
PPRREELLUUDDEE  
he recent news item about effectiveness of
the internal audit function in PSUs has
once again brought this very important
function in an organisation under close
scrutiny. The cases of corporate failures in

the United States and other parts of the world also lead to
increased focus on corporate governance and the role and
responsibility of different constituents of corporate gover-
nance mechanism. Internal audit, being an important con-
stituent of this mechanism, assumes significant responsi-
bility and requires continuous efforts to ensure that it is
effective. In this article, let us try to study some vital aspects
that have bearing on the effectiveness of this Function.

BBAACCKKGGRROOUUNNDD
A news item in the Economic Times (October 7,

2002)- “Auditors want PSUs to strengthen and expand
scope of internal audit”- highlighted the lack of effec-
tiveness of this important function in the public sector
undertakings. Based on comments of statutory auditors,
the article points out that there is a need to strengthen the
internal audit or extend its scope. This observation of the
statutory auditors would be true in case of other public
and private sector companies as well. Although the com-
ments of the statutory auditors are not very specific, our
experience reveals that expansion of scope alone will not
result in strengthening the internal audit function.
Besides expansion of scope, there are, in fact, many
other aspects that need greater attention so that this
function adds value to the organisation. A reader of the
Economic Times and ex-chief internal auditor in a PSU
has aptly pointed out four very significant lacunae in the
internal audit systems in PSUs viz.,
i.) Top management seldom attaches importance to

the audits
ii.) The infrastructure for conducting the audits is inad-

equate;
iii.) No follow-up action is taken; and
iv.) Lack of statutory recognition
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The other recent development that requires the man-
agement to ensure that the internal audit is effective in the
organisation is the cases of corporate failure in the United
States and other parts of the world. Government agencies
and professional bodies are busy identifying the reasons for
these failures, fixing responsibilities and taking corrective
measures to avoid recurrence. The US Senate and House of
Representatives has enacted Sarbanes-Oxley Act, 2002 for
improvement in financial reporting, independent audit and
accounting services for listed companies, increased corpo-
rate responsibility and certain other matters. In general, the
studies/ investigations are aimed to look at the role and
responsibility of the different constituents of the corporate
governance mechanism. World over, it is accepted that
internal audit is an important constituent of this mecha-
nism. Therefore, it assumes significance in any discussion
on corporate governance. Effectiveness of internal audit
would be a pre-requisite for good corporate governance
and efforts should be made continuously to ensure that the
effectiveness is maintained all the time.

Through this article, we wish to offer some solutions
that would improve the effectiveness of internal audits.

PPRROOBBLLEEMMSS  AANNDD  SSOOLLUUTTIIOONNSS
1. Statutory and Professional Recognition and Role
of Shareholders

The internal audit function, as it exists today, does not
have any statutory recognition today. The Companies
Act merely requires the statutory auditors to comment
upon the existence of internal audit system commensu-
rate with the size and nature of business. The newly
inserted Section 292A requires listed companies to con-
stitute an audit committee. Besides that the listing
requirements prescribed by the SEBI contains some pro-
visions about audit committee and internal audit. Thus,
the non-corporate entities and non-listed corporate enti-
ties are completely out of the purview of these provisions.

Even the remarks of the statutory auditors about the
internal audit system do not carry any significance to the
shareholders. Apparently, no shareholder is interested in
knowing the lacunae in the internal audit system and it is con-
sidered a management prerogative to appoint internal audi-
tors, determine the scope of internal audit and handle their
reports. There is no specific provision in the Companies act
that gives power to the shareholders to enquire about the
reports of the internal auditors and take any action against
the management, if the management fails to ensure proper
internal audit system for substantial period. It could be seen
from the report of the statutory auditors that they continue

reporting about weak internal audit system for years together
and the management too continues replying in the same
fashion to their qualifications.

Though, by nature, internal audit is an aid to the man-
agement in efficient running of the business, the share-
holders, as owners of the business, should have every right
to ensure that the board of directors is prudent in manag-
ing business and also that the various aspects of business
are closely monitored by an independent authority.

Moreover, internal audit has not been recognised as a
specialised profession in India. Chartered acocuntants’
firms continue to be appointed as internal auditors and
even in organisations, having their own internal audit
departments, personnel with finance specialisation,
especially chartered accountants, head these depart-
ments. Thus, unless a chartered accountant is involved,
there is no ethical code and disciplinary mechanism that
applies to internal auditors. However, in other parts of
the world, internal audit has been recognised as a spe-
cialisation in itself and there are separate bodies govern-
ing this profession, like the Institute of Internal Auditors
(IIA) of the USA. The separate professional recognition
is, in fact, indicative of the fact that internal audit is some-
thing different than financial or statutory audit and thus,
brings out its significance. These professional bodies
have a separate code of conduct and disciplinary mecha-
nism applicable to internal auditors and thus, the effec-
tiveness of the function is further strengthened.

Our recommendation, therefore, is that internal audit
should be made mandatory for organisations of a specific
size, whether incorporated or not and whether listed or
not. There should be more explicit powers given to the
shareholders about removing the ineffective internal
auditors. Further, the shareholders should be made aware
about importance of internal audit so that comments of
statutory auditors and the replies of the management are
taken in the right perspective. These could be some land-
mark steps towards shareholder activism- an important
tool for corporate governance. Besides these measures,
internal audit should be given recognition as a separate
profession, requiring some formal training and of course
professional education. If possible, there should be a sep-
arate body governing this profession. 

22..  AAPPPPOOIINNTTMMEENNTT
The appointment of internal auditors is seldom dri-

ven by the need for better internal control environment.
Most of the times, internal auditors are appointed to ful-
fil statutory requirements and avoid adverse remarks of
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the statutory auditors. The replacement of internal audi-
tors is also, to a large extent, driven by the desire to get rid
of the person posing to be dangerous than by the desire
to improve the effectiveness of the function.

Often, when the function is outsourced. I have experi-
enced that size and prestige of the Firm being appointed as
internal auditors matters the most than the Firm’s outlook
towards internal auditing. This way, the organisation ends
up getting either nicely bound, well structured fancy, but
useless in real world, reports or bulky reports containing
trivial issues. However, the managements seem to be happy
with such reports, since these reports divert the attention
from the major lacunae in the internal control system and
propagate a feeling of All-well. When the function is man-
aged internally, the selection of chief internal auditor is also
aimed at selecting a harmless person rather than selecting
the best candidate. The object is selecting a ‘Yes-man’, who
would not create problems for the selectors.

We do not intend to say that the person or Firm selected
in such a manner fails to detect the internal control lacunae,
but, in any case, the suggestions offered are ignored by the
top management. When the reports are nicely bound, well
structured etc. these are ignored because these are not prac-
tical and when the reports are bulky, because the signifi-
cance of the lacunae is not properly brought out. Further,
these are chances that the internal auditors lose focus of the
overall business objective of the organisation and get
involved in mere fault finding exercise.

Another important aspect about selection of internal
auditors is the authority doing the selection. If the selec-
tion process is controlled by the finance personnel, it is
obvious that more importance would be given only to the
internal auditor’s understanding of the financial aspects.

Unfortunately the role of audit committee identified
by the listing requirements laid down by the SEBI also
does not include appointment of internal auditors as a
function of audit committee.

Thus, selection of internal auditors plays crucial role
in determining the effectiveness of the internal audit
function. The organisation should look for a Firm/indi-
vidual having-
i.) the right outlook towards the function;
ii.) proper orientation about the role internal auditor

plays in the overall business set-up;
iii.) understanding about the real-life difficulties; and
iv.) an urge to deliver the best.

Further, the selection should be handled by the board
of directors, preferably the audit committee.

These are some requirements, which should be considered
in the selection process, besides the qualification and minimum

size of the Firm (vis-a-vis the size of the organisation).

33..  DDEEFFIINNIINNGG  TTHHEE  SSCCOOPPEE--  SSEELLEECCTTIIOONN  OOFF
AARREEAASS  TTOO  BBEE  CCOOVVEERREEDD

Most of the statutory audit reports point out that the
scope should be expanded and the board of directors’
answer to this is that the scope is being reviewed and
enlarged to cover more areas. However, merely ensuring
that the internal audit covers all aspects of an organisation
will not result in effective internal audit. Rather, expanding
the scope might dilute the effectiveness. Just as over-empha-
sis on quantity has negative impact on quality of goods pro-
duced, increasing the scope would result in poor quality of
the internal audit findings. It was observed by us that inter-
nal audit department put over emphasis on checking day-to-
day routine transactions like checking of budgets, quota-
tions, vouching of each and every transaction recorded in the
financial books irrespective of its materiality, checking of
various calculations involved in the business process, etc.
The obvious and unavoidable result of this strategy was that
the internal audit department could not identify and con-
centrate on the major and weak areas of internal control sys-
tem of the organisation. Thus, there was no value addition by
the internal auditors in the areas like system improvement,
cost reduction, man-power and work load analysis, etc.

Selection of scope is seldom based on risk analysis
and hence the need for increasing the scope is felt by the
statutory auditors. This aspect is not understood by the
internal auditor as well as the management.

Quite often, it is observed that the scope is deter-
mined by the management or internal auditor alone and
it is not a joint exercise. Management, while determin-
ing the scope, might exclude problematic areas in order
to save its skin. On the other hand, if the internal audi-
tor is determining the scope on his own, he may lack
knowledge of the business, which is quite essential for
conducting risk analysis. Thus, if the areas selected are
not significant, the resultant reports tend to attract
lesser importance.

The focus of the internal audit should be helping the
management to achieve the overall business objectives
and identification of areas to be covered should be dri-
ven by proper risk analysis. The risk analysis should be a
joint exercise of the management and the internal audi-
tor and should be highly transparent. The management
and the internal auditors should be in a position to justify
the coverage of internal audit and then, the statutory
auditors will not ask for expansion of the scope.
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44..  SSOOUURRCCEE  OOFF  AAUUTTHHOORRIITTYY  AANNDD  AAUUTTHHOORRIITTYY  OOFF
TTHHEE  AAUUDDIITTOORRSS

The authority of the internal auditors is undermined
due to the fact that it does not flow from right source and
in the right manner. Most often, the head of the Finance
Department appoints the internal auditors and deter-
mines the scope of internal audit. Hence, other depart-
ments in the orgnaisation do not view the function in the
right perspective. The internal audit team is always
looked upon as a representative of the Finance
Department, assigned to detect financial frauds and
hence, gets no co-operation, e.g.- if the appointment of
the auditors is done by finance person or personnel
department, the level of co-operation would be tremen-
dously hampered due to the impression of fear of getting
watched by someone else. They would start to hide the
facts and information and the job of auditor would
become difficult. Quite often, people are confused and
are suspicious about the authority of the auditors to
check particular area.

Further, the authority is seldom delegated in writing.
It is presumed that everyone in the organisation is aware
about the authority of the internal auditors. The support
of the top management to this function is, thus, not evi-
dent to this auditee. The mandate given to the internal
auditors is kept secret, as if knowledge of this mandate
might dilute the effectiveness of the function.
Communication of the mandate in words like ‘give them
all the information and records they require’ creates an
adverse impression of the internal auditors, e.g. – If the
auditor is asked to verify the stock physically and the
store keeper is not appropriately intimated about the role
of the auditor in physical verification, the store keeper
might get annoyed when the auditor asks questions
about the system of stock taking, persons involved in the
process of stock taking, system followed for purchases
and issues, documentation involved in this process, etc.

It is therefore, recommended that
● The appointment of the internal auditors should be

made by the top management, other than a person
from finance department,

● The authority should be delegated in writing in the
form of ‘Audit Manual’ and should be properly com-
municated to all concerned,

● The purpose of the audit and scope of the audit must
be communicated to all concerned persons, if possi-
ble, the representative of all departments should be
involved in the process of determination of scope of

the auditors.
If the above suggestions are followed, the auditor

may be welcomed by any level of management, rather
than being looked upon as a spy of the highest level.

55..  WWOORRKK  CCUULLTTUURREE
The internal auditor’s outlook towards his function

should be properly transformed into the work culture of
his team members.

The problem with internal auditors is that they do not
look at the function as a value adding aid to management,
but merely an extension of the statutory auditors. Often,
while distinguishing internal audit from statutory audits,
it is said that internal auditors cover the same areas with
more detailed checking. This perception about internal
audit is totally wrong and leads to poor quality of internal
audits. No wonder, if the statutory auditors demand
strengthening the internal audit system and extension of
scope.

The work culture of the team members is also impor-
tant because the senior auditor rarely works in the field
and the team members in the field create impression,
right or wrong, about the function in the minds of the
auditee. Most of the times, although the senior auditor
has the right perspective, the team members carry wrong
signals to the auditees. The behaviour of the team mem-
bers reinforces the fear in the minds of the auditees and
hence, the reports and suggestions therein are not looked
upon favourably. Alternatively, poor knowledge about
the business functions and foolish behaviour of the team
members derogates the function. Either way, the internal
auditor or the organisation is at a loss. The cooperation
required from the auditee is missing and as a result, the
work done is a futile exercise.

Generally, we have observed that the team members
are unaware about the business processes and the
accounting systems/ standards etc. They may raise the
queries and doubts to show their confidence in the field
with the main intention of hiding their lack of knowl-
edge. However, the auditees are wise enough to know
the reality and the obvious and only reaction the auditors
could get is the internal audit is a futile exercise. Another
reason of misunderstanding the importance of internal
audit is that the purpose of internal audit is not disclosed
by the auditors to the auditee.

First and foremost, the internal auditor’s outlook
towards the function should be changed and matched
with the definition of internal auditing given by the
Institute of Internal Auditors. Further, the internal audit
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team should be properly built so that they create con-
ducive atmosphere for internal audit and retain the
respect in the minds of the auditees. It is only then that
their suggestions would be given due attention.

66..  RREEPPOORRTTIINNGG
Just as authority should flow from the right source,

the reporting should be to the right authority. If the
reporting is done to a wrong authority, the result could
be suppression of important findings included in the
report, non-implementation of the suggestions or even
exclusion of important findings from the reports. Such
results have significant impact on the morale of the inter-
nal auditor as well as his team members. Further, report-
ing to the wrong authority might affect the indepen-
dence of the auditor.

Similar to the delegation of authority, the reporting
requirements should also be put in writing in the audit
manual. The reporting, as has been suggested by many
committees and experts, should be to the audit commit-
tee, consisting of non-executive directors. This would
not only ensure independence of auditors but would also
warrant that there is no distortion of reports and their
suggestions are considered seriously.

Quite often, the internal auditor is thorough in his
work, but lacks communication skills resulting in sub-
mitting poorly drafted reports, which will create an
atmosphere of misunderstanding. This may lead to over-
looking the important observations and suggestions.
Therefore, the report should be drafted in such a way
that it communicates the effectiveness of internal audit
and the management should get impressed by the con-
tents and observations/ suggestions given in the report.

The example of drafting given below would illustrate
the importance of good drafting-

It was observed by the internal auditors of X Co. Ltd.
that there is no cross-referencing of the purchase vouch-
ers (PVs) and corresponding material receipt notes
(MRNs). In this case, the examples of good reporting
and bad reporting are as follows-

Bad Reporting- “We observed that during the audit
period the reference of the MRNs was not given on the
PVs and vice-a-versa. It is suggested that both the docu-
ments should be cross referenced”. Here, the impor-
tance of cross-referencing and impact of absence of
cross-referencing is not brought out clearly and hence,
the auditee treats the suggestion as additional work and
the top management is reluctant to implement in the
absence of strong case.

Good Reporting-“During the period covered under
audit, it was observed that there was no cross referencing
of the PVs and corresponding MRNs. As an effect of this
practice, the MRNs are not linked to PVs and are not
cancelled. This could lead to re-submission of the MRNs
alongwith duplicate/fake bills. It is suggested that the
PVs and MRNs should be cross referenced”.

77..  FFEEEEDDBBAACCKK//CCOOMMPPLLIIAANNCCEE
Last, but not the least, is feedback to the auditors

about their report. The satisfaction of the internal audi-
tor and his team is dependent on two factors- issues
raised (how many points were reported) and action taken
by the management on those issues (what happened
later). If the management turns deaf ear to the reports
given by the internal auditor, his enthusiasm about
reporting would be killed. His team would not take extra
efforts to dig into the areas being covered to detect flaws
and lacunae. We understand that this is not quite profes-
sional, if non-response of the management affects the
quality of audit work, but all of us would agree that it is
human tendency to react in such a way. No person would
continue doing a particular thing for someone else, if that
other person does not show any interest in what is being
done. And when we are talking about feedback, we are
not referring to appreciation by the management or dis-
cussion of the audit reports. It is action taken that mat-
ters the most to the auditor. Often, we have observed
that reports of the auditors are discussed a lot, but imple-
mentation of the suggestions is seldom done.

The mechanism of feedback to the auditors should
be formalised and management should also spend some
time in informing the auditor about actions taken and
also why a particular suggestion was not implemented or
implemented partially. This would definitely improve
the quality of suggestions given by the auditors.

CCOONNCCLLUUSSIIOONN
Apathy towards this very important function has, in

general, resulted ineffectiveness. In today’s world of cor-
porate governance, effective internal auditing would be a
strong tool in the hands of the management.
Implementing the suggestions given above would not
just remove the concerns of the statutory auditors about
the internal auditing function, but it would go a long way
in helping the organisation achieve its business objec-
tives by ensuring effectiveness of auditors. ■
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