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Two Sides of Auditing

Despite their obvious

similarities, internal

auditing and external

auditing have an array

of differences that make

them distinctly valuable.

NTERNAL AUDITORS AND EXTERNAL
auditors each play an important role in
the governance of an organization. Both
groups have mutual interests regarding
the effectiveness of internal financial con-
trols, and both adhere to ethical codes
and professional standards set by their
respective professional bodies. Addi-
tionally, both types of auditors operate
independently of the activities they audit,
and they're expected to have extensive
knowledge about the business, industry,
and strategic risks faced by the organi-
zation they serve. Yet, with all of their
similarities, internal auditing and external
auditing are two distinct functions that
have numerous differences.

DIVERGING APPROACHES
The IIA defines internal auditing as "an
independent, objective assurance and
consulting activity designed to add value
and improve an organization's operations.

BY LAL BALKARAN It helps an organization accomplish its
objectives by bringing a systematic, disci-
plined approach to evaluate and improve
the effectiveness of risk management,
control, and governance processes." Inter-
nal auditors in the public sector place an
added emphasis on providing assurance
on performance and compliance with
policies and procedures. Concerned vsdth
all aspects of the organization — both
financial and nonfinancial — the internal
auditors focus on future events as a result
of their continuous review and evaluation
of controls and processes.

In contrast, external auditing provides
an independent opinion of a company's
financial statements and fair presenta-
tion. This type of auditing encompasses
whether the statements conform with
Generally Accepted Accounting Princi-
ples, whether they fairly present the finan-
cial position of the organization, whether

the results of operations for a given period
of time are represented accurately, and
whether the financial statements have
been affected materially (i.e., whether they
include a misstatement that is likely to
infiuence the economic decisions of finan-
cial statement users). External auditing's
approach is mainly historical in nature,
although some forward-looking improve-
ments may be suggested in the auditors'
recommendations to management based
on the analysis of controls during a finan-
cial statement audit.

These definitions alone pinpoint the key
distinctions that separate the two audit
approaches. However, internal auditing
is much broader and more encompassing
than external auditing. Its value resides in
the fianction's ability to look at the under-
lying operations that drive the financial
numbers before those numbers actually
hit the hooks. For instance, when con-
sidering "sales" as a line item in a set of
financial statements, the external audit
focuses primarily on the existence, com-
pleteness, accuracy, classification, timing,
and posting and summarization of sales
numbers. The internal audit goes beyond
these assertions and looks at sales opera-
tions in a much broader context by ask-
ing questions regarding the target market,
sales plan, organizational structure of the
sales department, qualifications of sales
personnel, effectiveness of sales opera-
tions, measurement of sales performance,
and compliance with sales policies. These
questions probe the very core of sales
operations and can greatly impact the sales
numbers recorded in financial statements.
For example, assuming a sales number of
US $6 million, the external auditor has
merely to render an opinion regarding
the validity ofthat number. The internal
auditor, however, is in a position to ask
whether the number really should have
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been US $12 million, if the right market
had been targeted, and if operations had
been effective in the first place.

ORGANIZATIONAL STRUCTURE
Internal auditors represent an integral part
of the organization — their primary clients
are management and the board. Although
historically internal auditors have reported
to the chief financial officer or other senior
management staff, the trend today is for
internal auditing to report directly to the
audit committee, which helps strengthen
auditor independence and objectivity.
Most internal audit functions follow this
reporting relationship, which is consistent
with The IIA's Standard mo on organiza-
tional independence.

The chief audit executive's (CAE's)
appointment is normally meant to be
permanent, unless he or she resigns or is
dismissed. In some quasi and intergovern-
mental organizations, CAEs are given ten-
ured positions — five-year appointments,
for example — to enhance independence.

Conversely, external auditors are not
part of the organization, but are engaged
by it. Their objectives are set primarily
by statute and by their main client, the
board of directors. External auditors are
appointed by the board, and they sub-
mit an annual report to the company's
shareholders. The appointment is meant
to extend for a specified time — exter-
nal auditors can be re-appointed at the
company's annual general meeting. In
some jurisdictions, there are limits on an
external auditor's length of service, often
five or seven years.

MANDATORY VERSUS VOLUNTARY
In general, internal audit functions are
not mandatory for organizations. Instead,
their installment is left up to individual
organizations' discretion. Recent legisla-
tion, however, has made internal audit-
ing mandatory in some cases. Companies
listed on the New York Stock Exchange
must have an internal audit function,
whether in-house or outsourced. Also,
effective January 2008, Usted issuers on
Bursa Malaysia, the exchange holding
company in Malaysia, must have an inter-,
nal audit function reporting directly to the
audit committee.

An external audit is legally required
for many companies, particularly those
listed on a public exchange. External audits
of some government agencies are also

legislated, requiring government audi-
tors to submit the audit report to their
respective legislature.

QUALIFIED AND KNOWLEDGEABLE
The necessary qualifications for an inter-
nal auditor rest solely on the judgment of
the employer. Although internal auditors
are often qualified as accountants, some
are qualified engineers, sales personnel,
production engineers, and management
personnel who have moved through the
ranks of the organization with a sound
knowledge of its operations and have gar-
nered experience that makes them aptly
qualified to perform internal auditing.
However, more and more internal auditors
currently hold The IIA's Certified Internal
Auditor designation, which demonstrates
competency and professionalism in the
field of internal auditing. Because of their
continuous investigation into all of the
organization's operating systems, internal
auditors who remain in the same organiza-
tion for many years eventually should have
a comprehensive and current knowledge of
the organization and its operations.

External auditors are required to
understand errors and irregularities,
assess risk of occurrence, design audits
to provide reasonable assurance of mate-
rial detection, and report on such find-
ings. In most countries, auditors of public
companies must be members of a body
of professional accountants recognized
by law — for example, the Institute of
Chartered Accountants in England and
Wales, Institute of Chartered Accoun-
tants of Barbados, American Institute of
Certified Public Accountants, or Cana-
dian Institute of Chartered Accountants.
Because external auditors' scope of work
is narrowly focused on fmancial state-
ment auditing, and they come into the
organization only once or twice a year,
their knowledge of the organization's
operations is unlikely to be as extensive
as that of the internal auditors.

EVOLUTION OF AUDITING
Business grovrth, globalization, and cor-
porate scandals have changed the thrust
of the internal audit profession in recent
years. In its early years, internal auditing
focused on protection-oriented objectives
and emphasized compliance with account-
ing and operational procedures, verification
of calculation accuracy, fraud detection,
and protection of assets. Gradually, new

dimensions were added that ranged from
an evaluation of financial and compliance
risks to an assessment of business risks and
corporate governance. These changes have
increased the gap between the disciplines
of internal and external auditing.

Yet, despite their differences, inter-
nal auditing and external auditing no
longer work in competition, as was the
case before the U.S. Sarbanes-Oxley Act
of 2002 was enacted, when a company's
external auditors would sometimes com-
pete with in-house audit departments
for internal audit work. Regulations like
Sarbanes-Oxley now prohibit the exter-
nal auditor from providing internal audit
services to the same company.

Today, internal and external auditors
can benefit from their complementary
skills, areas of expertise, and perspectives.
They should meet periodically to discuss
common interests, strive to understand
each other's scope of work and methods,
discuss audit coverage and scheduling
to minimize redundancies, jointly assess
areas of risk, and provide access to each
other's reports, programs, and workpa-
pers. In fiJfilling its oversight responsibil-
ities for assurance, the board also should
require internal and external auditors to
coordinate their audit work to increase
the economy, efficiency, and eflfectiveness
of the overall audit process.

A COMMON PURPOSE
Despite some similarities, a world of dif-
ference exists between internal auditing
and external auditing. Nonetheless, both
audit types, and the respective services
they provide, are essential to maintain-
ing an effective governance structure.
With a greater understanding of each
other's unique perspective, the two audit
groups can maximize their aggregate
contribution and help ensure organiza-
tional success.
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To comment on this article, e-mail the author
at lal.balkaran@theiia.org.

To submit a "Back to Basics" article for
consideration, or to request coverage of an
introductory-ievet internal audit topic, e-maii
David O'Regan at david.oregan.ia@gmaiLcoin.
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