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Some problems of effectiveness increase of internal audit 

in the commercial bank
This article is devoted to the basic problem of internal audit organization in the commercial bank. The key problem is a forming of right structure subordination of internal audit service, what defines the effectiveness of this department in general. 
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In the world practice role, place and functions of internal audit in the system of internal control defined sufficiently clear. The basic goal of internal audit organization is a effectiveness assessment of functioning of internal control system in the commercial bank. The special structural departments – internal audit services are the organizational form of internal audit.
Today the activity of these structural departments is not effective. There are some reasons for this situation. We describe the key factors. 
At first, it should be necessary to differentiate functions of internal control system and internal audit functions. There are five basic goals of internal control:

· Reliability and fullness of information. 

· Conformity with politics, plans, procedures, legislation. 

· Guaranteeing of assets safety. 

· Economical and effective use of resources. 

· Achievement of stated goals and tasks.

The internal control evolved and added the areas of its activity, that is why to the end of XX century the internal control was transformed to the control tool for risks, where its functions are connected with functions of risk-management.

Thereby, the internal control – it is a system of regular supervision and monitoring of business functioning to assess the effectiveness of stated management decisions, to expose deviations and negative situations, to inform  the leaders of company for the purpose of elimination, decrease and management of risks.
Modern stage of the requests unification history to the system of internal control began in 1985 year in USA. It was created national commission to struggle with not authentic financial accountability, known by name of the first
chairman, James C. Treadway, as the Treadway`s commission. Report of this commission, released in 1987, contained, besides other recommendations, a call to connect efforts for achievement of understanding about the same basic conceptions of internal control for everybody. Based on this offer, a work group under the patronage of Committee of Sponsoring Organizations of the Treadway Commission, COSO analyzed literature about internal control. Result of the work was presented to the public in 1992 year under the title Internal Control - Integrated Framework. In short it is called according the name of committee - organizer, COSO conception, COSO model, or just COSO. 

One of the most consecutive institutions by the use of model COSO is Basel committee of bank supervision. In 1998 year it were published two documents («Assessment basics of internal control system» and «Internal control system in the banks: organization basics»), devoted to assessment of internal control effectiveness in the banks. Basel Committee offered some principles for all organs of supervision, according to which should build the adequacy assessment of internal control system in the bank for all balance and non-balance tools. In July 2000 and August 2001 were published recommendations «Internal audit in credit organizations and relations of regulating authorities with internal and external auditors» and «Internal audit in the banks and relationship of regulating authorities and auditors». 

In the Bank of Russia basic principles of effective internal control were written in the regulations № 242 «About organization of internal control in credit organizations and bank groups». 

According to recommendations of Basel Committee of bank supervision, internal control system consists of five interconnected elements [2, p.2]:
1. Administrative control and culture of control.

2. Exposure and assessment of risk.

3. Control realization and separation of power.

4. Information and interaction.

5. Monitoring and correction of defects.
Thereby, follow to this model, the purpose of company should not be a creation of control system, which, can guarantee an absence of defects, mistakes and  inefficiency by the work, but the system, which, can help to expose and remove them, and to increase of work effectiveness. 

But, even well formed and organized system of internal control needs an assessment of its effectiveness according to achievement of goals and according to economy. Just this goal has the internal audit.

In Western countries the internal audit was arisen in the beginning of ХХ century and became a strong impulse to development after the Second World War as an answer to increased volumes of activities and decentralization of companies. In 1941 year in USA was organized the Institute of internal auditors, professional association of internal auditors, for the purpose of development and popularization of internal auditor profession and defined of activity standards. 

In the rules (standards) of audit activity of Russian Federation is presented the following definition of the internal audit – it is organized in the economical subject for the benefit of its owners and regulated of its internal documents control system for the compliance of the fixed rules of accounting and reliability of internal control system.

Services of internal audit in Russia there are not long ago. The effectiveness of activity of this department is defined according to the existence period, but according to its subordination structure.

In practice there are two basic conceptions by the organization of the internal audit service:

1 – Internal audit direct to creation and support of effective system of internal control in a company and exposure and decrease of risks for company. In this case the internal audit service is accounted for shareholders of company represented by the audit committee (picture 1).







Pic. 1. Organization of internal audit service (1 approach)

Audit Committee is elected by annually meeting. Election procedure is the same as for Committee of directors, but in some countries there additional requests. For example, it is necessary, that 2/3 of the audit committee members has higher education in the area if finances or accounting. In this case the internal audit don`t depend on functional management of company.

Absolutely, independence un-objective – distinguish an internal audit service from other departments. Organizational independence is at stake, which is defined, in general, through the level of subordination of this service. 

The Committee of Sponsoring Organizations of the Treadway Commission (COSO) in «Conceptual basics of risks management of organizations» underlines, that «internal audit department is formed so, that provides its objective by assessment of company activity and unlimited access to top management and audit committee of committee of directors, and subordination level of general auditor in the frames of company should allow for internal audit department to implement its functions effective» [3, p.1]. To decide this purpose there is functional subordination to committee of directors (audit committee) of company. «For realization of the internal audit duties its director should be accounted for the chief of relevant level in organization» [3, p. 1].

2 – Internal audit direct to control of financial accountability, accounting procedures and safety of company` assets. Internal audit department is a subdivision of financial department, and manager of internal audit subordinates to financial director of company or of subdivision (picture 2). 







Pic. 2. Organization of internal audit service (2 approach)

The second approach is typical for the most Russian commercial banks.  Audit depends on high-ranking chief of company, who is responsible for internal audit state.

Accordingly, in the first case the internal audit is «eyes and ears» of high-ranking company`s leadership, and in the second case – «eyes and ears» of financial leadership of company.

Unfortunately, in 242-P and other normative documents of The Bank of Russia the place and role of internal audit define not so clear. In the legislation place and functions of audit committee don`t consolidate. The internal control and internal audit often are used as the same definitions. In this situation the leadership of national commercial banks use oftener internal audit as a tool of control for risks (it should provide internal control system), but not as the tool of system assessment. Internal audit services of the many banks are a part of internal control service, in whose functions includes the organization of control for risks. So, auditors haven`t the objective of the assessment` system and structure.

Just inadequate legislative requests to internal audit service independence don`t make it possible for the Bank of Russia to use results of their work by the assessment of internal control system. Basel Committee in the publication «System of internal control in the banks: organization basics» recommended to use different methods for supervisors, notably «if the work quality of internal audit service recognized satisfactory,…it could use reports of internal auditors as a primary material to expose problem, connected with control in the bank» [2, p. 14].  

It is presented, that solution of this situation depends on legislative consolidation of status of internal audit service and establishment of audit committee.

Internal audit reflects system of existing control and its effectiveness, and helps to get an objective information about the use of bank assets for future managerial decisions and specific activities to remove the defects. In addition, it defines and analyzes the reasons and results of mistakes, makes effective recommendations, and also controls their realization. Audit can not be ended till the introduction of audit recommendation and removal the defects.

In Russian commercial banks the internal audit continues the external audit, it means, that it directs to trustworthiness` confirmation of financial reports; confirmation of compliance with fixed procedures and rules; correctness of taxes calculation and payment [4, p. 68]. The Russian management often understands the internal audit as a modern name of inspection, which has the following basic tasks: inspection of safety of company` assets and debts exposure and liquidation.  In this case the internal audit doesn`t focus on search of possibilities to improve of existing system and process, but focuses on exposure of defects. This situation arises in the case, when there is not an independence of internal audit and top management of bank.
Other reason is the lack of professional auditors. Former specialists of other bank departments (credit direction, programmers, bank – card service department) work in the internal audit service or it can be external auditors. Only some individuals have the special certificates of internal auditors.  
Especially actual is the problem of qualified cadres is in the regional banks. In the international practice one of the way to organize internal audit is  outsourcing – execution of all or a part of management functions in the organization with help of external specialists), it means, to give functions of internal audit in full or in part to specialized company or external consultant.

Other way is the co-sourcing. It consists in, that to organize internal audit organs in the frame of credit organization, but in some cases to attract experts of specialized company or external consultant.

Potential advantages of outsourcing and co- sourcing use are:

· Possibility to use services of experts in different areas;

· Access to high-professional audit cadres;

· Flexibility in the question of audit resources attraction (for example, by the introduction of new system or need to do unplanned audit it will be not necessary to increase staff of internal auditors or distract resources from other projects);

· Access to leader technologies and methods of internal audit.

So, there are real possibilities to increase the effectiveness of internal audit services work in the commercial banks. At the same time, it is necessary to note, that in the Russia` legislation it is directed to organize the specialized departments, realizing internal audit, for commercial; banks only. No matter how strong the regulation of financial mediators activity and other members of financial market is, the insurance companies, credit cooperatives, investment founds should not to form internal audit services. Russian companies need to organize these structures in the case of access to world financial markets. A lot of international exchanges demand from capital issuers, not only public financial accountability, but also audit committee report about the effectiveness of the internal control system functioning. So, the questions according an increase of internal audit effectiveness will be more topical in the future, by the active access of Russia to world financial market.  
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