Module 3

	MANAGING THE INTERNAL AUDITING DEPARTMENT

Readings: Sawyer 
Chapters 20, and 30 
LEARNING OBJECTIVES


The issues to be addressed in organizing and managing an internal audit organization including: 

(1) the charter

Specific Course Objectives covered by this module include:

(3) Students will demonstrate the ability to successfully address issues in establishing an internal auditing organization, and 
(4) Students will demonstrate the ability to successfully address issues in managing an internal auditing organization.

Introduction and Background

Now that we have explored the environment in which internal auditors operate, we will focus first on the internal auditing department in this module and modules 4 and 5. Module 6 will then focus on the individual audit assignment. Subsequent modules will examine internal auditing techniques and special issues.

In managing an internal auditing organization, the chief auditing executive must address the following issues: 
(1) authorizing and organizing the internal auditing organization, 
(2) risk assessment and scheduling of audits, 
(3) policies and procedures, 
(4) personnel management and development, 
(5) coordination with external auditors, and 
(6) quality Assurance.
AUTHORIZING AND ORGANIZING 
THE INTERNAL AUDITING ORGANIZATION

The first step a chief auditing executive should take to establish an internal auditing organization is to reach an understanding with management and the board of directors on the rules that will apply to the internal auditing organization. This understanding should be in writing in the form of a charter. 

Developing a charter for the department is important because it establishes the contract between the internal auditing department and the organization. Yet, care should be taken to ensure that the charter serves its purpose of documenting the understanding between the two. The adoption of a charter is so important that internal auditing standards require one. 

Specific Standard 510 states, "The director of internal auditing should have a statement of purpose, authority, and responsibility for the internal auditing department." The Standards also require the director of internal auditing to seek the approval of management and acceptance by the Board of Directors (or similar body) of the charter. 

Still further guidance is given in Statement of Internal Auditing Standards (SIAS) No. 7, "The charter should (a) establish the department’s position within the organization; (b) authorize access to records, personnel, and physical properties relevant to the performance of audits; and (c) define the scope of internal auditing activities."

The model charter presented here is divided into the following parts: 
(1) purpose of the charter, 
(2) nature of internal auditing, 
(3) objective of internal auditing, 
(4) scope of internal auditing, 
(5) responsibilities and authority of the internal auditing department, 
(6) fraud, and 
(7) prohibited acts.

The student should know the seven items listed in a charter and a brief description of each item.

The charter can take many forms depending on the formality of the organization. In some organizations, it may be as simple as a memo; in others, the charter is a separate professionally printed document suitable for framing. Regardless of its final form, the charter must be approved by senior management and presented to the Board of Directors.

The sections of the charter that deal with the scope of internal auditing and the reporting arrangements require the greatest amount of customizing. General Standard 300 states, "The scope of internal auditing should encompass the examination and evaluation of the adequacy and effectiveness of the organization’s system of internal control and the quality of performance in carrying out assigned responsibilities." However, in many instances the internal auditing department’s scope is limited for one reason or another and the charter should reflect this limited scope. This essentially documents the shift in responsibility from internal auditing to management and the Board of Directors.

The student should note that charters may be changed if the audit committee and management are convinced that it is in the organization’s best interest to do so. This entails some degree of sales effort on the part of the lead auditor to show that: 

(1) the internal auditing department is competent in performing the services warranted by the expanded scope, and 

(2) the services to be performed are necessary. 

Both of these can be documented by performing pilot or demonstration audits in areas of the organization that lead to substantial savings for the organization. Savings can be combined by the lead auditor with the benefits of reviewing controls (loss prevention) to persuade audit committee members and management to devote more resources to internal auditing.

Determining the areas of the organization that will lead to the greatest savings is a function of the chief audit executive’s (CAE’s) imagination and luck. It is a function of the CAE’s imagination in that often the areas which yield the greatest cost savings are the areas that have never been audited, probably because no one ever thought to audit them. 

The lead auditor can identify these areas by analyzing the organization’s cash flow through its departments, reviewing its organizational chart, and talking to members of the audit committee and management about the areas of the organization that concern them. 

For example, an audit was once performed on a marketing department. The manager of the department was surprised that he was being audited because he assumed auditors looked only at accounting departments or those holding substantial assets, such as the warehouse. During the audit, it was discovered that the marketing department was responsible for the organizations advertising program. A review of this program revealed a lack of controls over the programs expenditures and numerous cases of overbilling by the organizations advertising firm. Upper management who were at first skeptical were subsequently won over to the need for the audit.

Another important aspect of the internal auditing sales effort is exposure. Audit committee members and managers are not going to support a function they do not understand or with which they are unfamiliar. The lead auditor can gain much positive exposure by: 

(1) attending audit committee meetings, 
(2) cooperating with the organizations external auditor, 
(3) projecting an image of problem solver as opposed to problem generator, 
(4) interviewing audit committee members and managers for their concerns and demonstrating how these concerns are met or could be met if additional resources were available, 
(5) conducting audits in a businesslike manner, paying particular attention to treating the "little people" right, and 
(6) using a post-audit questionnaire to obtain the auditee’s opinion of the auditor’s performance.

Likewise, Specific Standard 110 states, "The organizational status of the internal auditing department should be sufficient to permit the accomplishment of its audit responsibilities." Additional guidance is given by SIAS No. 7, "The director of internal auditing should have direct communication with the board. Regular communication with the board helps assure independence and provides a means for the board and the director to keep each other informed on matters of mutual interest."

Ideally, the CAE should report to the CEO, as the organizations top manager, with direct access to the Board of Directors (copies of regular audit reports, if desired, periodic summary reports of departments’ activities, and attendance at Board of Directors or audit committee meetings). Like audit scope, many organizations have set up other reporting arrangements, and these must be clearly stated in the charter.
SAMPLE CHARTER
Sample Company, Inc.
Internal Auditing
Department Charter

Introduction
The purpose of this charter is to establish the internal auditing department’s position within this organization, authorize its access to records, personnel, and physical properties relevant to the performance of audits, and to define the scope of internal auditing activities.

Nature of Internal Auditing
Internal auditing is an independent appraisal activity established within an organization to examine and evaluate its activities as a service to the organization. It is a control that functions by examining the adequacy and effectiveness of other controls.

Objective of Internal Auditing
The objective of internal auditing is to assist members of the organization in the effective discharge of their responsibilities. To this end, internal auditing furnishes them with analyses, appraisals, recommendations, counsel, and information concerning the activities reviewed. The auditing objective includes promoting effective control at reasonable cost.

Scope of Internal Auditing
The scope of internal auditing encompasses the examination and evaluation of the adequacy and effectiveness of the organization’s system of internal control and the quality of performance in carrying out assigned responsibilities. The scope of internal auditing includes:

--Reviewing the reliability and integrity of financial and operating information and the means used to identify, measure, classify, and report such information.
--Reviewing the systems established to ensure compliance with those policies, plans, procedures, laws, and regulations that could have a significant impact on operations and reports, and determining whether the organization is in compliance.
--Reviewing the means of safeguarding assets from various types of losses such as those resulting from theft, fire, improper or illegal activities, and exposure to the elements and, as appropriate, verifying the existence of such assets.
--Appraising the economy and efficiency with which resources are employed.
--Reviewing operations or programs to ascertain whether results are consistent with established objectives and goals and whether the operations or programs are being carried out as planned.

Responsibilities and Authority
of Internal Auditing
The Chief Audit Executive (CAE) is assigned the responsibility for carrying out an internal auditing program as previously described. This responsibility includes coordinating internal auditing activities with the organization’s external auditors and others to best achieve the auditing objectives and those of the organization.

In carrying out this mission, the CAE is given access to all records, personnel, and physical properties relevant to the performance of audits. Any instances in which records, personnel, or physical properties relevant to an audit are not made available to the lead auditor upon his or her request will be reported to the CEO and the Board of Directors (or designated subcommittee). 

The CAE will report directly to the CEO with direct access to the Board of Directors or designated subcommittee (audit committee). The CAE will submit annually to the CEO for approval and to the Board of Directors (or its designated subcommittee) for its information a summary of the department’s audit work schedule, staffing plan, and financial budget.

The CAE, upon the completion of an audit, will discuss the audit findings with the member of management responsible for the area audited. A written report of the audit findings and the manager’s response will be sent to the CEO within 30 days of the audit’s completion (with a copy to the chairman of the audit committee). Follow-up procedures will vary depending on the severity of the audit findings, but will be within one year at the latest.

Fraud
Deterrence of fraud is the responsibility of management. The internal auditing department is responsible for examining and evaluating the adequacy and the effectiveness of actions taken by management to fulfill this obligation.

Internal auditors should have sufficient knowledge of fraud to be able to identify indicators that fraud might have occurred. If significant control weaknesses are detected, additional tests conducted by internal auditors should include tests directed toward the identification of other indicators of fraud.

Internal auditors are not expected to have knowledge equivalent to that of a person whose primary responsibility is to detect and investigate fraud. Also, auditing procedures alone even when carried out with due professional care does not guarantee that fraud will be detected.

The internal auditing department will assist in the investigation of fraud in order to: (1) determine if controls need to be implemented or strengthened, (2) design audit tests to help disclose the existence of similar frauds in the future, and (3) help meet the internal auditor’s responsibility to maintain sufficient knowledge of fraud.

A written report will be issued at the conclusion of the investigation. It will include all findings, conclusions, recommendations, and corrective action taken.


Performance Standards
Internal audits will be performed according to organizational policy, the Standards as issued by The IIA, and good business sense.


Signature 

Chief Executive Officer,
Example Company, Inc.

Date 


Signature 

Chairman of Audit Committee

Date 


THE INTERNAL AUDITING ORGANIZATION MANUAL

Once the charter is approved, the CAE should consider producing an audit manual to document the policies and procedures the CAE will develop. Maintaining an audit manual is extremely helpful in documenting the policies and procedures needed to efficiently carry out the performance of the department’s work. If an auditor were to go into a department (such as the purchasing department) and find no policy and procedures manual, chances are he or she would comment about this lack of managerial control in the audit report. 

So why don’t we practice what we preach? Probably for the same reasons our auditees give us: it takes too much time to develop and maintain a manual, or we feel it is not needed because we already know what is expected of the department and ourselves.

The fact is you do need one. Why? 

First, to document the understanding between yourself and the management of the organization concerning your responsibilities (audit charter) as the lead auditor. 

Second, to provide a trail for your successor should you leave your present position. 

Third, a manual provides a reference to guide you in performing your audit. 
Remember that auditing is a systematic process. This means that certain steps should be performed during every audit to ensure consistency and objectivity. 

Lastly, a manual can ensure compliance with The IIA Standards. This is important because The IIA Standards have been developed by expert practitioners and have proven to be the optimal manner in which to operate an internal auditing department.

The manual should include a title page containing the signature of the lead auditor who developed the manual and the date the manual was adopted. The lead auditor should periodically review the contents of the manual to ensure that the manual reflects both current and optimal practice.

Return to Module One
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