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Abstract :

This study aims to determine the impact of internal audit functions, on the quality of
financial statements, that because internal audit perform professional services to help the
accounting unit management to produce high quality of financial statements that can be
credible for those who are interested in the economics of financial institutions. In order
to achieve the objectives of the study. We conducted a field study in SONACOM
(EMO), We used descriptive approach in the theoretical part, and case study approach in
the practical part.

The study found that there is a positive impact of internal audit functions on the quality
of financial statements and accounting informations, this study recommends the
necessity for organizing training for internal auditors, to increase its efficiency within
the institution.
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Introduction :

Auditing has become a very important subject, considering the big development of
institutions, financial and human means. Whose management becomes more
difficult, because of many Processes, flowing information, errors, deviation, and
manipulations.

The audit also relies on proofs, to express an opinion on the accuracy of the
information issued by the institution and the extent of the commitment to
accounting principles, and control the accuracy and reliability of its financial
statements.

The success of a company is linked to an adequate management to make a good
decision, to achieve the objectives, according to the plans. In the presence of a
monitoring system that achieves a good performance.
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Research problematic :it is as follows:
What is the impact of internal audit functions on the quality of financial
statements?

To be more familiar with this topic, we try to ask the following sub-questions:
*What is the internal audit?

*What is the quality of financial statements?

*How to achieve the quality of the financial statements?

Research hypotheses :To answer the above questions, we formulate the following
hypotheses:

-Internal audit is an independent activity designed to add value.

-financial statements quality represents financial statements that provide accurate
and fair information.

Research objectives :

-Determining the definition of internal audit, its objectives and, functions.
-ldentifying the concept of financial statements, quality, and quality of financial
statements, and their characteristics.

-Explain the relation between the internal audit functions, and the quality of
financial statements

Research methodology :

We used descriptive approach in the theoretical part, and case study approach in
the practical part. To explain the impact of internal audit functions on the quality of
financial statements.

Previous studies :

First, the study of Slobodan Popovic, Jelena Toskovic (2015), entitled ‘‘the
importance of continuous audit of financial statements of the company of countries
joining the EU’. This study aims to determine the importance of auditing financial
statements; some results show that, the objective of the audit of financial
statements, which is made in accordance with international accounting policies,
should be such as to permit the auditor’s opinion on these financial statements.
Second the study of Afread Szydelko, Renata Bladacz (2016), entitled ‘‘the role of
financial statements in performance management’’, this study aims to determine
the possibilities of financial statements as a final product of financial accounting,
used as a source of data supporting the process of performance management, the
study concluded that particular elements of financial statements may be very useful
in assessing performance in selected areas of performance management.

Third the study of Lebrague Riad Med, Meziane Tadj Chelil (2019), entitled
“internal audit and its role in assuring an effective corporate governance
implementation: a theoretical analysis’’, this study aims to analyze theoretically the
role of internal audit function that support and deliver a better corporate
governance, the study concluded that internal audit functions plays an important
role with the verification of financial and accounting reports that should deliver a
good governance.

Finally, through our presentation of previous studies, we notice that some of them
focused on the importance of financial statements in increasing the effectiveness of
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institution, some of them dealt with Wance of internal audit in the financial
statements, and others dealt internal audit and its role in assuring an effective
corporate governance. While in our study we analyze the functions of internal
audit, and explain its impact and importance, to obtain fair,reliable, and accurate
financial statements, and hence good governance.

I. Internal audit :

We will discuss the definition of internal audit, its objectives and, functions.

1. Definition of internal audit :

Before we discuss internal audit and its, objectives functions, we should easily set a
definition of the term audit according to Robert K Mautz:

‘““Auditing is concerned with the verification of accounting data with determining
the accuracy and reliability of accounting statements and record’’ (lebrague, chelil,
& meziane, 2019, p. 211).

-While the institute of internal auditors (I1A) defined audit as:

“Internal audit is an independent and objectives activity which gives an
organization assurance on the degree of control of its operations, his advices
improve them to create added value it helps this organization to achieve this
objectives in evaluation by a systematic and methodical approach, its control, risk
management, governance processes and by making propositions to strengthen its
efficiency’” (Bertin, 2007, pp. 20-21).

-Internal auditing can be defined by ASQ (American Society for Quality):

““Is performed within an organization to measure its strengths and weaknesses
against its own procedures or methods and against external standards adopted by
(voluntary) and imposed on (mandatory) the organization. A first-party audit is an
internal audit conducted by auditors who are employed the organization being
audited but who have no vested interest in the audit results of the area being
audited’’ (Bubilek, 2017, p. 14).

-Through the previous definitions, we can present our definition as follows:
“Internal audit is an independent and objective activity that aims to provide
assurance services, recommendations, and add value to the institution. And it
works to achieve the objectives of the institution by following an organized method
in evaluating and improving the effectiveness of risk management, control, and
governance’’.

2. objectives of internal audit :

The objective of internal audit is to verify the accuracy of the information provided
to managers, and to assist the members of the company in the effective exercise of
their responsibilities’, by proposing opinions, recommendations concerning the
activities examined and improving operations, without making decisions by the
auditor (Chekroun, 2014, p. 23).

These objectives can be summarized as follows:

-The professional judgment of the auditor remains a fundamental characteristic and
their findings should be presented in a timely report (Popovic, Toskovic,
Majstorovic, Brkanlic, & Katic, 2015, pp. 243-244).
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-Certify that the annual or consolidawnts reflect the real financial position
of the institution and, verify the annual and consolidated accounts.
-Evaluation of internal control system.
-Improving the performance of the institution (ziani, 2014, p. 20).
3. internal audit functions :
There are a several internal audit functions, of which we mention the following:
-Monitoring the effectiveness of internal audit.
-Review services and activities of the institution.
-Examine the financial operations of institution and other services as an evaluation
activity independent of the entity's management.
-Certify financial accounting documents (Petrascu, pp. 242-243).
- Evaluation and improving the effectiveness of risk management, control, and
governance processes (kid17p. 425).
-examine the structure of corporate governance and test performance management
(Popovic, Toskovic, Majstorovic, Brkanlic, & Katic, 2015, p. 244).

II. Quality of financial statements :

In this part we will present the concept of financial statements, quality, and quality
of financial statements, and the characteristics of the quality of financial
statements.

1. The concept of financial statements :

There are several definitions of financial statements, and we will try to provide the
following definition:

Financial statements present valuable information with any required supplementary
descriptions. Financial data included in particular components of the financial
statement, due to proper organization and grouping, should enable a comprehensive
assessment of the property and financial situation of the enterprise and the achieved
results (Szydelko & Biadacz, 2016).

2. The concept of quality of financial statements :

*Quality means: ‘‘the nature and degree of validity of an object, this object is
linked by a program that includes stressing the final out puts of the accounting
information system, by trying to avoid mistakes, and this object must have their
main characteristics, that this accounting information should be, because it is very
important for managers when they put appropriate standards’’.

*Quality of financial statement means: ‘’that is the ability to use information in
several areas and it reflects the reality of the financial statements without errors,
mistakes, fraud..., and its prepared according to legal and international standards’’
(198 4xia 2018 oy yi g4 ),

-1t can be defined also as: ‘‘financial statements are the capability of financial
statements in conveying company’s operation information and especially
predicting the cash flow’’ (Kordlouie, Mohammadi, Naghshineh, & Tozandejani,
2014, p. 131).

1098



Volume VII, n°01 (April 2021) _.y?.», % Souilah.O, Zahraoui.A

=
3. Characteristics of quality of financial statements :

Researchers are interested by the concept of financial statements quality, and the
basic characteristics of these financial statements. The most important
characteristics are:

3.1. Relevance :

Relevance is one of the basic qualitative characteristics that can make the
accounting informations included in the financial statements useful.

Relevance is the ability of accounting information to influence decision making.

It is achieved through the following:

-All informations available on time.

-Improve future expectations for results.

-Helps the decision maker to correct, and improve previous expectations.

3.2. Dependability and credibility :

Dependability means that, the information is correct and free from errors and
contains characteristics related to the subject to be reported.

Credibility characteristics consist of three sub characteristics:

-Honesty in expression: It means that, they exist a high degree of conformity
between information and the phenomena to be studied.

-Verifiability: it means that, the information has importance, and must be
independent of who prepares or uses it.

-Impartiality: Not to choose useful accounting methods for certain with another
parties (at the expense of another parties) (Alshehadeh, Soda, & Al Omari, 2018,
pp. 160-161).

3.3. Comparability :

Financial information must be comparable in the same company or for other
companies. Whether it is the Single or Sole Proprietorship or a joint venture. The
information in the financial statements must be congruent. In accounting practice
for the same item or event in every accounting period. To comply with accounting
standards and disclose clearly defined accounting policies. Accounting Act 2000
defines the duties and responsibilities of business operators who are responsible for
accounting to the fullest extent permitted by law to provide accurate and complete
accounting records, to supervise the accountants to make accounting accurate and
reflect the real situation of the institution through its correct financial statements
(Boonvut, 2017, p. 336).

III. Audit of financial statements :

In this part we will explain the relation between internal audit and the quality of
financial statements.

1. The importance of auditing financial statements :

The financial statements are considered one of the general mechanisms in the
control system, and a means by which information is delivered to investors. And
the importance of its audit increased.

The importance of the audit is as follows:
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-Increasing the reliability and the cre&ﬁﬁ'rm%‘ the financial statements by auditing
them, and therefore increasing the effectiveness of the internal control system.
-Failure to demand large guarantees from shareholders and banks due to the
reliability of the financial statements.
-Increasing the competitiveness of the institutions, as they contain financial
statements that reflect the true image of the institutions séa 2018 i 54 )
(199.
-Immediate financial reporting.
-Finding of wrong doing and fraud (Leonov, Kozhina, Leonova, Epifanov, &
Sviridenko, 2020, p. 711).
2. The relation between internal audit and quality of financial statements :
Financial statements provide managers, shareholders, and potential investors with
their information, to know the real situation of this institution. However financial
statements are only useful if they are accurate, therefore auditors have to monitor
the accuracy and reliability of their financial statements (chron).
Internal audit plays a big role in improving the quality of financial statements
through:
-Examination and evaluation of the internal control system and the possibility of
achieving its objectives.
-Discover errors within the financial statements.
-Verify that the informations in financial statements are correct 2018 i 4. )
(199 daia,
We can summarize the relation between them in this figure.

Fig. 1 : «The Relation Between Internal Audit and Financial Statements»

|
Rlners Audited —

financial
L statements Suppliers

Source :pwc, understanding of financial statement audit,2013,p3
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IV. Field study :

1. Presentation of the institution under study :

The engines company (EMO) is an economic public company which is part of the
portfolio of the Algerian group of mechanics (AGM).

It was created in June 2009 following the split of the tractor engine complex and in
accordance with resolution N°2 of the ordinary general meeting.

The engines company started its activity on the 28™ of September 2009.

The initial social capital was 5000000.00 DA, on December 29% 2010, an extra
ordinary general meeting was held for the increase of the social capital of
1595000000.00 DA resulting from the partial transformation of the vested net
assets established on 11/03/2010.

Activities of EMO:

-Production, import, marketing, export, distribution of engines and spare parts.
-The import of raw materials and purchasing parts necessary for the production of
products and their maintenance and the spare part intended for the maintenance of
equipment.

The new activities are:

Rental of infrastructure, Accommodation, Training.

2. Organizational chart :

By looking at the organizational chart and analyzing it, we notice the existence of
an audit cell in EMO Company. This indicates the effectiveness of internal audit in
this company. (Appendix N°.1).

3. Internal audit of financial statements within the institution :

View that the chosen topic is very vast, it requires the analysis of the accounts of
the balance sheet as well as the tables and the financial statements and we have
opted for the analysis of a certain number of accounts according to the
nomenclature of the accounts of the EMO Company of the year 2019.

The methodology adopted for preparing our report consists of:

-Analyze balance sheet (passive, active), income statement.

-Choose a certain number of accounts to study and analyze and not all the accounts,
starting with passive, active account, and ending with income statement account.

In our report we will check what follows:

-Verify the sincerity and consistency of the accounts.

-Verify the financial statements of the EMO Company in accordance with
international standards.

-Verify the application of the company’s working procedures, in particular the
functions that have an impact on financial information (purchase procedure,
inventory procedure, payment procedure...)

3.1. Study and analysis of the accounts of the company EMO :

a. Passive balance sheet :

-Equity at 31-12-2019 is: 100008200082.40 DA

-Social capital: 2008220000.00 DA

-The means of financing of the EMO Company:
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The EMO Company is a state-owne\d}om%ly it has no partners, their means of
financing are: self-financing, and bank credit.

-The reserves: it is with a decision of the general assembly after having a beneficial
result.

In the EMO Company there are only legal reserves, we will show that in this table.

Table 1: «The Reserves»

Account number Designation The amount
106 Legal reserve 100000393881.43
1101 Loss carried forward (166787641.07)
1102 Retained earnings 27270466.87

Source :Established by authors

-Result of the exercise: (112257167.56) DA

-Suppliers: 695865393.94 DA

b. Active balance sheet:

-Investments:

The auditor organize the list of investments in a recapitulative table, contains
depreciation, we explain this in appendix N°.2 (balance of investments at
31/12/2019).

Stock: stock status EMO inventories at 31/12/2019 (appendix N°.3), we will show
the errors and their regularization in this table.

Table 2 : «Stock assessment (inventory) »

Designation Positive error Negative Unjustified Justified
error error error
EMO spare part - (302,74) (302,74) -
Irons and steels 228834,97 - 228834,97 -
Subcontracted parts 114794,64 - 114794,64 -
Auxiliary materials 165087,20 - 165087,20 -
Finished purchase - (1376,72) - -
parts
Transport material 4025.95 - 4025,95 -

Source: Established by authors

After seeing the inventory register and analyzing the errors, we notice that all of
them are unjustified.

-Stored purchases:

The buying process in EMO Company goes through the following steps (an order
form, voucher entry, a bill). This procedure applies to all stock purchase operations
and what differs each time is the appropriate stock account. (We will take the
example of raw materials).
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30-09-2019

381 purchases of raw materials 6146782.5(
4456 VAT 1167888.68

401 suppliers 7314671.18

Invoice N°016/12 of September 2019
. 14-10-2019

31 raw materials 6146782.50

381 purchases of raw materials 6146782.50

Voucher entry N°222/19 of October 2019

They haven’t paid the suppliers yet. (Appendix No.4)

-Social security and other social agencies: 25546819.17 DA

-State and other public authorities: 12247234.02 DA

-Taxes and levies recoverable from third parties:

The tax is calculated according to an adapted exalting scale, the verification on the
amount of the monthly IRG which is on the summary of salaries with that is on the
G50 of the month.

Table 3: «taxes and levies recoverable from third parties»

Account number Designation The amount
442 Taxes and levies recoverable 3187638.70

from third parties
Source: Established by authors

-Value added tax (VAT):

As the amount of VAT on sales is lower than the amount of VAT on purchases
(VAT deductible), so it is a withholding.

-Tax on professional activity: 1% on engine production (main activity), and 2% for
other activities, we will show the amount of this tax in this table.

Tabled: «tax on professional activity»
Account number Designation The amount
447 Tax on professional activity 1461529.00

Source: Established by authors

1103



Volume VII, n°01 (April 2021) Souilah.O. ZahraoUi A

-Registration and stamp duties:

Paying this tax in cash, the amount of which will be show in this table.

Table5 : «registration and stamp duties»

Account number Designation The amount

4477 Registration and stamp duties 17388.00
Source: Established by authors

c. Income statements:

-Expenses:

-Consumed purchases: 755960857.08 DA

-Other external services: 32764552.62 DA

- Personnel costs: 250987401.41 DA

-Revenues:

-Sales: 700927386.09 DA

-Stock variation: 8781903.15 DA

4. General results of the audit:

-We have audited the financial statements of the EMO Company in accordance
with international auditing standards.

-The opinion of the internal auditor confirms that the financial statements present a
true and fair view of the financial position.

-Our audit procedures were designed primarily to form an audit opinion they
includes a review of internal control arrangements and accounting systems and
procedures to the extent that they were deemed necessary for the effectiveness of
the audit.

Follow up of the recommendations formulated the previous year we end with that:
-Overall we believe that EMO has appropriately applied our previous
recommendations and that this company is taking action to remedy the problems
described therein, we conclude that the EMO company has responded very
favorably to our recommendations because they have all been resolved or are in the
process of being implemented.

Acknowledgments:

-We would like to thank in particular the manager and staff of the EMO Company
for the cooperation and support provided during our audit work.

V. Results:

-The internal audit play influential role in the process of producing financial
statements.

-The internal audit functions, with all their procedures and control, having positive
impact on the quality of financial statements.

-Internal audit contributes to producing a reliable, and accurate financial
statements.
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-Internal audit adds value to the institu rough reliable and accurate financial

statements.
-Reliable and accurate financial statements achieve good governance.

Conclusions:

Internal audit is an independent activity; it is concerned with the verification of
accounting data, and financial statements with determining the accuracy and
reliability of financial statements and records, therefore increasing the effectiveness
of internal control system. These accurate financial statements provide managers,
shareholders, and potential investors with their informations to know the real
situation of this institution.

Based on this study, we recommend the following points:

o Organize training for internal auditors in order to increase the efficiency of
internal audit within the company.

o Increase the power of internal auditors to examine all the activities of the
company without any obstacles.

o Develop organizational structures within the institution, which at least
guarantees the existence of a special department for internal audit.
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Appendix.1: Organizational chart

Appendixes:
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Appendix.2: Balance of investments
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Appendix.3: Stock status (EMO inventories)
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