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Abstract

The securities authorities have tried to promote the corporate governance
systems since the Asian financial crisis of 1997; and the internal control system can
be regarded as one of the important parts in the corporate governance mechanism.
The establishment of the internal control and internal audit systems, adopted by the
Financial Supervisory Commission of Executive Yuan in Taiwan, is based on the
policy of “Implementation Rules of Internal Audit and Internal Control System of
Financial Holding Companies and Banking Industries”. The policy ensures the
on-going and effective operation of the system to promote the sound business
operation of financial holding companies (including its subsidiary companies) and
the banks. A well-designed internal control system can strengthen the reliability of
financial reporting, and enhance the confidence of the users of financial statements.
For example, when the frauds occurred in a bank, it represented the bank's internal
control system has been damaged, and the information provided by the bank will be
challenged. The main purpose of the study is to investigate the relation between the
internal control weakness and the quality of financial reports in the banking industry.
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The absolute value of discretionary bad debt is used to measure the quality of
financial reports. The research sample contains the significant penalties cases during
the period of 2005-2010 on the Financial Supervisory Commission’s website, which
are identified as a proxy for internal control weakness of listed banks. Overall, the
results show that the banks with significant penalties have poor quality of financial

statements.

Keywords: Internal control; Discretionary bad debt expense; Quality of financial
reports
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