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Common Misconceptions

A

n auditor is an auditor … right? Well, not really.
Certainly, all auditors must have a keen eye for
deciphering what’s wrong when things aren’t quite
right; must recognize the signposts of inefficiency and
ineffectiveness; must have the courage and conviction
to confront sensitive issues; must model uncompromising integrity and ethics; and must be relentless in
their commitment to get to the bottom of things.
Although all of this is true, the rules that govern, the
standards adhered to, and the roles required of government, internal, and external auditors are actually quite
different.
Perhaps auditors’ roles would be easier for the general
public to understand if their business cards displayed a
unique title, rather than all including “auditor.”
Because the similarities are striking, though, that’s not
going to happen, so let’s move on.
In a future issue of Tone at the Top, we’ll focus on the
intricacies of government auditing, which, in spite of
common characteristics and goals, is vastly different
from internal and external auditing. In this edition of
the newsletter, however, we intend to set the record
straight on how internal and external auditors differ
and clear up some common misconceptions regarding
their roles and responsibilities.

WHO DOES WHAT?
To begin with, let’s examine the basic reason for
obtaining audit services. The driver for external
auditing is the external regulatory requirement for an
independent certification that the financial information
provided to stockholders and the financial community
is reasonable and accurate. On the other hand, internal
auditing is primarily driven by management’s desire
to have an internal resource that focuses attention
on organizational processes and ensures accuracy,
efficiency, and effectiveness of operations.
The scope of work for both internal and external
auditors has broadened significantly over the past
few years. While attesting to the validity of an
organization’s financial statements had been the key
responsibility of external auditors, some governance
entities believe that an internal review of the external

auditors’ work provides a needed safety net for responsible
financial reporting. Others debate the value of this duplication
of work.

A COMMITMENT TO GOVERNANCE AND QUALITY
It is the responsibility of the audit committee of the board of
directors to take a big-picture, strategic — not merely tactical
— view of policies regarding internal and external audit work.
The audit committee should be diligent about its governance
role and ensure overall coordination of internal and external
audit work. Audit committee members should have an in-depth
understanding of what is and should be done throughout the
audit universe and how the work is being conducted.
The definition of internal auditing clearly states that the internal audit process helps an organization accomplish its
objectives by bringing a systematic, disciplined approach to
evaluate and improve the effectiveness of risk management,
control, and governance processes. Based on this definition,
the internal audit department can and should be the resource
that helps the audit committee to determine the right level and
involvement of internal and external audit assignments.
According to The IIA’s International Standards for the
Professional Practice of Internal Auditing, coordinating internal and external audit work falls under the job responsibilities
of the chief audit executive (CAE). As a part of this responsibility, the CAE should ensure that management and the audit
committee have a clear understanding of how audit goals can
be achieved with minimal duplication of work.
Armed with the knowledge and understanding so vital to
sound, decisive leadership and governance, the audit committee should demand a combined and coordinated scope of work
that extends beyond financial auditing to all aspects of the
operation. It should state a formal expectation of which tasks
are to be accomplished individually, and which ones are to be
joint engagements involving both the internal and external
auditors. It should also clearly identify who is responsible for
rendering an opinion for each task. This expectation should
include a philosophy of how it should all work, a policy on
ethics, delineation of roles and responsibilities that tie into a
multi-year process, a system of assessing results, and delivery
of opinions on how well responsibilities have been fulfilled.
Although the audit committee may rely on the Public
Company Accounting Oversight Board’s (PCAOB’s) new

reports on the quality of the auditing, the reviews are not specific
to the company audited. Therefore, the internal and external
auditors might be asked to review each other’s work and provide
opinions as to comprehensiveness, adherence to standards, and
overall reliability. This results in a good balance and attests to
the growing movement among audit committees to require backand-forth opinions annually.

A LEGAL ISSUE
The U.S. Sarbanes-Oxley Act of 2002 (SOX) was passed in
response to the failure of publicly held companies to preserve the
public trust by ensuring ethical operations and protecting investment dollars. Because the corporate world failed to hold itself
accountable, the U.S. government stepped in with new regulations that assign accountability, prescribe processes, and mandate
compliance. Corporate misbehavior, however, is neither confined
to companies listed on the stock exchanges nor contained within
the borders of the United States. Many private companies are
also employing voluntary best-practice compliance with SOX. In
addition to anticipating a possible broader compliance mandate
in the future, the audit committees at many of these organizations comprise heads of publicly traded companies, and those
business leaders view SOX compliance as the right thing to do.
Many companies outside the United States are also following
suit with revved up processes that speak volumes about their
renewed commitment to effective corporate governance and
strict corporate accountability.

According to the PCAOB standards and in compliance with
SOX, the objectivity and competency of the internal auditors
determines the extent to which the external auditors might rely
on their work.This sometimes becomes problematic, for executive management might view the internal auditors as the
preferred party to manage the entire SOX-compliance process for
internal controls over financial reporting. Instead, line managers
should be assigned the responsibility of testing their own controls, and the internal auditors should then independently review
that work. This would allow the external auditors to rely more
heavily on the objectivity of the internal auditors’ review. This,
in turn, could reduce the amount of retesting necessary by the
external auditors, as well as the total external audit fee charged
to the organization at the end of the compliance review process.

ROLES AND RESPONSIBILITIES
This newsletter has often referred to
The IIA’s and other thought-leaders’
view that the board of directors,
executive management, the internal
auditors, and the external auditors
are the cornerstones of effective
corporate governance. The roles and
responsibilities of each of these cornerstones can often appear
somewhat convoluted, especially in today’s business arena with
increased regulations and enhanced expectations of corporate
accountability.

KEY FACTORS THAT DISTINGUISH AND DIFFERENTIATE INTERNAL AND EXTERNAL AUDITING
IN REGARD TO:

INTERNAL AUDITING:

EXTERNAL AUDITING:

1. Focus

Provides financial-, operational-, assurance-,
consultative-, governance-, computer-, and fraudrelated services.

Primarily attests to financial statements and
internal control.

2. Management

Reports to executive management administratively.
Builds relationships throughout the organization to
ensure concerns are identified and resolved in a
timely manner.

Primarily reports to the audit committee on
financials and internal control.

3. Audit Committee

Reports directly to the audit committee. Provides
opinions on the organization’s business risks,
financial statements, system of internal control, and
level of compliance with laws, regulations, and
policies.

Attests to the audit committee the accuracy of
the financial reports and attests to management’s
assessment of internal controls over financial
reporting. Provides updates on pending accounting pronouncements and their potential impact
on the organization.

4. Standards

Follows The IIA’s International Standards for the
Professional Practice of Internal Auditing.

Is governed by appropriate accounting and audit
standards.

5. Approach

Customizes approaches to best meet individual
assignment objectives.

Customizes financial audit approaches to best
meet individual assignment objectives.

Demonstrates organizational independence
and objectivity in work approach, but is not
independent of the organization. (Is independent of
the activity audited, but is integral to the
organization.)

Is independent of the organization.

6.Independence

IN REGARD TO:

INTERNAL AUDITING:

EXTERNAL AUDITING:

7. Results

Identifies problems, makes recommendations,
and helps facilitate resolutions.

Meets statutory requirements and provides
necessary adjustments to meet financial
accuracy.

8. Control

Under SOX 404, provides assurance that the
financial and operational systems of internal
control are adequate and effective; and that
systems of internal control of each activity
of the organization (including control over
financial reporting) are adequately designed,
effective, and efficient. May assist in documenting internal controls, testing internal
controls, and/or providing input to management
with respect to drawing conclusions on design
and operating effectiveness.

Identifies risks and assesses controls over
financial reporting for audit planning purposes.
Audit planning results in documentation of
linkage of the identified audit risk and the
evaluation of internal controls. The linkage is
accomplished by assessing the risk of material
misstatement in each financial statement caption and designing audit procedures to address
this risk. Reviews the approach taken by management in the completion of 404 efforts
including results at various key milestones.
Audits the work of management and the
representations involved and completes an
attestation report to the reliability and accuracy
of the 404 reporting.

9. Risk

Identifies and qualifies key business risks to
estimate probability of occurrence and impact
on business. Makes appropriate recommendations as a result of the risk assessment.

Identifies key transactions and exposures for
financial statements.

10. Fraud

Includes fraud detection steps in audit
programs. Investigates the allegations of fraud.
Reviews fraud prevention controls and detection processes put in place by management and
makes recommendations for improvement.

Includes fraud detection steps in audit plan.
Gathers information necessary to identify risks
of material misstatement due to fraud by
inquiring of management and others within the
entity about the risks of fraud. Considers fraud
risk factors, analytical procedures, and substantive testing in planning and field work phases.

11. Recommendations

Communicates recommendations for corrective
action to management in the audit reports.

Communicates recommendations for corrective
action.

12. Follow-up

Follows through with customers to ensure work
is sufficient to achieve problem resolution.

Limits follow-up primarily to financial areas.

SETTING THE RECORD STRAIGHT
According to Sawyer’s Internal Auditing: The Practice of
Modern Internal Auditing, 4th Edition by Lawrence B.
Sawyer, J.D., CIA, PA, and Mortimer A. Dittenhofer, Ph.D.,
CIA, “Coordination between external and internal auditors is
important because it increases the economy, efficiency, and
effectiveness of the total audit activity for the enterprise.
Neither form of auditing can replace the other. But in many
ways, they impinge on each other. And if the two audits are
uncoordinated, there will be overlaps and duplication that
unnecessarily increase audit costs.”

The IIA encourages its members and other internal and
external audit practitioners to take seriously the task of
helping clear up common misconceptions regarding internal
and external auditing. The bottom line is that these are two
distinct professions, each of which brings great value to an
organization and its stakeholders. When practiced independently, objectively, and in accordance with standards; in
compliance with rules and regulations; and including appropriate coordination and collaboration; both professions can
effectively fulfill their governance cornerstone roles and
positively impact the public trust.
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