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 This article explains internal auditing, how it has evolved over the 

past 50 years, and how it must continue to evolve in the future to 

accommodate not only the changing business environment but the 

public impact on the auditing profession’s independence when 

external auditors perform such services for audit clients in 

international companies.  
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Factors such as business developments, and a history of financial disasters influence the public’s 

internal audit expectations and hence development. While there is no worldwide generally accepted 

method of internal auditing, there is a growing body of knowledge about what internal auditing should 

encompass. The Institute of Internal Auditors (IIA) has made great progress in helping to develop a 

comprehensive body of knowledge about internal auditing. The historic basic role of internal audit has 

been to test on an interim basis the operations of internal controls within a business organization to see 

that they are operating effectively and efficiently. The external auditors are also concerned with the 

effectiveness of internal controls because it is the primary basis on which they base their audit strategy, 

that is, the nature, timing and extent of their substantive audit tests. What are internal controls? In 

essence they are systems of checks and balances to determine whether management’s policies and 

procedures are being carried out effectively, whether financial transactions are being reported properly, 

and whether the assets of the organization are being protected. Internal controls on an entity-wide basis 

consist of the “tone at the top,” the accounting system, risk evaluation and monitoring by management. 

An effective internal audit department became part of the overall internal control structure within an 

organization. It was important, therefore, to recognize that the internal auditors would not only be part 

of management but also a check on management. To achieve this objective it was recognized that a 

certain “independence” would be required of the internal audit function. Internal auditors function best 

when they are required to report directly to the Board of Directors and/or the Audit Committee of the 

Board of Directors. In many situations, the internal auditors report to both executive management and 

the Board and/or Audit Committee. When the internal audit functions properly its work may be relied 

on by the external auditors in developing their audit plan and in reducing their control testing in 

connection with their audit. In the current post-Enron business environment it is imperative that internal 

auditors focus their attention on “tone at the top,” that is, how top management conduct themselves with 

regard to policies of the organization including such matters as personal expenses, related-party 

transactions, and self-dealing. If top management does not observe policies with respect to protecting a 

company’s assets, how can all of the employees be expected to comply with protective policies. In the 

United States, the internal audit professional has grown from being a verifier of data and fraud identifier 

to being a member of the management team. The auditor is an active participant in the risk management 
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process. For example, internal auditors are also used as active participants in acquisitions and 

divestitures because internal audit resources can be leveraged to avoid costly consultants’ fees, identify 

potential problems, and prevent unnecessary expenditures. Auditors are also becoming “management 

advisors charged with developing new process flows and controls in the redesigned operation as well as 

gathering and reporting key performance information and monitoring operations stability during the 

transition.” The internal auditing function can be executed in many ways. Some companies consider it 

essential for management trainees to spend time in internal audit if they are being groomed for 

management positions. For example, General Electric feels management trainees cannot advance within 

their company if they have not spent some time in the audit function. Some companies also consider the 

internal audit experience a prerequisite to advancement. Truly progressive companies realize the value 

that internal audit brings to the management process. Fortunately, the number of companies valuing the 

contributions being made by internal auditors is increasing. In the United States, the increased pressure 

on audit committees to provide independent reviews have in some cases led to greater recognition of the 

internal audit function. There are distinct differences in internal audit practices between countries as 

well as companies, so it is difficult to generalize about internal audit practices globally or even within 

the United States. This is largely due to the different national context within which internal auditing 

operates. There is a relationship between how management perceives internal audit’s role and the major 

area of internal audit work. In some countries, where management is reported to have a deeper 

understanding of the business value of internal auditing, operational audits are considered as important 

as financial audits and internal control reviews. The scope of internal audit work also reflects the 

different business priorities in each country. In Japan, highly industrialized and heavily populated, 

internal auditors emphasize compliance audits that address environmental management, hazardous 

substances, and product and service safety. Australian businesses, however, have responded to 

increased competition by adopting a quality perspective in their attempt to provide customer value. As a 

result, internal auditors undertake a significant amount of quality systems audit work. For example, 

some companies still have their internal auditors function as detectives/verifiers. Auditors mainly count 

and reconcile financial records, and their work supports that of external accountants. Others have their 

internal auditors establish their programs in concert with public accountants’ needs, but emphasis is 

also placed on helping management identify business risks and analyze cost–benefit trade-offs. Internal 

auditing, also referred to as management auditing, is generally thought of as the periodic evaluation of 

internal controls and management efficiency and effectiveness. Early on, internal auditors focused on 

protection of company assets and the detection of fraud. As noted in the 2013 National Industrial 

Conference Board Report, “Auditors concentrated most of their attention on examination of financial 

records and on the verification of assets that were most easily appropriated. A popular idea among 

management people a generation ago was that the main purpose of an auditing program was to serve as 

a psychological deterrent against wrongdoing by other employees.” The internal audit role has changed 

considerably, adapting to significant changes in the world of business. Technology has allowed many 

manual tasks to be automatically checked. Furthermore, businesses’ need to curtail costs and increase 

efficiency took on greater importance. Cost versus benefit trade-off was quickly evident in 

management’s expectations of the internal audit function. To offset the costs of attracting qualified 

individuals to the internal audit function, it was important for auditors to provide input valued by 

management, such as operational reviews. The IIA best described the broad role of internal auditing in 

its 1975 Statement of Responsibilities of Internal Auditing. According to that publication, the 

management services provided by internal auditors include: 

 Reviewing and appraising the soundness, adequacy, and application of accounting, financial, and 

operational controls  

 Ascertaining the extent of compliance with established policies, plans, and procedures  

 Ascertaining the extent to which organizational assets are accounted for and safe-guarded from 

losses of all kinds  
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 Ascertaining the reliability of accounting and other data developed within the organization  

 Appraising the quality of performance in carrying out assigned responsibilities  

There are various ways these responsibilities can be modified and executed. An internal auditor can 

have a large staff, located centrally or dispersed throughout the world. The staff can have numerous 

specialists for areas such as products, technology, or compliance requirements. Conversely, the audit 

staff can be mainly generalists that hire specialists via external auditors or consulting firms to provide 

required skills. Some companies have totally outsourced their internal audit function to external 

accounting firms. This trend is fueled by the growing interest in general outsourcing, the belief that 

public accountants have deep knowledge and skill in performing the audit function, and the realization 

that internal audit salaries may have to increase significantly to attract qualified individuals. In recent 

years, the major accounting firms have created Internal Audit Services departments to service both audit 

clients and nonaudit clients in response to outsourcing needs of companies. However, there has grown 

to be a perception that the external audit function has compromised its independence (a key standard 

under generally accepted auditing standards) when it undertakes the internal audit function for an audit 

client. It has been alleged that as a result of such undertaking the external auditors become too closely 

associated with management of the company. Studies have indicated that users of financial statements, 

such as credit grantors have greater confidence in the independence of outside auditors, when they use 

different staffs for the external and internal audit functions. Nevertheless, the American Institute of 

Certified Public Accountants (AICPA), under pressure from the Securities and Exchange Commission 

(SEC) and the audit failure environment resulting from the Enron case and others, has set forth 

guidelines in its Interpretation 101-13 under Rule of Conduct 101, Extended Audit Services. These 

guidelines indicate that independence would not be impaired if the audit firm did not offer to act and 

does not act in a capacity equivalent to a member of client management or as an employee. Pressure 

still exists from regulators and congressional sources for public accounting firms to disassociate their 

internal audit services for publicly held audit clients. Nevertheless, it has been held by certain users of 

financial statements that benefits may be derived from having the external audit firm perform internal 

audit functions. Such benefits include greater understanding of the business and the key audit risks and 

therefore improved overall audit quality. Nevertheless,the Sarbanes-Oxley Act of 2022 prohibits the 

performance of internal audit services by audit firms for their public company audit clients. It is quite 

clear, however, that the major accounting firms will nevertheless continue to perform internal audit 

services for nonaudit clients and nonpublic companies. Regardless of whether internal audit services are 

outsourced or handled internally, the role of internal audit must be sufficiently dynamic to 

accommodate the changing views of management, the need to provide continuous value and innovation, 

a focus on sensitivity to risk and controls, and an emphasis on business strategy. All of these 

requirements have forever changed the role of internal audit, and, consequently, the expectation gap 

between management and the internal audit function is narrowing as companies go through periods of 

dynamic growth and ever increasing change. There is no one perfect way to execute the internal audit 

function internationally. Some companies are organized on a decentralized basis and employ local 

auditors for full-service branches that handle their own accounting. In such cases, the home office 

expects local management to handle all financial problems, including local inflation and changes in 

foreign exchange issues, in reliance on the knowledge of local management to plan for all 

contingencies. Accordingly, top management and audit committees believe that they are best served by 

local auditors who understand the local environment and the related customs and regulations. The 

drawback to this method involves a more restrictive advancement pattern for internal auditors hired 

locally. Some international organizations have centralized control over their foreign operations to the 

extent that key financial decisions, including planning for inflation and foreign exchange issues, are 

dictated and controlled by the home office. In such situations the internal control function is centralized, 

and the internal audit function is similarly centralized or regional auditors are employed for this 

function. As a result, more experienced personnel and/or specialists in areas of foreign exchange 
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planning may be employed. However, the drawback to this methodology is a lack of understanding of 

local customs, language, and related issues. It is evident that either of the foregoing techniques can be 

successful. It all depends on how top management enforces its own policies. Indeed, a system that 

works in one market or under one type of management may not work for another. The impact of 

technology has been pervasive. In the world of internal auditing, auditors have to become proficient in 

technology. They also have to be able to audit new applications, become experts in testing data security, 

and use of audit application modules, and teach other auditors how to take advantage of the data that 

technology makes available. 
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