimental evidence on internal auditors’ judgments in a ‘two masters setting’
International Journal of Auditing, 19 (3) (2015), pp. 166-181

Institute of Internal Auditors Practice advisory 1110-1 organizational independence Available at:

IIA Global (2016) Accessed 10. 11. 2016 https://global.theiia.org/standards-
guidance/Public%20Documents/IPPF-Standards-2017.pdf

Institute of Internal Auditors Time to seize the opportunity North American report IIA, Audit
Executive Centre, Florida, USA (2013)

Institute of Internal Auditors Reporting lines, priorities, and resources shift for internal auditors. IlIA
Available at:

(2013) Accessed 28. 04. 2017 https://na.theiia.org/news/Pages/Reporting-Lines-Priorities-and-
Resources-Shift-for-Internal-Auditors.aspx

Institute of Internal Auditors (ll1A) Independence and objectivity IIA, Practice Guide (2011) Available
at: Accessed 21.12.16

Institute of Internal Auditors (IIA) Code of ethics Available at:

IIA Global (2016) Accessed 29. 04. 2017 https://global.theiia.org/standards-guidance/mandatory-
guidance/Pages/Code-of-Ethics.aspx

Institute of Internal Auditors (llA) International standards for the professional practice of internal
auditing (SPPI) IIA Global, Florida (2016)



This is an Accepted Manuscript of an article published by Taylor & Francis in Accounting Forum on 10 May 2019,
available online: https://www.tandfonline.com/doi/full/10.1080/01559982.2019.1605871.

International Accounting Standards Board (IASB) (2013). IAS 8 Accounting Policies, Changes in
Accounting: Estimates and Errors. IFRS, Available at: http://www.ifrs.org/IFRSs/IFRS-technical-
summaries/Documents/English%20Web%20Summaries%202013/1AS%208.pdf. Accessed
06.05.2017.

K.L. James The effects of internal audit structure on perceived financial statement fraud prevention

Accounting Horizons, 17 (4) (2003), pp. 315-327

K.L. James Structuring internal audit reporting to enhance user confidence Internal Auditing, 19 (1)
(2004), pp. 17-20

T.M. Jones Ethical decision making by individuals in organisations: An issue-contingent model
Academy of Management Review, 16 (2) (1991), pp. 366-395

H. Kagermann, K. William, K. Karlheinz, W. Claus-Peter Internal audit handbook: Management with
the sap®-audit roadmap Springer (2008)

D. Kahneman A perspective on judgement and choice: Mapping bounded rationality American
Psychologist, 58 (9) (2003), pp. 1449-1475

M. Lampe, D. Smith, S. Nesheim A model of auditors’ ethical decision processes American Journal of
Obstetrics and Gynecology, 11 (1) (1992), pp. 33-73

R. Libby, J. Luft Determinants of judgment performance in accounting settings: Ability, knowledge,
motivation, and environment Accounting, Organizations and Society, 18 (5) (1993), pp. 425-450

S. Lin, M. Pizzini, M. Vargus, |.R. Bardhan The role of the internal audit function in the disclosure of
material weaknesses Accounting Review, 86 (1) (2011), pp. 287-323

L.L. Lisic, T.L. Neal, I.X. Zhang, Y. Zhang CEO power, internal control quality, and audit committee
effectiveness in substance versus in form Contemporary Accounting Research, 33 (3) (2016), pp.
1199-1237

B. Lyke, M. Jickling WorldCom: The accounting scandal. paper presented At the congressional
research service report for congress, August. At the library of congress (2002)



This is an Accepted Manuscript of an article published by Taylor & Francis in Accounting Forum on 10 May 2019,
available online: https://www.tandfonline.com/doi/full/10.1080/01559982.2019.1605871.

E.H.M. Matavire, T. Dzama Dual reporting by the chief audit executive: the situation in the
Zimbabwean Parastatals International Journal of Applied Research and Studies (iJARS), 2 (6) (2013),
pp. 1-13

R. Moeller Managing internal auditing in a post-SOA world Journal of Corporate Accounting &
Finance, 15 (4) (2004), pp. 41-45

L. Munro, J. Stewart External auditors’ reliance on internal auditing: Further evidence Managerial
Auditing Journal, 26 (6) (2011), pp. 464-481

L.B. Nielsen, F. Mitchell, H. Ngrreklit Management accounting and decision making: Two case studies
of outsourcing Accounting Forum, 39 (1) (2015), pp. 64-82

C.S. Norman, A.M. Rose, J.M. Rose Internal audit reporting lines, fraud risk decomposition, and
assessments of fraud risk Accounting Organisations and Society, 35 (5) (2010), pp. 546-557

P.C. Nutt Framing strategic decisions Organization Science, 9 (2) (1998), pp. 195-216

L.D. Parker Twenty-one years of social and environmental accountability research: A coming of age
Accounting Forum, 35 (1) (2011), pp. 1-10

M.W. Peng, S.L. Sun, B. Pinkham, H. Chen The institution-based view as a third leg for a strategy
tripod The Academy of Management Perspectives, 23 (3) (2009), pp. 63-81

PricewaterhouseCoopers (PwC) State of the Internal audit profession study: Internal audit post
Sarbanes- Oxley.”, PwC advisory Internal audit (2005)

W. Rodgers Throughput modeling: Financial information used by decision makers Jai Press
Greenwich, CT (1997)

W. Rodgers The influences of conflicting information on novices and loan officers’ actions Journal of
Economic Psychology, 20 (2) (1999), pp. 123-145



This is an Accepted Manuscript of an article published by Taylor & Francis in Accounting Forum on 10 May 2019,
available online: https://www.tandfonline.com/doi/full/10.1080/01559982.2019.1605871.

W. Rodgers Ethical beginnings: Preferences, rules, and principles influencing decision making
iUniverse (2009)

W. Rodgers, S. Gago Cultural and ethical effects on managerial decisions: Examined in a throughput
model Journal of Business Ethics, 31 (4) (2001), pp. 355-367

W. Rodgers, S. Gago Stakeholder influence on corporate strategies over time Journal of Business
Ethics, 52 (4) (2004), pp. 349-363

W. Rodgers, T.J. Housel The effects of information and cognitive processes on decision making
Accounting and Business Research, 18 (69) (1987), pp. 67-74

W. Rodgers, A. Guiral, J.A. Gonzalo Different pathways that suggest whether auditors’ going concern
opinions are ethically based Journal of Business Ethics, 86 (3) (2009), pp. 347-361

W. Rodgers, J. Simon, J. Gabrielsson Combining experiential and conceptual learning in accounting
education: A review with implications Management Learning, 48 (2) (2017), pp. 187-205

W. Rodgers, A. Soderbom, A. Guiral Corporate social responsibility enhanced control systems
reducing the likelihood of fraud Journal of Business Ethics, 131 (4) (2014), pp. 871-882

M. Roussy Welcome to the day-to-day of internal auditors: How do they cope with conflicts?
Auditing: Journal of Practice & Theory, 34 (2) (2015), pp. 237-264

R. Rupsys, R. Staciokas Internal audit reporting relationships: The analysis of reporting lines
Engineering Economics, 73 (3) (2005), pp. 49-53

G. Sarens, M.J. Abdolmohammadi, R. Lenz Factors associated with the internal audit function’s role
in corporate governance Journal of Applied Accounting Research, 13 (2) (2012), pp. 191-204

A. Schneider The nature, impact and facilitation of external auditor reliance on internal auditing
Academy of Accounting and Financial Studies Journal, 13 (4) (2009), pp. 41-53

J. Stewart, N. Subramaniam Internal audit independence and objectivity: Emerging research
opportunities Managerial Auditing Journal, 25 (4) (2010), pp. 328-360



This is an Accepted Manuscript of an article published by Taylor & Francis in Accounting Forum on 10 May 2019,
available online: https://www.tandfonline.com/doi/full/10.1080/01559982.2019.1605871.

J.T. Sweeney, R.W. Roberts Cognitive moral development and auditor independence Accounting
Organizations and Society, 22 (3/4) (1997), pp. 337-352

Tapestry Networks Challenges of the global internal audit function, view points for the audit
committee leadership summit Available at:

(2013) Accessed 25.09.2014 www.Tapestryentworks.com

L.K. Trevino, S.A. Youngblood Bad apples in bad barrels: A causal analysis of ethical decision-making
behaviour Journal of Applied Psychology, 75 (4) (1990), pp. 378-385

United States Congress Sarbanes-oxley act, public law 107-204, 107th cong., 2nd sess. GPO,
Washington, DC (2002)

K.C. Yekini, I. Adelopo, P. Andrikopoulos, S. Yekini Impact of board independence on the quality of
community disclosures in annual reports Accounting Forum, 39 (4) (2015), pp. 249-267

M. Zaman, G. Sarens Informal interactions between audit committees and internal audit functions:
Exploratory evidence and directions for future research Managerial Auditing Journal, 28 (6) (2013),
pp. 495-515



	Ethical pathways of internal audit reporting lines
	References


