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Summary

The relation between internal and external is optimal if audit costs are minimized and audit assurance is maximized. Normally less audit costs will lead to less audit assurance. Therefore the challenge is to find a way to decrease audit costs while audit assurance does not fall. If the internal audit department is very reliable the external auditor has to perform less substantive tasks and less audit work.  This thesis investigates how the relation between internal and external audit can be optimized by lowering the control tolerance which will lead to less audit work.

A company is a combination of production factors with the objective to offer added value to the shareholders and other stakeholders in a balanced way. Because shareholders and other stakeholders base their decisions on, amongst other things, the annual accounts they want assurance about the reliability of these accounts. This assurance is given by the audit of the annual accounts. 

Because of a number of certain developments there is an increasing tension between internal and external auditors. Both internal and external auditors have followed the same education, have for a main part the same rules and they both audit the annual accounts of the company. But an internal auditor is an employee of a firm while an external auditor is employed by an audit firm and has more clients than only one. The external auditor can provide an unqualified opinion re the annual accounts and can be held reliable and sued if he makes mistakes. 

The relation between internal and external auditor can be maximized if the external auditor makes more use of the work done by the internal auditor. This in only possible if the internal audit is reliable. So the internal auditor must not perform tasks which can lead to a conflict of interests. This can be achieved by separating financial statement and operational audits. From the point of efficiency it would be an advantage if the internal auditor performs a lot of tasks but from the point of liability and trustworthiness of the internal auditing of the annual accounts, it can threat the relation between internal and external auditor.  Taking all together it can be said that reliability is more important than efficiency. Therefore the internal auditor should not perform tasks which can lead to threats like self interests, self testing, special interest, familiarity and intimidation. If he is faced with one of these threats he must deal with it in a proper way because otherwise the external auditor cannot rely on the internal audit department.

The audit risk model describes the relation between audit risk, inherent risk, control risk and detection risk.  Audit risk and inherent risk are both fixed. The control risk describes the quality of the internal control. If the control risk declines, the work done by the external auditor can also be reduced. 

The control risk, or better said, the quality and trustworthiness of the internal organization structure can be measured by the following evaluation points: segregation of duties; transaction authorization; access control; independent verification; integrity of the management; other internal control measures; education and experience of internal audit department and the internal audit report.

This thesis investigates the relation between the internal audit department and the control tolerance is. If the internal audit department is very reliable the external auditor has to perform less audit work and this will lead to a lower control tolerance. 

500 CPA`s have been mailed for filling in a survey to investigate the relation between the internal audit department and the control tolerance. With the results a regression analysis has been made. Three of the eight evaluation points seem to have significant effect on the control tolerance. The integrity of the management (42,7%), access control(14,6%) and segregation of duties(4,6) are the most important factor to determine the control tolerance.

The relation between internal and external auditors can be optimized if the control tolerance increases. This will lead to less audit work and consequently less audit costs, because the use of the results of the reliable internal audit department. The audit assurance will probably also increase. 

The external auditor can use the results of this thesis to determine the control tolerance and the internal auditor can improve the important evaluation points to achieve a better relation between internal and external audit.
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Chapter 1: Introduction
1.1 Introduction
At the end of the Academic course, students have to write a thesis. This thesis is the concluding and most important achievement in the master`s degree programme. The subject of my thesis is the relation between internal and external audit. The reason for this  subject in both the financial and management accounting field is my interest in both financial and management accounting subjects and this academic thesis is also a good preparation for the post master education of CPA(in Dutch register accountant). So this thesis will treat a subject that connects management accounting with financial accounting.

The internal auditors are part of the organization. Their objectives are determined by professional standards, the Board, and other management. Their primary clients are management and the other Board.  External auditors are not part of the organization, but are hired by the Board. Their objectives are set primarily by legal regulations, the principles of association and their primary client - the Board of directors
In the last three to four decades a number of developments have taken place which can be considered relevant for the increasing importance of internal audit in organizations. (Enterprises have become more complex; increase of importance of liability of the management of enterprises and important frauds that have been discovered.(Nieuwlands, (2007), Hulsebos, (2004), Pappe, (2008), and others))
External auditors, although more and more specialized in certain industrial sectors, normally don’t have the specific knowledge of internal processes of the company to the same extent as the internal audit department. Besides that, internal auditors are continuously auditing and checking within the company while an external auditor is only auditing at certain periods. Due to the increased liability managing directors wish to reach a higher level of reliability of the annual accounts than has been the case in the past and are concerned, even frightened, by cases as Ahold and Enron.   

In the problem description it is explained more explicitly why it’s obvious that there is a tension between the responsibility and scope of internal and external auditors which is the subject of this thesis.


1.2 Problem description
More specifically the problem can be described as follows:
The internal auditor is basically well skilled to audit the annual accounts. However he is not completely independent of the company. From an economic point of view it would be an advantage if the external auditor would use the results of the internal audit as much as possible. From a standpoint of reliability there are limits to which extent the external audit can make use of these results. 

Main parties involved are the external and internal auditors, Board and Management of the company and (other) users of the auditor’s opinion.  
The relation between internal and external audit will be optimal if audit costs are minimized whereas audit assurance is maximized. The tension is how to achieve this optimization. If the external auditor relies more on the internal auditor the audit costs will fall but probably the audit assurance will also fall. The challenge is to find a way to determine the reliability of the internal audit department so the external auditor can rely more on the internal auditor without losing audit assurance. Moreover the audit assurance may be higher because the internal auditor has more specific information about the company.
More than 50 years ago, in 1951, Tempelaar was the first expert who was talking and writing about the relation between internal and external audit (Burggraaff,  (2009)) After his statement a lot of other experts have done research and written articles about the tension between internal and external audit (e.g.  Leeuwen, (2002), Wallage, (2002), Almelo, (2008), Harrell, (1989)). In the articles the experts state that external auditors should make more use of the results of the internal audit, which would improve the relation between external and internal auditors. They mentioned some points by which the internal audit department can be reviewed but nothing said about the relative importance of these points.
Objectives in relation to parties involved can be summarized as follows:

	parties

	Minimization of costs
	Maximization of audit assurance 

	Internal auditor
	Expressing added value
	Professional ambition; improving position, career

	External auditor
	Improving competitive position
	Avoiding claims

	Board and other Management
	Increasing profit
	Avoiding claims and bad image

	Other Stakeholders of company
	Increasing profit
	Safeguarding continuity of company


1.3 Control tolerance
A better relation between internal and external auditors will lead to lower substantive work and a lower control tolerance. Control tolerance is also called an ‘audit materiality’. These serves as criteria for the control activities.  The control tolerance will be lower than the materiality because the auditor can incorporate a safety margin by doing this.  Another reason for this is that the control tolerance is set during the planning phase and it has to be based on estimated figures (Deckers (2008)).  The control tolerance and materiality are related by nature because both have the annual accounts as subject. The control tolerance can be considered as an extra assurance for the auditor to prevent that material mistakes have not been discovered.  
The control tolerance is a criterion for the achieved control assurance and thereby for the size of the required control tasks. So the higher the control tolerance is the less work has to be performed by the external auditor (Westra, Mooijekind (2008)).  The control tolerance is usually set between 50 and 70 percent of the annual accounts tolerance (or better said: materiality), (Knecht (2009))

1.4 End product
The purpose of this thesis is to develop an assessment model for the internal control systems including the internal audit department. The external auditor can criticize the various evaluation points and by this way he can determine the control tolerance.  This will lead to a decrease in the tension between internal and external audit. By using this assessment model the external auditor has a framework to determine the control tolerance so this increases the audit quality. Whether the tension between internal and external audit really declines depends on the outcome of the model. And that depends on the value of the evaluation points. But probably the internal audit department will try to improve the evaluation points because it`s also in their interest that the tension declines. So the attendance of such a framework will probably lead to an optimal relationship between internal and external audit. And even if the internal audit department does not alter its behaviour because the attendance of the model it`s still useful for the external auditor to have an assessment model for the control tolerance. 

1.5 Literature study
The main question of the literature study is: 

“How to evaluate the internal control systems including the internal audit department of the company in order to decrease level of the control tolerance and consequently reduce the tension between internal and external audit which will lead to reduced audit costs and increased audit assurance? ” 

The reason why the focus in this thesis is on the control tolerance is that at this moment there`s no generally known manner to determine the control tolerance although it`s a very important issue in the auditing process. There are some guidelines (see further) but this is no clear framework. This will be explained more in detail in this thesis. To answer this main question the following sub questions will be answered in this thesis: 

· What is a company and what are audits? And what is the added value of an audit?

· What are the main differences and similarities between internal and external audit?

· Which tasks can be executed by the internal auditor, apart from auditing the annual accounts, without a clash of interest ?
· How do external auditors determine the audit tasks they still have to do, after the internal audit has taken place?

· To which extent can the external auditor rely on the audit executed by the internal auditor?

The first sub question will be answered in the second chapter. This chapter describes what a company is and describes the reasons to exist for a company. Besides it contains also an overall picture of the phenomenon audits. The purpose of this first sub question is to give a broad view of the subject, the rest of the thesis deals with an ever more focused discussion of the main question to come to a correct and well motivated conclusion. So the first chapter can be seen as the peg of this thesis.
In the third chapter, the second sub question will be discussed. This chapter deals with the differences and similarities between internal and external audit, the rules and guidelines for the CPA`s and how to become a CPA. In the fourth chapter the role of the internal auditor in a company and which tasks he can perform without a conflict of interests is discussed. Apart from explaining when a conflict of interests arises, this chapter discusses some examples and some possibilities to prevent conflicts of interests.
The fifth chapter is about how the external auditor determines the audit tasks he still has to do, after the internal audit has taken place. To answer this question the audit risk model will be explained. The control tolerance is a main part of the audit risk model. It`s obvious that relying more and more on the internal audit means that the tasks the external auditor must perform will be fewer, both the control tasks and the substantive work.  On the other hand relying on the internal audit can endanger the objectivity of the audit. The advantage is to find the best balance between efficiency and independence/reliability and this will be done in this chapter. Of course reliance on the internal audit department is only possible when the internal audit department and the internal control systems are reliable. This will be discussed in the next chapter. So chapter six is about how the external auditor must investigate to which extent he can rely on the audit executed by the internal auditor. In this chapter the points are mentioned to review the internal audit and internal control system. 
The last chapter of the literature study, chapter six ends with a hand or model to evaluate the internal control systems including the internal audit department. This model must help to reduce the tension between internal and external auditors.

In order to answer these questions different sources such as articles; books and information from internet will be used. These sources will be summarized at the end of the thesis (“references”).  The seventh and eighth chapter of my thesis are about the empirical research done in the field study.


1.6 Field study
In chapter six the most important points to review the internal control system and the internal audit department are mentioned. In the field study the relative value of the different variables will be investigated with the use of surveys.  This will be done by contacting a representative group of experts (CPA`s) for filling in these survey`s.   The research design will be discussed at length in the seventh chapter with the results of these surveys some conclusions about the comparison between my study based on literature and the actual practice will be drawn. This will be done in chapter eight.
The purpose of this Master thesis is to analyze to which extent the results of the internal audit department can be used by the external auditor and in which way these results influence the control tolerance. The results of this thesis should contribute to the optimization of the relationship between internal and external auditors.  The overall conclusion about the optimization between internal and external auditors is described in the last chapter of this thesis, chapter nine. 

1.7 Summary

The tension between internal and external auditors explained above can be summarized in the following scheme. 

	Kind of auditor
	External auditor
	Internal auditor

	Objective
	Maximal assurance and competitive prices
	Minimal audit costs and providing assurance to the Board



Minimizing audit costs can be achieved in two ways; lowering the control tolerance and/or lowering the substantive work. In this thesis the focus is on lowering the control tolerance. If this will be applied, the external auditor will focus the audit on the most important issues. In other words he will widen the concept of materiality. This will probably lead to fewer work for the external auditor and thereby fewer audit costs. However this can lead to a loss of assurance. 

To meet this loss of assurance the external auditor should rely more on the work of the internal auditor, provided that this information is reliable. Then the audit costs can decrease without losing audit assurance.

An important aspect is the probability of conflict of interests for the internal auditor. The external auditor must rely on the internal auditor to decrease the audit costs without losing audit assurance. However this is only possible and justified if the internal auditor has not been in a conflict of interests or if he dealt in a proper way with the conflict of interests (sees chapter4).
Chapter 2: Company and audits 


2.1 Introduction
This sub question describes the reason to exist for a company. In the first place the question about the identity of a company will be discussed. After that the main types of audits will be described. Finally the tension between internal and external audits are described and the chapter will be finalized with a conclusion.  After this chapter the rest of the thesis is focused on the relationship between internal and external audit. So this first sub question is very broad, just like the upper part of the figure below, and further on the thesis will be more and more focused to come to a correct and well motivated conclusion, just like the lower part of the figure below, 


2.2 What is a company?

This thesis is about the relation between internal and external audit. The next chapter is about the precise differences and similarities of these kinds of audits but to achieve a broad overview of my thesis (a peg) it`s important to start with an explanation of what a company is. This is useful because in this thesis audits of financial statements of companies are important. Then it makes sense to start with the questions:  ‘What is a company and what are its objectives?’
The traditional interpretation of a company is: “a combination of production factors with the goal of maximizing profit.  Many economic theories and models are based on this assumption” . (Frank, (2006))

There are a lot of experts who share the thought of this traditional interpretation of the identity of a “company”. But in the last decades has arisen another interpretation. It`s more and more stated that a company is a combination of production factors with the goal of offering added value to the shareholders and other stakeholders in a balanced way. The result of this entrepreneurship will be net profit but the objective is satisfying the interests of all stakeholders in a balanced way (e.g. Rinnooy and Scheepens (2009). There are even big multinationals, like RijkZwaan BV, which do not even consider profit as its main objective but satisfying the employees. So in this approach net profit is the result and not the objective.
Considering these two different interpretations it can be said that the new interpretation of a company is the best description of a company. Nowadays a company cannot survive on the long term if its main goal is maximizing profit. There must be a balanced way in adding value to all stakeholders. The reason that the new interpretation is the best one to define a company will be in more detailed discussed below.

2.3 Reason to exist for a company
Some companies base their right to exist, or better said, license to operate, on their social tasks like producing goods and providing a lot of different services. Without trust of the consumers there is no, or no real license to operate.

In the past a lot of public companies have put exaggerated emphasis on the stock value. The question is whether it`s fair and ethical if the other stakeholders, such as employees, are subordinated.  Putting exaggerated emphasis on the stock value can also lead to a dangerous situation. It`s one of the reasons for the worldwide financial crisis and it endangers the right to exist for a company. This is because the CEO`s are “only” looking at the stock value during the period they are in charge. They do not pay enough attention to other important issues so the continuity of the company can be endangered. (Zanten, Hezewijk (2003))
It`s important that the interest of the shareholders and other stakeholders are in balance to create value in the future. If you do so this will lead to responsible entrepreneurship and the continuity of the company is more guaranteed.  This is also the starting point of the Governance Code (see further on in this thesis). It is not by coincidence that just in times of uncertainty and turbulence the family owned companies prove themselves to be very stable (Rinnooy and Scheepens (2009)).

Summarizing, it may be said that the old-fashioned thought of a company cannot be justified anymore and that, amongst other things, the grow of the size of the companies is one of the reasons for that. So the license to operate is to offer added value to all stakeholders in a balanced way. 
Whatever the identity and objective of a company is considered to be, an instrument to maximize the stock-value for the sake of the owners or offering added value in a balanced way to all direct and indirect stakeholders, audit of financial statements appear to be essential.
In the first (obsolete) concept shareholders would like to be assured that the financial statements on which they base their investment decisions are reliable. 
In the second (correct) concept all stakeholders would like to be assured that the financial statements issued by the management of a company give a correct and complete picture of the reality in order to be able to compare the reality with their expectations. 

A conclusion that can be made is that audits are important, whatever the interpretation you give to ‘a company’. 

2.4 What are audits?
Before describing the relation between internal and external audits it`s important to know what the phenomenon “audit” is, what kind of audits exist and why there is a tension between internal and external audits.  
Audit is a specific field. An audit is an independent investigation which leads to a judgment about the relation between the reality and the standard. The choice of the object and the standard is determined by the goal of the investigation. The result of the audit is assurance (in Dutch: meten is weten).(Krishna, Palepu, Helay(2007))
An audit is not just writing a report. An audit must answer a certain question and to answer this question the audit has a lot of instruments (INQA), for example:

· Interviews

· Connection controls

· Samples

· Total controls

There are a lot types of audits. These can be classified by character, object, performer, frequency, time horizon and the norm which is reviewed. For a broad overview of the term audits it`s good to know these differences. The most important difference in the context of this thesis is the difference between internal and external audit.
Distinguished by character: 
*
Management audit, is the policy of the management formulated in a proper way?
*
Compliance audit, are the rules and regulations followed?
*
Performance audit, are the targets realized?
*
System audit, is it guaranteed that the objectives are being realized? 

Distinguished by object:
*
Product
*
Process
*
Project 

Distinguished by performer:
*
Internal audits, management accounting.
*
External audits, financial accounting.

This is the most important distinction for this thesis. The next chapter is about the differences and similarities between internal and external audits. An internal audit is an audit of a company done by an employee of that company. An external audit is an audit of a company done by an external independent auditor.
Distinguished by frequency:
*
single, thus product-orientated.
*
Uninterrupted/operational, thus system-orientated.

Distinguished by time horizon:
*
Retrospective, based on the past.
*
Prospective, based on the future.

Distinguished by the norm which is reviewed:
There are a lot of norms, so to mention them all is almost impossible and these norms will be archaic in a short time. But you can think of norms like the Arbo audit, Milieu audits (ISO 14001) and quality audit (ISO 9001). 

The types of audits are also distinguished in financial auditing and operational auditing. The goal of financial auditing is auditing the correctness of financial accounting and the goal of operational auditing is controlling the objectives. The dangers which arise when an internal auditor is performing both financial and operational audits are discussed in the next chapter.

2.5 Tension between internal and external audits
This thesis is about financial audits. The norm is the law re the annual accounts (in the Netherlands the law; VGC; the guidelines of the NIVRA) and the auditors are the internal and external auditors. 

Because of the huge interests and the social responsibility every public company is mandatory to have the annual accounts audited by an external audit firm. Besides this mandatory external audit, a lot of companies have also an internal audit department which audits the annual accounts.
In the last three to four decades a number of developments have taken place which can be considered relevant for the increasing importance of internal audit in organizations. (Enterprises have become more complex; increase of importance of liability of the management of enterprises; important frauds that have been discovered 
( Nieuwlands(2007) , Hulsebos, Pape (2008)).
As mentioned before the relation between internal and external audit is optimal if audit costs are minimized and audit assurance is maximized. Normally less audit costs will lead to less audit assurance. So the challenge is to find a way to decrease the audit costs while the audit assurance does not fall. This can be achieved when the relation between internal and external audit is optimized.

If the external auditor relies on the work of the internal audit the audit costs will become lower. But since the internal auditor is not as independent as external auditors this can lead to a loss of audit assurance. If there is a way to judge and evaluate the reliability of the internal audit department the external auditor is in the position to rely more on the internal audit in a responsible way without losing audit assurance. And because internal auditors have more specific knowledge of internal processes of the company the audit assurance can probably even increase.

2.6 Conclusion
A company is a combination of production factors with the goal of offering added value to the shareholders and other stakeholders in a balanced way. The result of this entrepreneurship will be net profit but the objective is satisfying all interest groups in a balanced way. It`s obvious that companies must understand that there must be a good interaction between all stakeholders to increase their license to operate. 

Because the shareholders and other stakeholders base their decisions on, amongst other things, the annual accounts they want assurance about the reliability and correctness of these accounts. So these companies will perform, besides other audits, an audit re the annual account. The goal of an audit is to give assurance.  For this thesis the distinction of the performer of the audit is very important. An internal audit is an audit performed by an employee of a company while an external audit is an audit performed by an independent person from another company than the company that is being audited. In the next chapter the similarities and differences of internal and external audit will be treated. 

There are some relations between the different types of audits. Because of a number of certain developments like the fact that enterprises have become more complex; increase of importance of liability of the management of enterprises and important frauds that have been discovered there is an increasing tension between internal and external auditors. The relation between internal and external auditors is optimized if audit costs are minimized and audit assurance maximized. This thesis deals with this tension. 

Chapter 3: differences and similarities between internal and external audit.
3.1 Introduction

The second of the five sub questions is about the differences and similarities between internal and external audit. In this chapter the main rules and guidelines for internal and external auditor`s in the Netherlands will be discussed and how to become a Certified Public Auditor (CPA). The conclusion of this chapter, the main similarities and differences between internal and external auditors, will be summarized in a clear schema.  This chapter contains a lot of basic information which is needed to elaborate the relation between internal and external audit and to write an academic thesis about it. In this respect it is necessary to know exactly the definition, differences and similarities between the internal and external audit.

3.2 Education of Certified Public Auditor 
For this thesis it`s relevant to explain the way to become a CPA. As the relation between internal and external audit is a relation between some CPA`s and because this thesis is about them it`s good to know what kind of persons they are and which education they have had to become a CPA.

External financial statements are important for potential investors, creditors, customers, employees and the government. This information should be reliable. For that reason, there is need for an unqualified opinion from a licensed professional who is able to evaluate the annual accounts. This professional is the external auditor.
 A CPA is an auditor who is registered at the “accountantregister” of the Dutch association for auditors (NIVRA). The registration gives the auditor, under certain conditions, the permission by law to give an assurance statement re the annual accounts. In the Netherlands the profession of a Chartered Auditor is a protected profession. 

The title of CPA (RA) can be obtained in three different ways.  

· The first way to obtain the title of “RA” is to do the auditor`s training at the NIVRA after a high school diploma. This study provides both on-the job training and theory in the classroom.  This combined study will take approximately 8 to 10 years.

· The second way to become “RA” is to graduate at a University in the field of economics. Followed by a post master auditing. These combined studies take up to 8,5 years. This post master study is also a dual study with a combination of theory and training on the job in practise.

· The third and last way is to be educated at  a “HBO “in the field of economics. After which you can start an auditing course. This combined study will take approximately 8 to 10 years.  

From a person with the degree of CPA one can expect the upmost professionalism in the field of internal control, audit, administrative procedures and financial matters. This knowledge is based on the academic knowhow within the field of business economics. In the Netherlands both the internal and external auditors use the Verordening Gedragscode (VGC) as a guideline. Within this VGC the five fundamental principles are stated for all CPA`s
· Integrity

· Objectivity

· Professionalism, thoroughness 

· Safekeeping 

· Good business behavior.
As mentioned before it`s not easy to become a CPA. During the education there is an emphasis on the VGC because these are the guidelines for them to follow. You may expect that they mostly follow these guidelines. The fundamental principles are very important and when they abide by these principles the relation between internal and external auditors will be better than in a situation when they do not.

These fundamental rules must be taken very seriously, and may not be endangered by the behaviour of the CPA. Due to the long and thorough education which an auditor has had before graduation, one can expect a high level of professionalism from the auditor. In conclusion it can be said that a CPA is a person of which you can expect good business behaviour and a high level of professionalism.  So if a CPA is a member of the internal audit department it`s reasonable to expect that the quality of that department is higher than an internal audit department without a CPA.
Results of an investigation under 200.000 graduates from 22 countries shows that the big four audit companies (PWC, E&Y, Deloitte and KPMG) are all in the top 7of the most attractive employers. This underlines that CPA`s are highly classified and rare people and that companies are really happy to welcome auditors (European Student Barometer 2009, Trendence), because it`s not by coincidence that all the important firms of CPA`s are trying to be a very good employer. The reason for this is the scarcity of highly educated people, in this case CPA`S.

3.3 Internal auditor versus external auditor
The VGC is based on the code of Ethics by the International federation of Auditors (IFAC). The VGC includes principal based rulings. This means the auditor has judge every situation in which there is a possibility of risk towards the fundamental principles. In the U.S. there is not so much a conceptual framework in place as there are rules and regulations to prevent fraud or misconduct (more rule based).   

The VGC divides the following principal framework aspects:

· Code of conduct for all auditors (Part A)

· Code of conduct  for public auditor (Part B1)

· Code of conduct for internal/governmental auditors (Part B2)

· Code of conduct for auditors in business (Part C)

· Further  rules/regulations (Part D)

All chartered auditors have to follow the principles above.  There is a broad spectrum of situations in which these principles can become endangered due to intimidation or conflict of responsibilities.

An external auditor is a chartered auditor who works for or is allied to an audit firm working on assurance related assignments. Besides the five basic principals there are some specific principals for external auditors. (VGC)
· Independence. The external auditor has to be independent from the audited company. This independence has to be both in act and in appearance. 

· Assignment acceptance. The auditor only accepts an assignment if not one of the 5 basic principles are endangered.

· Payment. The auditor only accepts reasonable payment for his services. He informs the other party of the basics of his remuneration, and facilitates all means needed to complete the assignment on a correct level of expertise and in a reasonable manner. 

The internal auditor is employed by the firm itself.  For his tasks there are some other specific principles: 

· Commencement of employment. An internal auditor only takes up duties if these duties do not lead to an unacceptable threat of the five basic principles.
· Independence. When an internal auditor handles an assurance-task he has to keep up his independence from the manager of the department he audits. 

· Financial interests. Financial agreements like bonuses of stock-payment that could lead to a conflict of interest should be excluded from the auditor’s package of remuneration.  

3.4 Conclusion
Everything mentioned above can be summarized in two tables, namely the similarities and differences between internal and external auditors:

The main similarities between internal and external auditors are summarized in the table below:
	Both the internal and external auditor (assuming CPA`s) have had the same education

	A main part of the rules for internal and external auditors are the same (VGC part A and D)

	Both the internal and external auditor audit the annual accounts of the company 



The main differences between internal and external auditors are summarized in the table below:

	Issue
	Internal auditor
	External auditor

	Work relationship
	Is an employee of a firm. He is auditing the firm by which he is employed.
	Is employed by an audit firm and he doesn`t audit the firm by which he is hired.

	Audit
	Audits only one company,
	Has more clients and audits more companies. 

	Authority
	Cannot give an auditors opinion re the annual accounts.
	Provides an audit opinion re the annual accounts.

	Remuneration
	In most cases a fixed salary.
	Based on a rate per hour.

	liability
	Cannot be held responsible since he is an employee.
	Can be held liable and he can be sued by the different stakeholders.

	Regulatory
	VGC part B2 is only for internal auditors.
	VGC part B1is only for external auditors.


Chapter 4: Internal auditor and conflict of interest
4.1 Introduction

In the previous chapter the differences and similarities between an internal and an external audit have been described. To avoid that the audit that has been done by the internal auditor will be considered as not reliable, the internal auditor shouldn`t have certain interests in the results of the audit. In this chapter it will be described what a clash of interests (or better said; conflict of interests) is and how to prevent such a situation in order to prevent a threat of the reliability of the internal audit. After that it will be discussed when a conflict of interests arises, this will be clarified with an example. The last part of this chapter deals with the advantages and disadvantages of the performance of specific tasks by the internal audit and summarizes how to determine if a task leads to a conflict of interests. This chapter ends with a conclusion.

4.2 Conflict of interests
The external auditor gives assurance about the correctness and completeness of the annual accounts of the company. This is a very important assurance for all the stakeholders. So he must be very careful in using results of the internal auditor. This will be discussed more in detail in the next chapter.  Because the huge interest of a lot of people the external auditor can only rely on the results of the internal auditor when they are absolutely trustworthy and that means that the internal auditor  have not been in a conflict of interests. 
Besides the external auditor, the Board will also use the information and results of the internal auditor and these results will be considered as more reliable if the internal auditor has not been in a conflict of interests. (MCfadden (2008), Burggraaff (2009))
A conflict of interests occurs when the internal auditor has an interest that might compromise his reliability. 
Some threats are explained in the VGC which can lead to a situation with a conflict of interests. For internal auditors these threats are;
self interest, self testing, special interest, familiarity and intimidation (harassment) (VGC). The auditor has to make a decision how to deal with these threats when they occur.  This decision is based upon the professional judgment of the auditor.  
It would be best if an internal auditor never has to deal with one of these threats but the reality is that he is frequently faced with these kinds of threats. The external auditor wants to rely on the work done by the internal auditor but that`s only possible if the internal auditor has dealt in a proper way with the threats he came across. So the internal auditor must recognize the threats and deal with them correctly.
Besides the tasks in which a conflict of interests arises the internal auditor should not perform tasks with regard to subjects of which he does not have the required knowledge. A CPA is a highly educated person (see chapter 3) but that does not mean he knows everything about all subjects. For example, it might be possible that an internal auditor does not have enough knowledge and experience to make a tax declaration. In this case he is not allowed to accept this task.  (Shou, Shoemaker, (2008), Hulsebos (2008), McFadden (2008))

4.3 How to prevent a conflict of interests?
The internal auditor performs two primary types of audit (Elder, Beasly and Arens, (2008)):

· Financial statement audit. A financial statement audit is conducted to determine whether the financial statements (the information being verified) are stated in accordance with specified criteria. Especially in this type of audit a conflict of interests must be avoided because otherwise the external auditor cannot rely on this audit.

· Operational audit. An operational audit evaluates the efficiency and effectiveness of any part of an organization’s operating procedures and methods. At the completion of an operational audit, management normally expects recommendations for improving operations.

Both audits must be completely separated to safequard the independence of the internal auditor (Koning (2002)).  As mentioned before we can expect a certain professionalism and integrity of a CPA.  and in the VGC it is also stated that internal auditors cannot perform tasks if the fundamental principles are at danger. As mentioned before these fundamental principles are integrity, objectivity, professionalism, safekeeping and good business behaviour.

The fact that internal auditors are not completely independent is without question. The internal auditor is employed by the firm to be audited and thus has a clear connection dependency with the firm.

There are some results from research that challenge the positive correlation between objectivity and independence (Bagranoff (1992), Bredius, Hartog and Meeuwissen; (2001), Harrell, Taylor and Chewning (1989), Paape (2008)). However, I hypothesize that the more independent the internal auditor is the more useful and trustworthy his work will be because that`s still the generally accepted principle. This is also the starting point of the VGC. 

 There are several actions which can be taken to improve the independence of the internal auditor like:

· Fixed salary. If the internal auditor receives a certain percentage of the profit it would be hard to stay independent.

· Special rules with regard to dismissal. The management should not have the authority to dismiss the internal auditor. Otherwise the internal auditor could be afraid of critical remarks with regard to  the Board because he can be fired by them. There will always be a principle/agent relation and in this case the supervisory Board should be the principle instead of the Board. Furthermore the internal auditor should not be influenced by managers to manipulate any financial figures. If this is happening the internal auditor should had on to his principles and act as a whistleblower to make the mismanagement known to the Board of the company
· The internal auditor must not perform tasks which will lead to a conflict of interests. 

The third and main action to improve the independence and thereby the reliability of the work done by the internal auditor is as mentioned above; the internal auditor must not perform tasks which will lead to a conflict of interests.


4.4 When does a conflict of interests arise?

In every relevant case the internal auditor must consider whether performing this specific task could lead to a conflict of interests. If so; he shouldn`t perform this particular task. The internal auditor can determine whether there is a conflict of interests by answering the following questions:
· What is the exact definition of the task?
· Do I (the internal auditor) have certain interests in relation to the fulfilment of the tasks and in particular in the outcome respectively the results?
· If I have a certain interests what is the relation with my basic task (audit of the annual accounts)?
The decision is, as mentioned before, based on the professional judgement of the auditor. 

4.5 Example.
There are a lot of tasks which can be performed by the internal auditor. For example: verification and auditing of the annual accounts; the quarterly accounts; grant applications(subsidie aanvragen); tax returns;  review  of the internal control system; due diligence investigation;  review of planned investments; checking the efficiency of the organization; and so on.
As an example the task of a due diligence investigation will be used:

Task definition
If a company wants to  acquire  another company it`s very important for the potential buyer to know as much as possible about the (financial) situation of the company to be acquired in order to avoid risks and liabilities . Financial due diligence investigation is an investigation of the accuracy and presence of the  assets  and the completeness of the  liabilities.  Also  the quality of the  accounting systems  will be  reviewed (Monicx, (2009)). The due diligence investigation is focused on  the risks and identified and determined deal breakers ( Jong and Kreijkes (2009)). Internal auditors can be of tremendous value in helping to develop reasonable estimates of potential synergies, calculating the probability of achieving synergies, and estimating costs of realizing synergies. Strong, objective analysis in each of these areas is crucial to the due diligence process and to set a reasonable purchase price as target. Auditors should keep in mind that, even if synergies are attained, a high purchase price could nullify any potential gains to the acquiring firm (Smith, Ola Marie (2004)).
So the task of the internal auditor is to check the relevant information.
Does the internal auditor have certain interests?
The main question is: ‘what is the relevance of the due diligence investigation on the basic work of the internal auditor?’. The second question to answer is whether the internal auditor has certain interests.  Let`s assume that the internal auditor concludes that there are no hidden claims and that in a later stage, by auditing the annual accounts, hidden claims will be discovered. 
In this case a conflict of interests for the internal auditor would arise because it`s very hard for the internal auditor to publish his mistake which has cost the company probably a lot of money. So in this case the threat ‘self testing’ is present.

The relation between the basic task.
As mentioned before the basic work of the internal auditor is auditing the annual accounts. If during auditing the annual accounts, the internal auditor discovers that he has made a mistake (for example not recognizing hidden claims) he is not able to audit the annual accounts in a correct way in conformity with the VGC.
To solve this problem the company can do two things:

· Hire an expert to do the due diligence investigation.

· The person of the internal audit department who is involved in the due diligence investigation can be a member of the team which is auditing the annual accounts but he should not do the audit of the company that has been subject of the due diligence. (Separation of financial statement and operational audit)
Maybe this all seems too careful and exaggerated but, certainly for bigger companies, there are so many persons which have huge interests in the company that you must be very careful. Certainly after some big scandals like Enron.

The internal auditor must decide, based upon his professional judgment that it is not wise to do the due diligence investigation and be a member of the auditing team which is auditing that specific subject at the same time.  


4.6 Advantages and disadvantages of performing tasks by the internal auditor.
Although it seems very straightforward and easy to judge whether or not the internal auditors should accept certain tasks there are many discussions about this topic. It`s clear that for a company the internal auditor is the most efficient person to perform certain audits, controls and advices (Grinsven (2009)). The internal auditor has specific knowledge of the company and moreover in most cases he has the required knowledge to fulfill the task (if not; he shouldn`t do the task anyway). On the other hand if the internal auditor is fulfilling these tasks his independency might be endangered and besides he may come in a conflict of interests when he is auditing the annual accounts. 
So the requirements with regard to internal control in order to increase the reliability of the management information system, may conflict with the requirements re the organisation in order to be more efficient and effective (Driessen and Molenkamp (2005).
Some experts state that the reduction of the authority of the internal auditors is only of commercial interest for the external auditors. They would like to increase the authority and the number of tasks to be performed by the internal auditor (Niekamp (2005)). By accepting that internal auditors can perform certain tasks like tax returns, due diligence and other investigations, the relation between internal and external auditor would improve and it would also be less costly. Increasing the tasks of the internal auditor does not necessarily lead to less objectivity as long as there are certain constraints like specific education and developing a broader scope and vision (Koolman,  Swagerman,  (2003)).

On the other hand a lot of authors state that increasing the tasks of the internal auditors may create a situation where a conflict of interests arises will absolutely be higher. For example; a lot of experts state that the task tax declaration is a task which most internal auditors are able to fulfill. But what if he makes a mistake and he discovers that mistake during auditing the annual accounts? It`s obvious that he has to make a though decision. For that reason a lot of experts say that the internal auditor cannot perform tasks which could lead to a conflict of interests (e.g. McFadden (2008)).   The consequences of having these tasks performed by the internal auditors can be terrible. 

If an internal auditor is involved in tasks which could lead to a conflict of interests he must, as mentioned before, not be auditing the specific issue or subject with respect to the audit of the annual accounts. If he does; his audit is not reliable enough for the external auditor and the relation between internal and external auditors will not be optimized. So it`s clear that financial statement audit and operational audit must be separate.
So the advantages of performing tasks by the internal auditor are 1) he has a lot of specific knowledge of the company and 2) it is mostly the less expensive option. On the other hand the disadvantage is that the internal auditor will lose independency whereby he might be not capable anymore of performing all audit tasks re the annual accounts because his audit is not reliably enough for the external auditor because the internal auditor can be in a conflict of interests situation.

4.7 Conclusion
By increasing the reliability of the work done by the internal auditor, the external audit should be easier and less time-consuming. This can be achieved if internal auditors do not perform tasks which could lead to a conflict of interests because in this situation the audit that has been done by the internal auditor can, to some extent, be useful for the external auditor. Although performing these tasks is an efficient way according to the Board. 
A conflict of interests means, in this situation, that the internal auditor has interest in a certain outcome of the audit. In every specific situation the internal auditor must analyze whether or not there is a conflict of interest or other threats. This can be done by answering whether there is a situation in which self interests, self testing, biased, familiarity or intimidation will appear.
From the point of efficiency it`s better that the internal auditor performs a lot of tasks. But from the point of liability and trustworthiness of the internal auditing of the annual accounts, it is very dangerous. If we take everything into consideration, the conclusion is that reliability is more important than efficiency. Therefore the internal auditor should not perform tasks that can lead to a conflict of interests.

If the internal auditor performs a task apart from auditing the annual accounts this may lead to a conflict of interests. To determine if this is the case the internal auditor must check what his tasks are by auditing the annual accounts. If he is not involved in the part of the audit of the annual account re the certain tasks there will be no conflict of interests. Otherwise he is auditing himself (self testing) and that is a situation where a conflict of interests arises. This can be avoided by separating the financial statement audit and operational audit

Chapter 5: External audit after internal audit


5.1 Introduction
In this chapter it will be discussed how the external auditor will determine the audit tasks he still has to do after the internal audit has taken place. 
A follow-up audit must be undertaken if a previous audit indicated that a follow-up was necessary to confirm compliance (Schoe, Shoemaker  (2008)). In the case where an internal audit has taken place there must always be a follow-up audit performed by the external auditor for two reasons:

· An internal auditor is not totally independent.

· It`s mandatory by the law.

The first part of this chapter explains the concept materiality and why materiality is important for auditors. This will be clarified with an example about materiality. Secondly the audit risk model and the usefulness of this model will be discussed. After that the control tolerance and the advantages of lowering the control tolerance is discussed. 


5.2 Materiality
Audit risk represents the possibility that the auditor concludes, after conducting an adequate audit, that the financial statements were fairly stated all though, in fact, they were materially misstated. By materially misstated is meant that: 
“The magnitude of an omission or misstatement of accounting information that, in the light of surrounding circumstances, makes it probable that the judgment of a reasonable person relying on the information would have been changed or influenced by the omission or misstatement” (Financial Accounting Standards Board (FASB )2) 
Materiality is important because if the financial statements are materially misstated, user`s decisions may be effected, and thereby may cause financial losses to them. It is difficult to use this concept in practice because there are often many different users of the financial statements. The auditor must therefore make an assessment of the likely users and the decisions they will make. Materiality is also difficult to apply because it is a relative concept. Because of the current crisis the materiality will be set much lower to give more assurance. This means that the external auditor has to perform more work (Mantelaers, (2009)).
The professional auditing standards offer limited specific guidance regarding the application of materiality  so professional judgment must be used at all times in setting and applying materiality guidelines(NIVRA 2007 NV COS 320). At this moment there are no rules or guidelines in which a method for quantification of the materiality threshold is incorporated and on which the auditor needs to base his materiality decision (Rooij, (2008)). Further in this chapter there is an example which deals with materiality.

The audit risk can vary from 0 to 100 percent. Zero means there is absolute absence of misstatements. A too high audit risk is socially irresponsible because this will undermine the reliability of the external audit report. Consequently it will endanger the imago of the auditor and the financial system.
 A zero percent audit risk would not be possible and it would be cost inefficient (cost-benefit analyze).  A zero percent risk means that almost every single item must be audited and it`s obvious that this is not useful. For example an auditor will not audit a bill of € 1.000 when the net profit is € 45.000.000.

The acceptable audit risk, a measure of how willing the auditor is to accept that the financial statements may be materially misstated after the audit is completed and an unqualified opinion has been issued, is in most cases 5 percent (Elder, Beasly and Arens,((2008)). This 5% is a statistic chance of error but the external auditor must do his work in a proper way otherwise he can be held responsible for mistakes. He cannot hide himself behind the 5% audit risk if he makes obvious mistakes.
Acceptable audit risk has an inverse relationship to evidence. If acceptable audit risk is reduced, planning evidence should increase. 

It`s obvious that the external auditor must audit all transactions above the materiality limit. The external account will lower the amount of materiality with the control tolerance. To determine how much work the external auditor must perform the external auditor can make use of a specific model called the audit risk model. 
5.3 Audit risk model

The audit risk model is a mathematical formula (Hall, (2008)):

AR =IR * CR * DR

AR=acceptable audit risk, as mentioned before this will be in most cases 5 %.

IR= Inherent risk. Inherent risk is associated with the unique characteristics of the business or industry of the client. Firms in declining industries have a greater inherent risk than firms in stable or thriving industries. Auditors cannot reduce the level of inherent risks.

CR= Control risk. Control risk is the likelihood that the internal organization structure is flawed because the controls are either absent or inadequate to prevent or detect errors in the accounts.

DR=Detection risk. Detection risk is the risk that the auditors are willing to accept that errors not detected or prevented by the internal organization will also not be detected by the auditor. Auditors set an acceptable level of detection risk (planned detection risk) that influences the level of substantive tests that they perform. If the relation between internal and external auditor`s is optimized the DR should increase.

This formula is a widely accepted formula and is discussed in Statement on Auditing Standards (SAS). No. 47(American Institute of Certified Public Accountant (AICPA) 1983). Also many experts are using this model (for example Elder, Beasly, Arens, L.Paape, J. Veltens, C.E. Hogan, M.S. Wilkins).

5.4 Usefulness of the audit risk model
Auditors have not been successful in measuring the components of the audit risk model. For this reason some people doubt the usefulness of this model (e.g. Bollen, Ronken and Vaassen (2008)). It`s true that the model would be much more useful if you could quantify in one or another way the components but not everyone agrees that the model is totally useless. 

Exact quantification of all components of the audit risk model is not required to use the model in a meaningful way. An understanding of the relationships among model components and the effect that changes in the components have on the amount of evidence needed, will allow auditors to use the audit risk model in a meaningful way.

5.5 Interaction between the components of the audit risk model

Since the acceptable audit risk is fixed by an audit an increase or decrease by one of the components (IR, CR or DR) must be compensated by a decrease or increase by one of the other components (IR, CR or DR). 

In this thesis the focus is on the question to what extent the external auditor can rely on the work that has been done by the internal auditor. The AR and the IR are (in the short term) fixed. The CR shows the reliability of the internal audit department. The lower the CR is the better the internal control is. The DR shows to which extent the external auditor must do substantive work. The higher the DR the less audit evidence needs to be gathered to achieve the desired level of AR (max 5%). It`s without doubt that the lower ‘CR’ is the less substantive work has to be performed by the external auditor. But In this thesis it will be examined what the influence is of a lower CR on the control tolerance. 


5.6 Determining the tasks of the external auditor by using the control tolerance
The external auditor sets a certain amount that can be considered as materiality. This is usually done by a computer program which calculates the materiality by using a few variables like net income, revenues, and total assets. For extra assurance they lower this amount with a certain percentage called the ‘control tolerance’, (usually between 50 and 80 %) ,and the external auditor checks every transaction above this certain amount (Deckers, Kollenburg (2008)). For a clear insight take a look at the self-made example below.
 Amounts must be multiplied by € 1.000.
	
	
	Balance on 31 December 2008
	
	
	

	 
	assets
	 
	 
	equity and liabilities
	 
	

	Inventory
	1.000
	
	 
	Equity
	4.000
	
	

	Buildings
	4.000
	
	 
	Loan
	2.000
	
	

	Cash
	1.000
	
	 
	
	
	
	

	 
	 
	 
	 
	 
	 
	 
	

	Total
	6.000
	 
	 
	Total
	6.000
	 
	

	
	
	
	
	
	
	
	

	Income statement 2008
	

	
	

	Revenues
	9000

	costs of goods sold
	-7000

	gross margin
	2.000

	sales expanses
	-600

	general and administrative expanses
	-500

	operating profit
	900

	financial income and expenses
	-250

	net profit before tax
	650

	tax
	-150

	net profit after tax
	500


In this case materiality would probably be set around € 30.000. (Materiality should be something like 0,5% of total assets or 5% of net income, (Rooij, D. (2008))). So the external auditor must check every transaction above € 30.000 but to achieve the desired assurance this amount will be reduced with the control tolerance, say 50%. So all transactions above € 15.000 will be checked. If the reliability of the internal audit department and the internal control system of the company(CR) can be evaluated the control tolerance can decline. So the CR falls and the DR increases. For this specific example it means that not all amounts above the € 15.000 but above, say, €22.500 will be checked (so control tolerance will be 75% instead of 50%). This is as mentioned before in the interest of the audited company and also in the interest of the external auditor.

To achieve this desired shift between CR and DR the internal control system and the internal auditing department must be reviewed by the external auditor. In the next chapter it is discussed how to review the internal audit department. 


5.7Conclusion
The audit risk model describes the relation between acceptable audit risk, inherent risk, control risk and detection risk. Exact quantification of all components of the audit risk model is not yet possible but is also not required to use the model in a meaningful way. 
 The lower the control risk the better the internal control is, so the level of the control risk shows the reliability of the internal audit department. If control risk drops, the detection risk will rise. The higher the detection risk the less audit evidence needs to be gathered to achieve the desired level of audit risk. This means that the substantive work load will be lower and that is of course positive for the tension between internal and external auditors. In this thesis we will look at the relation between a lower “CR” and the control tolerance. 

There are a lot of issues which influence the control risk and thereby the detection risk. The next chapter is about these issues. The aim is to quantify the variables of the audit risk model and thereby improve the relationship between internal and external auditors. 

Chapter 6: Relying on the internal audit

6.1 Introduction
In the previous chapters it has been explained that the relation between internal and external auditors is optimized if audit costs decline while the audit assurance remains equal or even rises. This can be achieved if the external auditor relies more on the internal auditor but only if the audit performed by the internal auditor is reliable.  In this situation the external auditor can rely on the work done by the internal auditor in a responsible way. To determine if the internal audit is reliable and of high quality the external auditor must investigate the internal organization and in particular the system of internal control. This last chapter of the theoretical part is about the way to evaluate the internal organization. The purpose of this chapter is to describe the main points to evaluate the internal audit department and to develop a model to quantify the reliability of the internal audit department. 


6.2 Evaluation points
To determine the reliability of the audit performed by the internal auditor(s) both the internal organization and the quality of the internal audit must be investigated. Different articles and books were written about the points to review the internal organization (e.g. Hall (2008), Grinsven (2009), Blokdijk (2002), Harrell(1989), Koning(2002), Leeuwen and Wallage(2002), Niekamp(2005) and Paape(2008)).

 There are also some guidelines about this subject (Nadere voorschriften controle-en overige standaarden (NV COS) 16, ABIB(Corporate Governance), translation ISAs, PCAOB Standards 2 and 5, COSO framework/SAS 78).

6.3 COSO framework/SAS78
The Public Company Accounting Oversight Board (or PCAOB) is a private-sector, non-profit corporation created by the Sarbanes-Oxley Act, a 2002 United States federal law, to oversee the auditors of public companies. Its stated purpose is to 'protect the interests of investors and further the public interest in the preparation of informative, fair, and independent audit reports'. Although a private entity, the PCAOB has many governmental regulatory functions. The NV cos are the translation of the International Standard of Auditing (ISA-standards). The COSO framework was the basis for SAS 78, but was designed as a management tool rather that an audit tool.  SAS 78, on the other hand, was developed for auditors and describes the complex relationship between the firm`s internal controls, the auditor’s assessment of risk, and the planning of audit procedures.(Hall (2008), p. 139).  COSO is a referent model used by auditors for investigations. 
The COSO framework has five levels; control environment, risk assessment, information and communication, monitoring and control activities. For this thesis the control activities are very important because these are activities by which the internal audit department can be judged. The control activities elaborated in COSO are supervision, segregation of duties, accounting records, independent verification, transaction authorization and access control, 

6.4 The internal organization and in particular the system of internal control measures
Based upon various literature (sources) and various guidelines it can be said that the most important points to evaluate the internal organization are: 

        A
Segregation of duties. This is in the literature mostly called one of the most internal import internal control issues. There are three main objectives: (e.g. Coso, Hall (2008)Grinsven (2009), Rutten (2009))

1)
The segregation of duties should be such that the authorization for a transaction             is separated from the processing of the transaction.
2)
Responsibility for keeping and controlling the assets should be separate from the recordkeeping responsibility.
3)
The organization should be structured so that a successful fraud requires collusion between two or more individuals with incompatible responsibilities.
B
Transaction authorization. The purpose of transaction authorization is to ensure that all material transactions processed by the information system are valid and in accordance with management`s objectives. (e.g. Coso, Hall (2008), Merchant(2007))
C
Access control. The purpose of access controls is to ensure that only authorized personnel has access to the firm`s assets. Unauthorized access exposes assets to misappropriation, damage and theft. Therefore, access controls play an important role. (e..g. COSO, Hall(2008), Koning (2002))
D
Independent verification. Independent checks of the accounting system to identify errors and misrepresentations. Verification takes place, by an individual who is not directly involved with the transaction or task being verified. (e.g. COSO, Hall(2008), Leeuwen and Wallage (2002))
E
Integrity of the management, based on the professional judgment of the auditor. (e.g. Hall(2008), Paape(2008), Zanten (2003))
F
Internal control measures like reconciliations, reviews of performance, security of assets, written policies and procedures, safeguards and monitoring. (e.g. Hall(2008), Vos(2008), Elders, Beasly and Arens (2008)

6.5 The quality of the internal audit
For the sake of this paper internal audit is considered as well as a special internal audit department as employees with the special tasks to perform internal audits. In order to review the quality of the internal audit the following two main aspects are relevant: 

G
Education, relevant experience and track record of the internal audit department staff. In chapter 2 the way to become a CPA has been described. If there is no CPA in the internal department staff it`s much more difficult to rely on the audit that has been done than in the case when one or more CPA`s are member of the internal audit department. (e.g. Merchant and Stede (2007))
     H

Internal audit report.  In this report the quality of the set up of the internal organization as well as the actual performance of the internal control measures will be outlined. This may have implications on the opinion of the external auditor re  the internal organization. (e.g. Pheijffer (2009))

All the factors mentioned above influence the CR and thereby the DR (since AR and IR are fixed in the short run). The purpose of this thesis is to reduce the tension between internal and external auditors. This can be done by measuring the reliability of the internal audit department and the internal control system (CR) so that the external auditor can rely more on the audit that has been done by the internal audit department. Besides that the external audit has a framework by which he can explain and motivate why he can rely on the work done by the internal auditor.  We can describe the formula for CR as follow:

CR=x1A+x2B+x3C+x4D+x5E+x6F+ x7G+ x8H +Ω

The meaning of the variables A,B,C,D,F, G and H are mentioned above. The terms x1-8 represent the weighted average of the importance of the specific variable. Ω is the error term and the unexplained part. Because of a lot of reasons there can be an error. This error has of course an average of zero otherwise it would be a normal variable.(Moorre (2003)). Ω contains also the unexplained part of the formula. The purpose is to make a perfect formula but because a sample group is the basis for the formula there will always` be an unexplained part.

To make the audit risk more useful and to reduce the tension between internal and external auditors the terms x1-8 must be classified. This will be done in the empirical part of this Master thesis. In the empirical part of this thesis the results will be discussed and some conclusions about the theory and empirical will be drawn.
As discussed in chapter 5 the materiality will be lowered by the control tolerance. As mentioned before the control tolerance mostly has a value between 50 and 80 percent. It`s possible that there are some exceptions but this is covered in the formula with the term Ω . In the “worst” case the control tolerance is 50% and in the “best” case the control tolerance is 80%. So if all evaluation points are perfectly judged by the auditor the outcome of the formula will be 80 which mean that all accounts above the 80 % of materiality must be checked. If all evaluation points are terribly judged by the auditor the outcome of the formula will be 50 which mean that all accounts above half of the materiality limit must be checked.  As discussed before the lower the control tolerance the more work the external auditor has to perform. The opposite is of course; the higher the control tolerance the less work the external auditor has to perform. The work performed by the external auditor is in this situation the substantive work. 
The aim of the empirical part of this thesis (see next chapters) is to investigate the relation between the quality of the internal audit department and the control tolerance. In other words; the relation between “CR” and “CT” (control tolerance) . So the formula designed above; CR=x1A+x2B+x3C+x4D+x5E+x6F+ x7G ++ x8H +Ω, will be:
CT=x1A+x2B+x3C+x4D+x5E+x6F+ x7G+ x8H +Ω

6.6 Internal audit performed by external auditors 
There is an actual trend about internal and external audit. This will be explained in this paragraph. The better the evaluation points of a company are the better the internal audit department is. When the internal audit department is reliable the external auditor can make use of the work done by the internal audit department and the tension between internal and external auditors will decline. 

A company can outsource the internal audit department to external audit companies. For example KPMG performs both the internal and external audit for Rentokil Initial. Because of this structure Rentokil saves more than one million pound sterling per year, which is a decrease in the audit costs of 30% (FD 19/9/9). Audit companies like KPMG can perform the internal audit very well but not everyone is content with this trend. Audit company BDO is basically against such a construction because the independency is endangered.  On the other hand other people, like B. Majoor (Deloitte) is in favour of the structure where the internal and external auditor is executed by the same audit firm.

However, in de US it`s prohibited that the internal auditors are from the same company as the external auditors and next year it will also be prohibited in the Netherlands (FD 19/8/09 ). But for companies it`s possible to outsource the internal audit to another audit company than their own external auditor (for example external auditor performed by PWC and internal audit performed by Deloitte).

Concluded, there is a trend that companies do not have an own internal audit department anymore but they outsource this to audit companies because this will be less expensive and high quality is mostly guaranteed. 

6.7 Conclusion
For both the internal and external auditor it`s good if the external auditor`s rely more on the audit that has been done by the internal auditor. This can only be achieved if the reliability of the internal auditor is high enough to assure that the audit assurance does not fall. Relying more on the internal auditor means less substantive work and probably a higher control tolerance. This means that the amounts, above all transactions are checked, will be higher and thereby the work done by the external auditor will be less.  

The external auditor must support his choice for the control tolerance to achieve a high quality audit. He can do this by explaining the reliability of the internal audit department. This can be achieved by using the model:

CT=x1A+x2B+x3C+x4D+x5E+x6F+ x7G+ x8H +Ω

Where A means segregation of duties, B for transaction authorization, C for Access control, D for Independent verification, E Integrity of management, F other control measures, G for quality of the internal audit department staff, H for the internal audit report and Ω is an error term.  Exact quantification of X1-8 will be investigated in the next chapters, the empirical research.  The lower the CR is the less substantive work the external auditor must perform and probably the less audit work(so a higher CT) . By using this model the tension between internal and external auditors can decrease because the external auditor has a framework to ‘judge’ the internal auditor and thereby lower the audit work load and subsequently the audit costs.  Besides performing less substantive work the external auditor has also performed less audit work because of the lower control tolerance. In the next part of the thesis the relationship between the “CR” and the control tolerance will be examined.  
Chapter 7: Methodology

7.1 Introduction
In the previous chapters a lot of theory has been discussed. The theoretical research ends with a formula based upon a lot of different literature. This formula, CT=x1A+x2B+x3C+x4D+x5E+x6F+ x7G+ x8H +Ω, describes the relationship between eight independent variables on the depended variable “CR”. 
 The central focus of this chapter will lie on answering the following question: ‘In which way will the research, to quantify the formula, be designed?’
Firstly, the way of research will be discussed in the paragraph “approach”.  There are several statistical ways to design a formula. In this paragraph the best way to design the formula will be discussed and motivated. Secondly, the chosen statistical manner will be discussed and after that the data collection will be discussed. This chapter ends, just like all the others, with a conclusion
The next chapter will contain the outcome of the research (chapter 8 “Results”) and the thesis will end with the last chapter, chapter 9, the overall conclusion. 

7.2 Approach
The relation between “CR” and the substantive work is clear. The lower “CR” the less substantive work has to be performed by the external auditor. Now it`s the advantage to investigate if a lower “CR” also means a lower control tolerance and thereby less control work for the external auditor. This will be done by investigating the influences of CR on CT.
With a regression analysis you can design a regression model between one dependent variable In this case “CT” and more independent variables (in this case A-H) (Vocht, (2007)). A regression analysis is adequate for this kind of model because it takes the relative weight of the independent variables and the interaction between these independent variables into account. So a regression analysis is the designated way to use. 
value of “CT”
 As mentioned before the variable “CT” has a value between 50 and 80. When “CT” is 50 it means that the internal audit department is not very reliable and the external auditor has to perform more audit work. When the variable “CT” is high, say 80, it means that the internal audit department is reliable and the external auditor can make use of the work that has been done by the internal auditor. In this case the external auditor has to perform less audit work..
The aim is to make a formula taking the relative weight of all the independent variables into account. To edit this multiple regression model SPSS will be used. 

7.3 Idea of a multiple regression model

The idea of the multiple regression model, which will be used for solving the problem in this thesis, is to use data from several companies and draw some conclusions about the total population. It`s obvious that the collected information must be:(Vocht (2007), Moore, McCabe, Duckwort and Sclove (2003))
*
Valid
*
Representative
*
Trustworthy 
*
Complete
 A multiple regression has several independent variables which have influences, at the same time, on one dependent variable. By the calculation of the parameters we will look at the effect of one variable while the other variables will be kept constant. In this way it`s possible to calculate the weighted influence of each independent variable on the dependent variable. 

Of course it`s impossible to make a perfect model with limited data. The model cannot explain the full reality so there will also be an unexplained part in the formula (which is captured by the term Ω).  It`s logical that the lower this unexplained part is the better and complete the model is.
All the difficult calculations to make a formula are done by SPSS. To fulfill the task of making the formula and discover the value of x1-x8 there are three steps to make:
1) Gathering information. Data collection is very important. Without data it`s not possible to do a regression analysis and as mentioned above the information must be validity, representative, trustworthy and complete. More details on the way of collecting the data will be discussed further on.  The variables A-G will be rated with the value 0-6 where 0 means bad and 6 means excellent. More information about this is stated in the appendix.
 As mentioned before “real world data” will be used to calculate the model, “real world data” means the data of actual cases from several companies. They are needed to carry out the analysis. 
The formula is: “CT=x1A+x2B+x3C+x4D+x5E+x6F+ x7G + x8H+ Ω.”. So the information we need is for example:

	
	A
	B
	C
	D
	E
	F
	G
	H
	CT

	Firm 1
	3
	6
	4
	1
	3
	4
	5
	2
	70

	Firm 2
	4
	4
	3
	2
	6
	4
	1
	1
	60

	Firm N
	4
	6
	3
	0
	3
	2
	0
	2
	55


2) The data collection is the hardest part of the empirical research. The second step is to analyze the data. This will be done by SPSS. SPSS will, with the aim of the data, calculate which independent variable explains which part of the dependent variable.
3) The third step is a logical continuation of step two. When you know the relative influence of each independent variables (A-H) on the dependent variable (CR) it`s an easy task to make the formula. So the last step is to make the formula with the results of SPSS (step two). 
Step one to three will be done in the next chapter. The last part of this chapter contains information about data collection.


7.4 Data collection
In order to calculate the formula with the multiple regression method it`s necessary to have data from situations. For gathering these ‘real world data’ dozens of CPA`s will be contacted by mail with the request of filling in the survey (see Appendix).  The contact data of the CPA`s are on the internet (www.nivra.nl) and in a special Nivra members book.
 To ensure that the information meets the required points it`s important that the sample is big enough. Therefore around 75 CPA`s must full in the survey.  It`s clear that more surveys are better but this is also more expensive and more difficult. The response value is not very important. Of course a higher response value is desirable but in this case the non-response is not (strongly) related to the data. The people who are not responding will not be people of a certain type, with other words; the non-response is arbitrary. Aforementioned was in consultation with Mrs. M. van de Velden and. P. Boer from the Erasmus University.

In the surveys the CPA`s are asked to fill in the data, regarding the control tolerance, of one of their last clients. Of course all data will be dealt with carefully and all participations in the research will be anonymous. As thanks for the cooperation, a digital version of this thesis will be sent to the participants.
In the surveys the CPA`s are asked to fill in a table as showed above. In this table they must analyze their last client by giving figures (0 to 6) for the different independent variables. They will also indicate which size of control tolerance they have chosen for that specific firm. 
After receiving the data the steps one to three, described above, will be done. This is elaborated in the next chapter


7.5 Conclusion

The audit risk formula is AR=IR+CR+DR.  AR and IR are fixed in the short run so if you know the value of ”CR” it`s easy to estimate the value of DR. As mentioned before, DR shows the substantive work that the external audit still has to perform.  It`s now the question what the influence is of the value ‘CR” on the control work (control tolerance). 
This chapter deals with the question how to determine x1-x8 in the formula: ‘CT=x1A+x2B+x3C+x4D+x5E+x6F+ x7G+ x8H +Ω’.  “CR” is substituted for “CT” because the relation between the internal audit department and the control tolerance will be examined. 
The formula describes the relationship between eight independent variables and one dependent variable, ‘CT’. The higher the ‘CT’ is the more reliable the internal audit department is and consequently the less audit tasks have to be performed by the external auditor. The opposite is also valid. 

For quantifying the important weighty influences of the several independent variables the statistical program SPSS will be used. The essential data for drawing well motivated and trustworthy conclusions will be gathered by surveys. This will be done by contacting over 500 CPA`s by mail. In the next chapter the results of the research will be discussed.

Chapter 8: Results

8.1 Introduction
In this chapter the results of the empirical research will be discussed. The objective to be reached in this chapter is to quantify x1-x8 in the formula:

CT=x1A+x2B+x3C+x4D+x5E+x6F+ x7G+ x8H +Ω’

With this formula the external auditor has a framework to judge the internal audit department and thereby decrease the control tolerance. This will lead to a reduction of the tension between internal and external auditors because by relying more on the internal audit in a responsible way the audit costs will decline while the audit assurance remains equal or will even rise. The first paragraph describes the response of the survey`s. After that the outcome of the surveys will be discussed based on SPSS. Also some conclusions will be drawn. Finally the empirical part of this thesis will end with a conclusion. 


8.2 responses
For gathering the required data I`ve send 500 survey`s by mail to CPA`s. The mail addresses irrigated from the ‘NIVRA RA gids’ (see references). In the pie chart below the responses are summarized. 
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  Wrong address
118 mail addresses were wrong. Of course it`s possible that there were some typing errors during typing 500 mail addresses but this wouldn`t be significant. Conclusion is that the’ NIVRA RA gids’ is not as up to date as they present to be.

Useful response
76 persons filled in the survey. Most CPA`s were also enthusiastic and curious about the result. With these completed survey`s the regression analyses will be done. As thanks for their cooperation I will send these persons this thesis.

Out of office
A main part, 83 persons, was out of office for a couple of days. Ranged between five and 18 days.  None of these responded after the out of office period. This can be explained by the dozens of mails they probably receive during their absence.  

Non-useful response
77 persons did respond but didn`t fill-in the survey. This for several reasons like illness (three cases of cancer), lack of (actual) knowledge and time constraints.

No response
146 persons did not respond. This is about 38% of the total group(leaving apart from wrong addresses). A non-response rate of 38% is relative low (Moore, 2003). This can be explained by the high interest that CPA`s have in (master) students and their research to auditing topics. 


8.3 Outcome
With the results of the completed survey`s a regression analyses has been made with the software program SPSS. The outcomes of this analyze is summarized in the tables below.
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The regression analyzes shows that the variables E, C and A have a significant influences on the dependent variable, CT.  These three variables explain 61,9 % (R square)of the variation within CT. The other variables (B ,D ,F ,G and H) do also have influences on CT but not significant so it`s ‘not allowed’ to use these variables. Variable E, integrity of the management, explain 42,7 %, variable C, access control, explain 14,6% and variable A, segregation of duties, explain 4,6 %.

The significantly level is 5 %. This means that the change of accidence is maximum 5%. The output shows that the variable E and C are absolutely very significant (0,000). Variable A has a significantly level of 0,004, this of also very significant (change of error is 0,4 %).

The outcome of the analysis is the formula:
CT= 20,514 + 4,609 E +3,01 C+2,588 A + Ω

With the note that the variable A, C and E must be assessed with a value between 0 and 6.  And that the error term, Ω, is relatively high with 38,1 %. 

8.4 Conclusion
Through mails 500 CPA`s have been asked to fill-in a survey. For several reasons 423 persons did not fill-in the survey. The other 77 persons did fill-in the survey and based on these results a regression analyze has been made.
The purpose is to investigate the relation between several independent variables of the dependent variable control tolerance (CT).  With a clear insight in this relation the tension between internal and external audit can be reduced. This because the external auditor can rely more on the work done by the internal auditor in a reliable way. So the audit costs will decline while the audit assurance can increase.
The outcome of the regression analyze is that there are three variables which have significant influence on the CT, namely:
· Integrity of the management (42,7 %)
· Access control (14,6 %)
· Segregation of duties (4,6%)
These three variables declare almost 62% of the variation of the CT. The other variables, discussed in the literature part of this thesis, have also influences on the control tolerance but not significant. 

For a better insight in the relation a follow up research should be done. A higher part of explanation can be achieved by more participants/responds.

In the last chapter of this thesis, the conclusion, an overall conclusion will be drawn and a comparison between theory and investigation will be drawn.  

Chapter 9: Conclusion

9.1 Conclusion

In this last chapter of these thesis an overall conclusion will be drawn about the relation between internal and external audit.  The key question is how to evaluate the internal control systems including the internal audit department of a company in order to decrease the level of the control tolerance and consequently reduce the tension between internal and external audit which will lead to reduced audit costs and increased audit assurance.  
It`s obvious that it`s both in the interest of the internal and external auditor if they improve their cooperation. An external auditor must be independent and because of that he must be careful in using information of the internal audit department. By having a framework to evaluate the internal audit department the external auditor can make more use of the internal audit in a responsible way.  With the presence of such a framework the internal auditors will be stimulated to give attention to the (most important) evaluation points. 

In this thesis the possibility to decrease the control tolerance has been investigated. The control tolerance is a criterion for the achieved control assurance and consequently for the size of the required control tasks.
A company is a combination of production factors with the objective offer added value to the shareholders and other stakeholders in a balanced way. Because these stakeholders base their decisions on, amongst other things, the annual accounts they want assurance about the reliability and correctness of these accounts. An audit of the annual account offers these assurances. An internal auditor is an employee of the firm while the external auditor is employed by an audit firm, an internal auditor audits only one company while the external auditor has more clients. Another main difference is that an internal auditor cannot be held responsible since he is an employee and an external auditor can be sued by the different stakeholders. Similarities between internal and external auditors are the education, a main part of the rules and they both audit the annual accounts of the company.

The external auditor can make more use of the work done by the internal auditor if the internal audit is reliable. This can, amongst other things, be achieved if the internal auditor does not perform tasks which can lead to a conflict of interest. This requires segregation of the financial audit and the operational audit.

The more reliable the internal audit department is the less substantive tasks have to be performed by the external auditor (audit risk model). The key question is about the relation between the quality of the internal audit department and the audit work. (control tolerance). The internal audit department can be classified with the following issues: segregation of duties, transaction authorization, access control, independent verification, integrity of the management, other internal control measures education and experience of the internal audit department staff and the internal audit report.

My research has shown that not all components found in the different literature have a significant influence on the control tolerance. Integrity of the management is seen as the most important factor for the level of control tolerance chosen. It explains almost 43%. Besides integrity of the management, the variable access control and segregation of duties have also significant effect on the chose of the control tolerance. 

In the literature, segregation of duties, is seen as the most important factor to judge the internal audit department and in practice it does have a significant influence on the control tolerance but according to my investigation not the most important influence. It`s also noteworthy that 5 of the 8 variables doesn`t have a significant effect on the control tolerance according to my investigation, while it should have a significant effect according to literature. This can be explained in two ways. Either the sample size should be higher to achieve a better and complete insight in the relationships, or the literature does not compromise with actual practice. In any case there is need for further investigation. 

With the aim of the results the relation between internal and external auditor can be optimized. Although the results of the analyses leave something to be desired, because of the limited explanation of 62%, the external auditor can make use of the formula below to determine the control tolerance partly. 

CT= 20,514 + 4,609 E +3,01 C+2,588 A + Ω

With the remark that the variables should be quantified between 0(bad) to 6 (very good). The error terms covers approximately 38% and this can be reduced by follow-up research.

The external auditor has a framework to determine the control tolerance and the internal auditor knows which points must be optimized to maximize the control tolerance and consequently reduce the tension between internal and external auditors.


9.2 Recommendations
There are some limitations of the investigation. For a better understanding of the relation between the internal audit department and the control tolerance, with the objective to reduce the tension between internal and external audit, a follow up research should be undertaken. To investigate the influences’ of all variables, mentioned in this thesis, a bigger group of CPA`s should fill in the survey.

Another important factor that should be investigated is the mutual relations between all variables. Maybe the model designed in this thesis is only valid if certain evaluation points, for example ‘transaction authorization’ is adequately assessed. It could be that certain evaluation points do not have big influences on the control tolerance but that these points must have a score above a certain amount (for example; minimum score should be 3 with a range from 0 to 6).
At least, it should be investigated which other aspects influences the control tolerance besides the quality and trustworthiness of the internal control systems including the internal audit department of a company.
Appendix A
Geachte heer/mevrouw,

Allereerst, uw mailadres heb ik uit de NIVA gids. Momenteel ben ik bezig om mijn opleiding; Master ‘Accounting, Auditing and Control’ aan de Erasmus Universiteit af te ronden. Hiervoor schrijf ik een thesis. Mijn thesis gaat over de relatie tussen interne en externe audit. Graag wil ik u vragen om deze mail door te lezen en de korte enquête in te vullen. Het kost u enkele minuutjes en ik zou u erg dankbaar zijn omdat u mij op deze wijze helpt met het afstuderen. Daarnaast draagt u ook bij aan onderzoek naar het spanningsveld tussen interne en externe audit. Als blijk van waardering stuur ik u graag een digitale versie van het eindproduct toe. Met behulp van de uitkomsten van mijn onderzoek zal er naar verwachting een uniek nieuw controle-instrument ontstaan, waarover beschikt kan worden.
Er is een aantal punten waarmee de interne audit organisatie beoordeeld kan worden. Uit verscheidende literatuur blijken de volgende punten het belangrijkst te zijn om een oordeel over de interne organisatie te veilen:

A
Segregation of duties

B
Transaction authorization

C
Access control

D
independent verification 

E
Integrity of the management

F
Others internal control measures, like reconciliations and the own impression of the firm

G
Education of internal audit staff (bij geen interne audit moet gekeken worden naar werknemers die zich bezig houden met werkzaamheden gericht op de interne controle)
H
The internal audit report

In de bijlage staan bovenstaande controle punten uitgebreider omschreven

De doelstelling van mijn thesis is om te onderzoeken wat de invloed van de interne audit organisatie is op de controle tolerantie(CT). Waarbij onder controle tolerantie wordt verstaan:’ het bedrag waarboven gecontroleerd wordt bij de controle werkzaamheden uitgedrukt in een percentage van de materialiteit. Meestal zal dit tussen de 50 en 80 % liggen.

Om een regressie analyse te kunnen doen om dit verband te onderzoeken heb ik valide data nodig. Zou u onderstaande tabel willen invullen met de gegevens van een (recente) klant. De bedoeling is dat u de punten A-G beoordeelt met een cijfer tussen de 0 en de 6. 0 staat voor zeer slecht en 6 staat voor zeer goed. Vervolgens geeft u aan welke controle tolerantie u gekozen heeft in dit specifieke geval.

	A
	B
	C
	D
	E
	F
	G
	H
	CT

	
	
	
	
	
	
	
	
	


Wanneer u bovenstaande tabel wilt invullen en vervolgens retour mailen naar mij ben ik u zeer dankbaar.

Bij voorbaat dank voor het meewerken.

Met vriendelijke groet,

Stefan Tax

Bijlagen
        A
Segregation of duties. This is in the literature mostly called one of the most internal import internal control issues. There are three main objectives: (e.g. Coso, Hall (2008)Grinsven (2009), Rutten (2009))

1)
The segregation of duties should be such that the authorization for a transaction             is separated from the processing of the transaction.
2)
Responsibility for keeping and controlling the assets should be separate from the recordkeeping responsibility.
3)
The organization should be structured so that a successful fraud requires collusion between two or more individuals with incompatible responsibilities.
B
Transaction authorization. The purpose of transaction authorization is to ensure that all material transactions processed by the information system are valid and in accordance with management`s objectives. (e.g. Coso, Hall (2008), Merchant (2007))

C
Access control. The purpose of access controls is to ensure that only authorized personnel has access to the firm`s assets. Unauthorized access exposes assets to misappropriation, damage and theft. Therefore, access controls play an important role. (e..g. COSO, Hall (2008), Koning (2002))

D
Independent verification. Independent checks of the accounting system to identify errors and misrepresentations. Verification takes place, by an individual who is not directly involved with the transaction or task being verified. (e.g. COSO, Hall (2008), Leeuwen and Wallage (2002))

E
Integrity of the management, based on the professional judgment of the auditor. (e.g. Hall(2008), Paape (2008), Zanten (2003))

F
Internal control measures like reconciliations, reviews of performance, security of assets, written policies and procedures, safeguards and monitoring. (e.g. Hall(2008), Vos (2008), Elders, Beasly and Arens (2008)

For the sake of this paper internal audit is considered as well as a special internal audit department as employees with the special tasks to perform internal audits. In order to review the quality of the internal audit the following two main aspects are relevant: 

G
Education, relevant experience and track record of the internal audit department staff. In chapter 2 the way to become a CPA has been described. If there is no CPA in the internal department staff it`s much more difficult to rely on the audit that has been done than in the case there are one or more CPA`s are member of the internal audit department. (e.g. Merchant and Stede (2007)

     H

Internal audit report.  In this report the quality of the set up of the internal organization as well the actual performance of the internal control measures will be outlined. This may have implications on the opinion of the external auditor re  the internal organization. (e.g. Pheijffer (2009))
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