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ABSTRACT

The study examined the role of internal audit imy&@ current corporate governance (CG) system \glisg
the views of corporate managers. Despite the fadtthe contribution of internal audit has beereesal for
organizations to achieve their business objectivesy little has been known of corporate manageesteption
as to the practical functions of internal auditttie context of CG. Recent events and studies stigiggisthe
benefits of scrutinizing governance extend beyamply avoiding corporate collapse. Corporate gogeoe is
about the way in which boards oversee the running company by its managers. The study addressed th
following objectives: To assess the auditor’s finleorporate governance, to assess the internél @ahcity to
achieve its objectives, to suggest how internaltatsl independence can be achieved. The rese&sigrdused
was descriptive design and data collection instntmes questionnaire. The target population wasat audit
managers of all the Companies listed at the NSE. Sthdy employed both Stratified and Systematicioan
sampling procedures where a sample size of 30 coepavas selected to represent 50% of the popaolatio
Information about audit objectives/functions, aauaibility, capacity and framework was obtained.uéss
relating to and practices of corporate governamckiaternal audit activities within companies lgst@t the NSE
were examined. It was established that most compatonsider internal controls as the most imporaauaiit
objective and also is the task that takes highegigation of internal audit time. The study as welind that all
respondents strongly agreed that for internal atodiddd value to governance process there shoulgobd
working relationship, independence, awareness,ciigpand professionalism.
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INTRODUCTION

Corporate governance is the manner in which powecooporate is exercised in the stewardship of the
corporation, to the portfolio of assets and resesirevith the objective of maintaining and increasing
shareholders value to the satisfaction of the $ialkkers in the content of its corporate missionGB3F, 1999).
During the last decade, policy makers, regulatod market participants around the world have irsiregy
come to emphasize the need to develop good cogpgaaternance policies and practices. An increaasimgunt

of empirical evidence shows that good governangeribmtes to competitiveness, facilitates corponatde
spreading and thus helps develop area of partioipand spur economic growth

Unfortunately, despite the existence of provisionshe companies act as well as various codes ambiray
companies, companies have been characterised hgladsavhere directors have acted illegally or id feith
towards their shareholders. Hence corporate gomeenhas become increasingly important topic inrdeent
years, partly because corporate governance failwa® contributing factor to several corporate deds
(OECD, 2006).

In any serious nation, the quality of its corporgt®/ernance strongly influences the character ofcépital
markets. Corporate Governance guidelines (2002)etsdy the NSE actually recognises the importalg ro
played by the Internal Audit function and actuadives the various best practices companies cantadop
regards to setting up an audit function.

Most of the companies quoted at the Nairobi Stogkhnge (NSE) have not adopted corporate governance
guidelines and those who have, do not enforce thiém. confused application of the state corporatiaos
Companies act, capital market regulatory Authoditt and various circulars and directives from goveent
authorities often create conflict structures andcpdures, (Standard Newspaper March 7, 2010 by aech
Kamau)

Amidst all the debate over corporate governance kayaid’'s supervision of internal mechanism, suipgly
little attention has been given to the role of intd audit and particularly to whom it is ultimateksponsible.
According the Institute of Internal Auditors “inteal auditing is an independent, objective asswaaed
consulting activity designed to add value and impr@an organisation's operations. It helps an osgdion
accomplish its objectives by bringing a systematiésciplined approach to evaluate and improve the
effectiveness of risk management, control, and gwmce processes.” It discharges its responsihlity
reviewing the effectiveness of internal controlteyss and provides assurance to the managemenheaubard
that the systems of internal control are adequetfective and reliable. It's therefore an integaad necessary

56



Research Journal of Finance and Accounting www.iiste.org
ISSN 2222-1697 (Paper) ISSN 2222-2847 (Online) J LN |
\OL5, No.3, 2014 ISTE

part of an efficient corporate governance framewbrternal audit should maintain high levels ofépéndence
S0 as to provide an objective and fair opinion amagement’s dealings.
Good corporate governance of corporations is tleeveay of creating wealth and employment in a natifter
the collapse of ENRON Corporation in 2002 in theAlt8e then president Bush noted that “if nothisgdione
our debt problem will continue to get worse, mifigoof jobs will continue to leave our country, shecalmpanies
will continue to be suffocated, middle class coniparwill continue to collapse and poverty in the AUill
continue to explode ”. In 2002 the significance gifod corporate governance hit the world headlinken
major corporate failures occurred in the USA, sashENRON Corporation, WorldCom and Tyco, leading to
seven of the twelve largest bankruptcies in USohystThis has not been an exception to Kenyan coiepa
listed at the Nairobi stock exchange whereby westsen major companies having corporate goverriasiges
for example Uchumi Supermarkets and the 2012 CMé&r@arangles’.
Objectives of the study

1. To assess the auditor’s role in corporate govemanc

2. To assess the internal audit capacity to achisvehfectives

3. To find out how internal auditors’ independence barachieved?
Conceptual model
This section provides the framework or model ofatiehs between the internal audit and good corporat
governance.
Fig.1 Diagrammatic representation of the variables

INTERMAL ALDIT FUNCTION Audit Committee/ Board
: . ™ CORPORATE
*  Ensures inteerity of '\
accounting and \3.
financial reporting :‘
systems Management |/ GOVERNANCE

*  Monitoring risks and
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*  Compliancewith
law [regulations

Source: Fesearcher (2013)

REVIEW OF RELATED LITERATURE

The Institute of Internal Auditors (IIA) definest@inal auditing as “an independent, objective asse and
consulting activity designed to add value and impran organization’s operations” (Nagy and CenRef2,
p.1). Traditionally the internal auditors were magtias ‘policemen’ that check and monitor the comgfsan
procedures and level of compliances with the r(snner and Spira, 2003). Currently internal anditcan be
portrayed as consultants and the internal audittion of companies considered as helping to achievporate
objectives and add value. As noted by Sarens anBdaéde (2006), internal auditors are currentlyemted to
make things happen rather than waiting to resporid t

In developed countries, the role of the internaliemn has recently been affected by the dramatangks in
regulations, mainly from corporate governance saassland the emphasis of strengthening the inteordtols
of organizations of these standards (Holm and leayrg8007). Corporate governance involves the ofitiga of
the board of directors in managing their organa@s objectives and those towards the shareholdeds
stakeholders (Pass, 2004 & 2006). Corporate gouems expected to enhance the role of the intexuditor,
and at the same time the internal auditor alsoigesvbenefits to the external auditor (Holm andrkan, 2007).
Research suggests that boards are increasingingety the internal auditors to monitor the risknagement
processes (Fraser and Henry, 2007). And as a regeltnal auditors can end up getting involvedhvettivities
which can damage their objectivity and independefcaser and Henry (2007) find that when the irgkrn
auditors get involved with these business operatitimey usually lack experience and expertise tatgejob
done properly.

The term “corporate governance” has a clear offigim a Greek word, “kyberman” meaning to steerdguor
govern. From a Greek word, it moved over to Latvthere it was known as “gubernare” and the Frenchioe
of “governer”. It could also mean the process afisien-making and the process by which decisiong b&a
implemented. Henceforth, corporate governance hashra different meaning to different organizati¢Abu-
Tapanjeh, 2008). In recent years, with much cotedilures, the countenance of corporate has besmed.
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Corporate Governance concepts

The 1992 Cadbury Report includes a Code of Besttieeafor companies, which is built around the piptes of
accountability, probity and transparency. Thesengipies, along with the concept of equity, becarhe t
benchmark for good corporate governance. They vangorced by the public sector equivalent; thetfieport
on Standards in Public Life published by the 19@faN Committee.

From these foundations other organisations haveldped their own ideas of what good corporate gwvece
looks like. The Organisation for Economic and Cegpion and Development (OECD) Principles of Coaper
Governance has gained worldwide recognition asngerriational benchmark for good corporate goveraanc
The revision of the principles in 2004 takes into@unt the lessons learnt from a number of govem&alures.
The OECD has also published a methodology for assgdhe implementation of the OECD principles on
corporate governance

The UK Independent Commission for Good Governandeublic Services published a Governance Standard i
2005, which sets out core principles of good caafmgovernance. The document provides a list ofcting
principles and a number of practical applications.

Characteristics of good corporate governance

According to Clarke (2004) good governance hasteighjor characteristics. It is participatory, consgs
oriented, accountable, transparent, responsivect@fé and efficient, equitable and inclusive antlofvs the
rule of law. It assures that corruption is minindis¢he views of the minority are taken into accoantl the
voices of the most vulnerable in society are héardecision-making. It is also responsive to thespnt and
future needs of the society.

Internal audit charter

Attribute Standard 1000 states that “the purpogthaaity, and responsibility of the internal auddtivity should
be formally defined in a charter, consistent wite Standards, and approved by the Board.” The atdrgbes
on to state that the charter should define theraatfithe audit and advisory services provided Hgyinternal
audit activity.

The Institute of Internal Auditors (IlA) Practiced®isory (1000-1) provides further guidance sayihgtta
formal, written Internal Audit charter should edislb the internal audit activity's position withithe
organization, authorize access to engagementsefimedhe scope of internal audit activities.

The audit charter provides internal auditors wiikit rights, and authorises them to have direcessd¢o any
documents, people and records within the organisafihis involves communication with any membestafff,
to examine any activity or entity of the clients, well as access to any records, files or datdhefctients,
including management information and the minuteallb€onsultative and decision-making bodies. Tharter
usually states the terms and conditions wherebyntieenal audit activity can be called upon suclt@ssulting
or advisory services or other special tasks, amdctharter is communicated throughout the orgawnisafio
undertake all the challenges in an organisatioaetiing, the internal auditor relies on the audiartér, for his
authority. The audit charter should be re-evalugiedodically, and be sufficiently flexible to inqmrate a
changing business environment. The audit charterseave as a tool for keeping internal auditorevaht and
up to date, or it can be a hindrance slowing dovatgsses and progress (Charles, 1999).

Previous literature has highlighted that the IréérAudit charter is an important mechanism to fdtynand
indirectly convey the internal audit's scope, r@ed activities. The Attribute Standard 1000 in th&'s
standards for the Professional Practice of Intefualiting states that the purpose, authority arspoesibility of
the internal audit activity should be formally defd in a charter (ll1A, 2009). Sarens and De Be¢Af®5)
formulated specific suggestions to reduce the daisveen the expectations and perceptions relatatieto
interaction between the audit committee (AC) memlzard the internal auditors in their case studg dithors
revealed that both parties would benefit from aarcleommunication about the specific role and misob
internal auditors through the spread of the intieandit charter or a formal presentation of thection. Cenker
and Nagy’s (2004) study compared the charters giitatompanies with the information gathered fromirth
internal audit directors on the roles and actisitief their departments. Their study revealed thapexly
constructed internal audit and audit committee telaican communicate the department’s orientatiohrale to
the appropriate parties. A breakdown in this comication could lead to a misunderstanding of thesand
functions of the internal auditor. Internal audit@hould have a reporting line to the audit conamithat should
be enshrined in internal audit charters (ICAEW, @0However, Van Peursem (2004) revealed that the
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existence of an audit charter does not appeaatifycthe differences between role and authorityergfore, it is
unclear to what extent the audit charter helpsfind the internal auditor’s role in the organisati

Effective reporting lines for internal audit

The internal audit function should report functithyéo the chairman of the audit committee, recegrg that on
a day-to-day basis it should report administragivelthe CEO of the organisation.

The 1A (2002) also suggests that regardless ofgperting relationship the organisation choodeset are key
measures that will ensure that the reporting lsgsport and enable the effectiveness and indepeadarthe
internal audit function. These key measures coeldhat the head of internal audit should meet pelyawith
the board/audit committee without the presence afiagement. This will reinforce the independencedirett
nature of the reporting relationship. In additidve tboard/audit committee should have the final @itth to
review and approve the annual audit plan and glbnenanges to the plan. Moreover the board/awatitroittee
should review the performance of the head of irtleandit and the overall internal audit functiorestst once a
year, as well as approve the compensation levelthéohead of internal audit. Finally the chartarthe internal
audit function should clearly articulate both tlhudtional and administrative reporting lines foe flanction as
well as its principal activities.

Independence guidelines for internal audit

According to KPMG (2003), there are several indejgeice guidelines to keep in mind when considering
reporting lines for internal audit. First, the imal audit function must be independent of thevit@s being
audited and must also be independent from everydagnal processes. Secondly, the internal augiadment
must be able to exercise its assignment on itsiaitiative in all departments, “establishments &mttions of
the organization. In addition, the internal auditsinbe free to report its findings and appraisat$ to disclose
them internally. Finally, the head of the interaaldit department should have clear authority toroomicate
directly and on his or her own initiative to theabd, the chairman of the board, or the chairmanraachbers of
the audit committee.

The internal audit role in the modern corporate goernance

Recent events have highlighted the critical roldaédrds of directors in promoting good corporateegonance.
In particular, boards are being charged with ultenasponsibility for the effectiveness of theigamisations’
internal control systems.

Traditionally the internal auditors were acting‘slicemen’ that check and monitor the company'sgadures
and level of compliances with the rules (Skinneat 8pira, 2003). Currently internal auditors carpbdrayed as
consultants and the internal audit function of camps considered as helping to achieve corporgezies
and add value. As noted by

Sarens and De Beelde (2006), internal auditorgamently expected to make things happen rather weiting
to respond to it.

In developed countries, the role of the internaliemn has recently been affected by the dramatangks in
regulations, mainly from corporate governance siagsland the emphasis of strengthening the inteorafols
of organizations of these standards (Holm and leayr2007). Corporate governance involves the ofidiga of
the board of directors in managing their organa@s objectives and those towards the shareholdeds
stakeholders (Pass, 2004 & 2006). Corporate gouems expected to enhance the role of the intexuditor,
and at the same time the internal auditor alsoigesvbenefits to the external auditor (Holm andrkan, 2007).
An effective internal audit function plays a keyleran assisting the board to discharge its goverean
responsibilities. Yet how does the board — andudit committee — satisfy itself that internal d@uslifunctioning
effectively and efficiently?

The board’s responsibility for internal controls

One of the largest audit firms in the world, KPM@&shdentified a number of best practices in refatboard’s
responsibility for internal controls. According Ki°PMG (2003), the role played by the board audit/andsk
management committees includes assessing the saogeeffectiveness of the systems established by
management to identify, assess, manage and mahé&orarious risks arising from the organisatiorctdties.
Secondly, it ensures that senior management esttakliand maintains adequate and effective inteordtols.
Thirdly, it should satisfy itself that appropriatentrols are in place for monitoring compliance hnviaws,
regulations, supervisory requirements and relevaetnal policies.

Finally, it should ensure that the internal auditdtion is adequately resourced and enjoys aptgpsianding
within the organisation.

According to Companies Act (s.221) the board oécliors is responsible for maintaining adequate wattng
records. To meet these responsibilities directeesirin practice to maintain a system of internati@d over the
financial management of the company, including pdares designed to minimize the risk of fraud. €hsy
therefore, already an implicit requirement on diveg to ensure that a proper system of internatrobrs in
place.
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RESEARCH METHODOLOGY

The study adopted descriptive research designpopalation of interest was the internal audit managf the
60 companies listed at the Nairobi stock exchaiige. subject of study was drawn from all the varisastors
that the corporation belongs.

Data was collected by use of a closed ended questice. The study adopted both stratified and syatie
random sampling techniques to sample 30 compampsesenting 50% of the population. 28 copies of
guestionnaire were successfully filled and dulyme¢d. Both primary and secondary data were usstbriglary
data involved collection and analysis of publishaaterials and electronically stored information.

IMPORTANT FINDINGS AND RECOMMENDATIONS

From the findings, it was established that 98%ashpanies listed at NSE had audit charter and aoditmittee.
Audit committee being part of board of directoreie of the pillars of corporate governance. Theldishment
of an audit committee and well defined internal iutharter demonstrates the commitment of the baard
effective reporting lines and control of the orgaation.

The finding also indicated staff structures weratieely lean in most institutions with an averagfesix staff.
Internal audit function (10%) reported directlyth® CEO and that majority (24%) considers inteomaitrols as
there most important audit objectives and alsdnéstask that makes most of the highest proportfanternal
audit time. Internal audit functions (10%) arelstivolved in the organization processes like signfinance
documents (payment/ imprest warrants) thus putingsk the independence and objectivity of audtictions.

The study found that all respondents strongly abteat for internal audit to add value to govermapcocess
there should be good working relationship, indepeice, awareness and professionalism. It was alsalfthat
majority of the institutions used auditing standavehen reporting on polices and quality assurancktlaere is
still need for the support of management to improrets effectiveness. The findings indicate timiinal audit
function contribute to good corporate governanteuas established that 84% strongly agreed thatnat audit
role on corporate governance has an influence srrgance. The study established that 10% of theoretent
belief that they are not fully independent due mwolvement in the day to day running activities thre

organization. The independent, objectivity and c#gashould therefore always be ensured. It is moended
that internal audit should functionally report tad#& committee and administratively to the C.E.Otbé

organization. This will go a long way in making sw@udit function is fully independent.

Finally auditing should keep up with the changieghnologies and methods of doing business to erihbta
remain relevant. The board and the entire managesteuld recognize the important role internal apday
and if need be support them with enough resourcesdble execute their mandate. This will in tumpiiove on
their independence and professionalism in executiag duties.
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