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Abstract:

This research aims to identify the role of internal audit function to activate the corporate
governance according to the new standards which will be applied in January 2017, where we will
use the deductive approach and explain the various concepts about internal audit function and
corporate governance. In addition, we will explain the requirements to activate the corporate
governance by internal audit function according to the new standards of internal audit.

This research concluded some results. The most important is that the institute of internal
auditors add two requirements to standards (2110 — Governance) to activate the corporate
governance.

Key words: internal audit function, corporate governance, activate, the new standards of internal
audit 2017.
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Introduction:

Nowadays, companies need the mechanisms which improve their performance and increase
their earnings. To achieve these aims, the internal audit and corporate governance are considered
the most important means in the companies.

The internal audit function is the most important in a company because it leads to
improvement of all processes and helps the (Shareholders, Board of directors and stakeholders)
to check the real situation of the companies.

The corporate governance is a mechanism that relates all company’s parties (Shareholders,
Board of directors and stakeholders).

According to the modern concept of internal audit function, it is considered as the activating
key to corporate governance. For this reason, the institute of internal auditors set the standards to
organize the function of internal audit. Among these standards, there is standard (2110-
governance), it explains the role of internal audit function to activate the corporate governance,
but in October 2016 the institute of internal auditors revised this standard, where they added two
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requirements for activation of the governance by internal auditors, which will be effective in
January 2017.

-1- The research problematic: it is as follows:

What is the role of internal audit function in activating the corporate governance according to the
new standards (2017)?

-2- The sub-questions: through the main problematic, we ask these sub-questions:

e What is the internal audit function?
e What is the corporate governance?

e What are the new requirements to activate the corporate governance according to the new
standards of internal audit function (Standards 2017)?

-3- The research importance : the importance of this research is the important role of internal
audit in the activation governance.

-4- The research purpose: as follows:

o ldentify the role of internal audit function in the companies;
o ldentify the value of corporate governance;

e |dentify the role of internal audit to activate the corporate governance, according to the
new standards (2017).

-5- The research methodology: we used the deductive approach to explain the role of internal
audit to activate the corporate governance, according to the new standards of internal audit which
will be applied in January 2017.

-6- Parts of reseach: we divided this research to three parts:

e Part one: Internal audit function;
e Part two: Corporate governance;

e Part three: The main requirements to activate the governance by the internal audit
(According to the new standards of internal audit 2017).

Part 01: Internal audit function
-1- The modern concept of internal audit:

Before adressing the concept of modern internal audit, we will try to define the organism
which organizes the profession of internal audit in the world (The Institute of Internal Auditors),
established in 1941, (The 1lA)! is an international professional association with global
headquarters in Altamonte Springs, Fla., USA and provides services to over 170,000 members in
165 countries worldwide. The 1A is the internal audit profession’s global voice, recognized
authority, acknowledged leader, chief advocate, and principal educator. Members work in
internal auditing, risk management, governance, internal control, information technology audit,
education, and security?.

As for the modern concept of internal audit, the (11A) defined it in 1999 as follows:

"Internal auditing is an independent, objective assurance and consulting activity designed to
add value and improve an organization's operations®.It helps an organization accomplis hits
objectives by bringing a systematic, disciplined appraoch to evaluate and improve the
effectiveness of risk management,control and governance processes"*.Accordingly, the internal
audit activating the three elements of which are summarized in the following figure:
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Internal Audit

Risk mari{gement Control Governance

Figure 1 - Elements that are activated by the Internal Audit -
Source: researcher
Accordingly, we explain the elements that are activated by Internal Audit (Figurel):
-1-1- Risk management: as defined by AIRMIC, ALARM and IRM (2002),

" is an effective process whereby organizations methodically address the risks attaching to their
activities with the goal of achieving sustained benefit within each activity and across the

portfolio of all activities” °.

-1-2- Internal control: The Commission of Sponsoring Organization (COSO) defined the internal
control ” as a process, effected by the entity’s board of directors, management and other
personnel designed to provide reasonable assurance regarding achievement of objectives in
effectiveness and efficiency of operations, reliability of financial reporting and compliance with

applicable laws and regulations™®.

-1-3- Governance: aims to achieve transparency, accountability, justice, social responsibility, and
autonomy thus achieving protection of the common interests of the stakeholders, leading to
maximizing profitability and providing new job opportunities’.

-2- Scope of internal audit: the internal audit scope is as follows:

-2-1- Financial audit: are generally defined as an independent evaluation of past accounting data
for the purposes of assessing whether this data is appropriate, compliant, and reliable, of
protecting the assets of the company, and of expressing an opinion on the effectiveness of the
internal control system®.

-2-2- Compliance audit: deals with the degree to which the audited entity follows rules, laws and
regulations, policies, established codes, or agreed upon terms and conditions, etc. Compliance
auditing may cover a wide range of subject matters®.

-2-3- Environmental audit: environmental auditing is a process whereby an organization’s
environmental performance is tested against its environmental policies and objectives. These
policies and objectives need to be clearly defined and documented. However, in practice, first
time environmental audits are often done less rigorously, because of the absence of appropriate
documentation at this stage®.

-2-4- Operational audit: an operational audit is an evaluation of specific activities within a
business and how they have contributed to the growth of the company. It also provides
assurance about the business’s key performance indicators*.

-2-5- Performance audit: performance audits involve a determination of the economy, efficiency,
and effectiveness of government organizations, programs, activities, and functions, in addition to
their compliance with laws and regulations. Performance auditing evolved from accounting and
financial auditing?.
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-3- Code of ethics: there are four principles according to code of ethics, the (figure 2)we explain
these principles as follows:

Figure 2- Principles of the code of ethics-

Source: The IIA Research Foundation (IIARF), Ethics and Pressure, Balancing the Internal
Audit Profession, Florida, USA, 2016,P5.

We explain the principles of code of ethics as follows™:

-3-1- Integrity: The integrity of internal auditors establishes trust and thus provides the basis for
reliance on their judgment.

-3-2- Objectivity: Internal auditors exhibit the highest level of professional objectivity in
gathering, evaluating, and communicating information about the activity or process being
examined. Internal auditors make a balanced assessment of all relevant circumstances and are
not unduly influenced by their own interests or by others in forming judgments.

-3-3- Confidentiality: Internal auditors respect the value and ownership of information they
receive and do not disclose information without appropriate authority unless there is a legal or
professional obligation to do so.

-3-4- Competency Internal auditors apply the knowledge, skills and experience needed in the
performance of internal auditing services.

-4- Standards of internal audit: the standards of internal audit are very important as for the
internal auditors, where aims to achieve are as follows**:

e Delineate basic principles that represent the practice of internal auditing;

e Provide a framework for performing and promoting a broad range of value-added internal
auditing;

e Establish the basis for the evaluation of internal audit performance;

e Foster improved organizational processes and operations.
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Accordingly, we offer a summary of the internal audit standards:

Standard Series Standard Number
Attribute Standards

Purpose, Authority, and Responsibility
Independence and Objectivity 1000
Proficiency and Due Professional Care 1100
Quiality Assurance and Improvement Program 1200

Performance Standards 1300
Managing the Internal Audit Activity 2000
Nature of Work 2100
Engagement Planning 2200
Performing the Engagement 2300
Communicating Results 2400
Monitoring Progress 2500
Communicating the Acceptance of Risks 2600

Table 1 - A summary of the internal audit standards —

Source: Sally-Anne Pitt, Internal Audit Quality, John Wiley & Sons, New Jersey, USA, 2014,
P9.

Part 02: Corporate governance
-1- The concept of corporate governance:

The (OECD)™ defined corporate governance as “involves a set of relationships between a
company’s management, its board, its shareholders and other stakeholders. Corporate
governance also provides the structure through which the objectives of the company are set, and
the means of attaining those objectives and monitoring performance are determined"®.

The (11A) defined corporate governance as "the combination of processes and structures
implemented by the board to inform, direct, manage, and monitor the activities of the
organization toward the achievement of its objectives™!’.

The Cadbury Committee has defined the term ‘corporate governance’ to mean "the system
by which companies are directed and controlled"*®.

In 2007, the central bank of Jordan defined it "as a set of relationships between the
company's management and board of directors, shareholders, and other stakeholders"*.

Through previous definitions, we define the corporate governance "as the mechanism that
organizes the work between ( shareholders; board of directors, managers, stakeholders)".

-2- Principles of corporate governance: there are five principles®:

-2-1- The Rights of Shareholders and Key Ownership Functions: The corporate governance
framework should protect and facilitate the exercise of shareholders rights.

-2-2- The Equitable Treatment of Shareholders: The corporate governance framework should
ensure the equitable treatment of all shareholders, including minority and foreign shareholders.
All shareholders should have the opportunity to obtain effective redress for violation of their
rights.
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-2-3- The Role of Stakeholders in Corporate Governance: The corporate governance framework
should recognize the rights of stakeholders established by law or through mutual agreements and
encourage active co-operation between corporations and stakeholders in creating wealth, jobs,
and the sustainability of financially sound enterprises.

-2-4- Disclosure and Transparency: The corporate governance framework should ensure that
timely and accurate disclosure is made of all material matters regarding the corporation,
including the financial situation, performance, ownership, and governance of the company.

-2-5- The Responsibilities of the Board: The corporate governance framework should ensure the
strategic guidance of the company, the effective monitoring of management by the board, and
the board’s accountability to the company and the shareholders.

-3- Benefits of corporate governance: it is as follows?:
e (Good corporate governance ensures corporate success and economic growth;

e Strong corporate governance maintains investors’ confidence, as a result of which,
company can raise capital efficiently and effectively;

e |t lowers the capital cost;
e There is a positive impact on the share price;

e |t provides proper inducement to the owners as well as managers to achieve objectives
that are in interests of the shareholders and the organization;

e Good corporate governance also minimizes wastages, corruption, risks and
mismanagement;

e It helps in brand formation and development;
e |t ensures organization in managed in a manner that fits the best interests of all.

- 4 - The elements of good corporate governance: there are five elements of good corporate
governance, we summarize in the (Table 02):

Good board practices Control environment and processes
ARoles and authorities are clearly defined AIndependent audit committee established

4 Duties and responsibilities of directors | ARisk management framework/structure present

understood .
UInternal control procedures in place

ABoard is well structured . .
UInternal audit function in place

A Appropriate composition and mix-of-skills ZCompliance function established

vAAppropriate board procedures in place AManagement information systems established

ADirector remuneration in-line with best

) AlIndependent external auditor conducts audits
practice

A4 Board self-evaluation and training
conducted
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Disclosure and transparency Shareholder rights
AFinancial information disclosed AMinority shareholder rights are formalized
ANon-financial information disclosed AWell organized general assembly conducted
AFinancials prepared according to IFRS 4 Policy on related party transactions in place
AHigh-quality annual report published APolicy on extraordinary transactions in place
AWeb-based disclosure and investor site in | AClearly defined and explicit dividend policy
place

Commitment
ABoard discusses corporate governance issues and has created corporate governance committee
ACompany has nominated a corporate governance champion
ACorporate governance improvement plan is in place
AAppropriate resources are committed to corporate governance
APolicies and procedures have been formalized and distributed to relevant staff
ACompany has developed corporate governance code or guidelines

ACompany is publicly recognized as a corporate governance leader

Table 2 — The elements of good corporate governance -

Source: The International Finance Corporation & HAWKAMA- The Institute for Corporate
Governance, MENA-WIDE CORPORATE GOVERNANCE SURVEY, USA,2008, P11.

Part 03: The main requirements to activate the governance by the internal audit (According to the
new standards of internal audit 2017):

To activate the governance (Standard 2110) there are four requirements®:

Promoting appropriate ethics and values within the organization;

Ensuring effective organizational performance management and accountability;
Communicating risk and control information to appropriate areas of the organization;
Coordinating the activities of and communicating information among the board, external
and internal auditors and management.

But in October 2016, the institute of internal auditors (IIA) added two requirements to
activate the governance, in addition to modifying the Fourth requirement®®:

e Making strategic and operational decisions;

e Overseeing risk management and control,

e Coordinating the activities of and communicating information among the board, external
and internal auditors, other assurance providers, and management.

But the official application for these new requirements will be in January 2017. Therefore,
we will explain all these requirements:

- 1- Making strategic and operational decisions: we summarized the decisions, as follows?*:

Modifiying required audit procedures;

Procedures necessary to report deficiency types;

Negotiations necessary to take actions on audit findings;

During the planning stage, the audit decision making process consists of a preliminary
analytical procedure which conducts a test of the internal control system?°.
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-2- Overseeing risk management and control:
-2-1- Overseeing the risk management: we summarized the process in the

(Figure 3):
g H
g g
i 5
: 8
-
P
3
:
Accountablity for fisk menagement
Core internal audit roles Legitimate internal audit Roles internal audit
in regard to ERM roles with safeguards should not undertake
Figure 3 - Internal auditing’s role in ERM -
Source: https://na.theiia.org/standards-guidance/Public%20 Documents/PP%20The%20Role

%2001%20Internal%20Auditing%20in%20Enterprise%20Risk%20Management.pdf  Accessed

on 12/01/2016.

We explain this (Figure 3) as follows®:

The five areas on the left of the “fan” represent the core internal audit roles for risk
management. These activities are all assurance activities. The position paper states that “They
form part of the wider objective of giving assurance on risk management. An internal audit
activity complying with the "International Standards for the Professional Practice of Internal
Auditing"” can and should perform at least some of these activities.” It appears that the majority
of internal audit activities are falling short of this strongly recommended guidance.

The seven areas in the middle of the “fan” represent legitimate internal audit roles with

appropriate safeguards. While the position paper lists several safeguards that can be taken,
generally they focus on not taking on decision-making or other management roles, such as those
depicted in the right part of the fan. These legitimate internal audit roles are generally considered
consulting roles that can greatly enhance the value provided by internal auditing in risk
management. While few of these were specifically considered in the survey, the results indicate

that most internal audit activities are not performing these valuable roles.

. The six areas on the right are roles that internal auditing should not undertake because they
are management responsibilities that would clearly impair the internal audit activity’s
objectivity. For those that were included in the survey, it is encouraging that few internal audit
activities appear to be taking on these types of roles.

-2-2- Overseeing the control: according to standards (Control — 2130, 2130A1 and 2130C1 ), the
internal audit overseeing the control as follows®’:

The internal auditor activity must assist the organization in maintaining effective controls
by evaluating their effectiveness and efficiency and by promoting continuous

improvement;
Achievement of the organization’s strategic objectives;
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Reliability and integrity of financial and operational information;
Effectiveness and efficiency of operations and programs;
Safeguarding of assets;
Compliance with laws, regulations, policies, procedures, and contracts;
Internal auditors must incorporate knowledge of controls gained from consulting
engagements into evaluation of the organization’s control processes.

-3- Promoting appropriate ethics and values within the organization: the role of internal audit to
achieve this requirement is as follows®®:

e Assessing the state of the organization’s ethical climate and the effectiveness of its
strategies, tactics, communications, and other processes in achieving the desired level of
legal and ethical compliance;

e Evaluating the design, implementation, and effectiveness of the organization’s ethics
related objectives, programs, and activities;

e Providing assurance that ethics programs achieve stated objectives, key risks are
effectively managed, and controls continue to operate effectively;

e Providing consulting services to help the organization establish a robust ethics program
and improve its effectiveness to the desired performance level;

e Serving as a role model and ethics advocate. Internal audit has a high level of trust,
integrity, and competence to advocate appropriate conduct to comply with the
organization’s legal, ethical, and societal responsibilities and promote appropriate ethics
and values;

e Serving as a subject matter expert on ethics-related issues and as a member of the
organization’s ethics council (or equivalent);

e Acting as a catalyst for change, promoting and recommending enhancements for the
organization’s governance structure and practices.

-4- Ensuring effective organizational performance management and accountability:

The internal auditor who is the head of internal audit unit is expected to possess the qualities
of financial accountability and administrative accountability in discharging his responsibilities.
The auditor ensures that work has been conducted in accordance with agreed rules and standards
and report back to management accurately on financial performance vis a- vis mandated roles
and /or plans®.

-5- Communicating risk and control information to appropriate areas of the organization:

According to standard of internal audit (2060 - Reporting to Senior Management and the
Board), the (CAE)* must report periodically to senior management and the board on internal
audit’s performance relative to its plan. Reporting must include significant risk exposures and
control issues, including fraud risks, governance issues, and other matters needed or requested by
senior management and the board™".

- 6 - Coordinating the activities of and communicating information among the board, external
and internal auditors, and management:

According to standards of internal audit (2050 - Coordination and Reliance), the chief audit
executive should share information, coordinate activities, and consider relying upon the work of
other internal and external assurance and consulting service providers to ensure proper coverage
and minimize duplication of efforts®, we explain the coordination between the internal audit
function and the Board of Directors, the external auditor and management:

- 6 - 1- Coordination between internal auditors and external auditors: it is as follows>::
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Meetings are held between internal and external auditors periodically;
The external auditor has access to relevant internal audit reports and should be informed
about matters that could impact his/her work;

The external auditor informs the internal auditors of any matters that may affect the
internal auditor’s work.

- 6 -2- Coordination between internal auditors and audit committee/ board of directors: it is as
follows®*:

The audit committee engages in an open, transparent relationship with the CAE;
The audit committee reviews and approves the internal audit charter annually;

As a result of discussions with the CAE, the audit committee has a clear understanding
of the strengths and weaknesses of the organization‘s internal control and risk
management systems;

Internal audit is sufficiently resourced with competent, objective professionals to carry
out the internal audit plan, which has been reviewed and approved by the audit
committee;

Internal audit is empowered to be independent by its appropriate reporting relationships
to executive management and the audit committee;

The audit committee addresses with the CAE all issues related to internal audit
independence and objectivity;

Internal audit is quality-oriented and has in place a quality assurance and improvement
program;

The audit committee regularly communicates with the CAE about the performance and
improvement of the CAE and internal audit;

Internal audit reports are actionable, and audit recommendations and/or other
improvements are satisfactorily implemented by management;

The audit committee meets periodically with the CAE without the presence of
management.

- 6- 3- Coordination between internal auditors and management: it is as follows>>:

Potential audit findings should be reviewed with unit management during the audit to
determine if they are factual and appear to be significant;

Depending on the scope and size of the audit, these potential findings should be
reviewed at several points during the course of the review;

If an audit is scheduled over multiple weeks, the in-charge auditor might schedule a
meeting with unit management at least at the end of each week to discuss all findings
that developed over the course of that week;

If the findings are of a minor, procedural nature, management can take necessary
corrective actions at once;

Even though the audit’s duration may be too short to have weekly status meetings, the
field audit team should review all potential findings with unit management before
leaving the location ;

This will allow internal audit to present its preliminary findings and recommendations to
local management to obtain their reactions and comments;

433



(2)31-Agiual cilaal 33 — Ailady) aglall g (358a Ala Al edle o) dadla

The role of the internal audit function in the activation of corporate governance

e |t also gives both parties an opportunity to correct any errors in the preliminary audit
report findings before internal audit leaves the location.

Conclusion: through our research, we concluded the following:

e According to the modern concept of the institute of internal auditors, the internal audit
function activates three elements (Risk management, Control and Governance);

e There are four principles of code of ethic ( Objectivity, Integrity, Confidentiality and
Competency);

e There are two series of standards which organize the internal audit function (Attribute
standards and performance standards);

e The corporate governance is a mechanism which links all parties in the companies;
e There are five principles of corporate governance;

e There are five elements of good corporate governance (Good board practices, Control
environment and processes, Disclosure and transparency, Shareholder rights and
Commitment);

e The institute of internal auditors added two requirements to ( 2110 - Governance);

e According to the new standards of internal audit (Effective January 2017), there are six
requirements to activate the corporate governance.
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