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Effect of information about auditor reputation and audit

quality on Saudi Stock Market

Dr. Mohammed Al-Abbas
Assistant Professor of Auditing
Accounting Department - King Khaled University

Abstract

This paper aims to study the efficiency of Saudi Stock Market
toward information related to auditor reputation and audit quality. Arthur
Andersen — one of then Big 5 — faced an extraordinary events ended with
announcing a criminal indictment due to its relation with Enron. These
events have been investigated in US stock markets and other countries
around the world. These studies reported negative reaction of stock prices
to Andersen’s clients.

Andersen was an international accounting firm with offices in 83
countries outside the US; Arthur Andersen & Co (AAC) was the affiliates
of Arthur Andersen in Saudi Arabia. This gave a chance to examine
whether the announcements of Enron’s documents shredding and criminal
indictment have resulted in losses suffered by stock prices of Andersen’s
clients. By using a comprehensive sample of Joint stock companies
audited by AAC, this study reported no effect of this event on the stock
returns. Some recommendations and suggestion for further research are

presented.
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auditors regarding their roles in risk management. Professional bodies such as SOCPA
and CMA need to issue rules and guidelines.

Internal auditors believe that the expansion of their role to cover risk and
moving away from traditional audit programmes forces them to develop their skills,
have sufficient knowledge, establish risk-based plans to determine the priorities of
the internal audit activities, and use a systematic and disciplined approach to risk
management.

There are a number of limitations to our study. This study focuses on Saudi
joint stock companies and the results might therefore not be generalizable to other type
of Saudi companies, such as private or public companies. The data are derived from
a survey of chief internal auditors; subsequent research may expand on the findings
of this paper by using a qualitative study to explore the perceptions of management,
audit committees and external auditors regarding the role of internal audit in risk
management. Factors that encourage Saudi companies to establish and support
internal audit is another area that may be explored. New technology, new regulations,
and corporate governance, especially in the Saudi environment, are expected to have

major impacts on internal audit and risk management, and this needs to be studied.
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management on the agenda for Saudi joint stock companies. The internal audit
structure places it in a position that helps internal auditors to understand the business
processes of a company, and they act as management consultants to reduce risks. This
study reveals that internal audit departments have been recently devoting more time
to risk management and are starting to assure management and the board of directors
on the effectiveness of risk management.

In addition, the internal auditors of Saudi companies agree that the most
important way internal audit provides value is in providing assurance that business
risks are being managed effectively. According to this research, internal audit
departments in Saudi companies are starting to comply with the statement issued by
the IIA and IIA - UK and Ireland that asserted that the internal audit activity should
assist the organization by identifying and evaluating significant exposures to risk and
contributing to the improvement of risk management and control systems (IIA, 2007,
p. 1). Additionally, internal audit departments are beginning to help Saudi companies
to comply with the new regulations issued by CMA and SOCPA, especially those
related to corporate governance.

The outcome of the analysis also reveals that the link between internal audit
and risk management is becoming increasingly important. Internal auditors choose
the path they believe is more likely to lead them to meet the expectations of the senior
management and audit committees. To meet such expectations, the internal auditors of
Saudi companies are in regular contact and schedule discussions concerning risk with
both the risk management departments and the audit committee.

Regulations regarding the role of internal audit in risk management are clear.
On the one hand, managers assume risk, and they are thus responsible for identifying,
assessing and managing risk through appointing a “risk manager”. On the other
hand, internal auditors should not manage risk on behalf of management. The role of
internal audit is to provide an independent and objective opinion to the management
as to whether risks are properly managed and controlled. This is clear within Saudi
companies, and the study shows that the companies participating in the survey have
risk management departments and risk managers. Moreover, the CMA guidelines
regarding risk require the managers of companies to face up to their responsibility
for risks. The surprising finding is that internal audit departments in Saudi companies
are participating in managing the risk. To protect the independence and objectivity
of internal auditors, they should not manage risk on behalf of management. The only

reason they are helping to manage risk is that there are no guidelines for Saudi internal

£0



Accounting Research volume (9) No. (1) - 1429H - 2008G

internal or external. The respondents revealed that they obtain information from both
inside and outside their organizations. In addition, when internal auditors were asked
whether risk management information is spread across the organization, we found that
in all organizations, managers at all levels discussed and dealt with risk. Selim and
McNamee (1999b) revealed that an adequate framework for the communication of
risks undertaken by the company to all executives and personnel involved should be
developed, as well as a clarified description of the role each one of them should play
in risk evaluation and management, depending on their position and responsibilities.
All internal auditors stated that they also receive information about risk on a regular
basis from the risk management department.

The survey results indicated that internal auditing departments in Saudi
companies are adequately staffed with competent staff who possess the necessary
skills and educational level in order to play an important role in risk management.
The expansion of the internal audit to cover all risks threatening the organization’s
objectives requires that the auditor has adequate skills

In conclusion, the survey reveals that internal auditors in Saudi companies
choose the path they believe is more likely to lead them to meet the evolving needs
of modern organizations and the rising expectations of senior management and audit
committees. This path involves moving beyond the traditional auditing practices to
create a new internal audit value proposition, especially in risk management (PwC,
2006). Internal audit managers within Saudi joint stock companies are starting to view
risk management as fundamental to their business operations. There also seems to be
a high level of consistency among the internal audit managers in Saudi companies
regarding their role in risk management. Recent regulatory actions by the CMA and
SOCPA in Saudi Arabia have also encouraged internal auditors to play a major role in

the risk management of organizations.

CONCLUSION

This paper aimed to investigate the role of internal auditors in risk management
in Saudi joint stock companies. Risk management represents another important
emerging practice for internal auditing in many countries. In Saudi Arabia, all the
organizations studied have formal risk management departments. Risk management
is a fundamental element of corporate governance. Management is responsible for
establishing and operating the risk management framework on behalf of the board.

Changes in corporate governance requirements in Saudi Arabia put risk
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audit activity, consistent with the organization’s goals. Implementation Standard
2100.A1 (Assurance Engagements) also states that the internal audit activity’s plan
of engagements should be based on a risk assessment, undertaken at least annually.
The input of senior management and the board should be considered in this process.
Implementation Standard 2100.C1 (Consulting Engagements) adds that the chief
audit executive should consider accepting proposed consulting engagements based on
the engagement’s potential to improve management of risks, add value, and improve
the organization’s operations. Those engagements that have been accepted should be
included in the plan (IIA, 2007).

The objective of internal auditing is all about telling management, and through
them the stakeholders, whether risks are being managed (Griffiths, 2005b). When
internal auditors were asked about their perceptions regarding their contribution to
the improvement of the risk management process, the results reveal that internal
auditors believe that their activities in risk management help the senior management
of Saudi companies to identify and manage risk, thereby providing added value from
the internal audit function. This result is consistent with the study by Pickett (2005):
who stated that the internal audit team monitors the way systemic business risk
management is established and implemented, and then goes on to review whether it is
reliable, robust and meets the needs of organization. In turn, internal audit is able to
furnish independent assurances to the board on the state of risk management.

In all the organizations studied, internal audit departments are using a systematic
and disciplined approach to risk management. IIA Performance Standard 2100 argues
that the internal audit activity should evaluate and contribute to the improvement
of risk management, control and governance processes by using a systemic and
disciplined approach (Pickett, 2005).

In this study, it was found that the internal audit activity evaluates the adequacy
and effectiveness of controls encompassing governance, operations and information
systems of the organization. There also seems to be a high level of consistency among
internal auditors.

Griffiths (2005b) stated that there is an important point about controls: controls
are a response to risk. If there are no risks, then you do not need controls. In other
words, controls are part of the risk management framework of an organization, not
the other way round.

Responses to another question from the survey shed further light on the

source of information about the risks that pertain to organizations and whether it is
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role in risk management and whether they manage risk on behalf of management,
we found that internal audit departments are participating in managing the risk. The
literature review revealed that internal audit should not manage any of the risks on
behalf of management (Griffiths, 2005). The objective of internal auditing is all
about telling the management, and through them the stakeholders, whether risks are
being managed. Managers assume risks and it is their responsibility to control them.
Internal auditing provides an opinion to management, as to whether risks are properly
controlled (Griffiths, 2005b). The core role of internal audit is to provide assurance
to the management and board on the effectiveness of risk management. The function
carrying out the internal auditing activity should be outside the normal management
hierarchy, ideally responsible to an executive board, or similar, with a strong reporting
line to the chairman of the audit committee (Griffiths, 2005b).

The ITA (2004) emphasizes that internal audit should never be involved in any
risk management activities that might compromise their independence and objectivity,
and organizations should fully understand that management remains responsible
for risk management. The IIA added internal auditors should provide advice and
challenge or support the decisions of the management on risk, as opposed to making
risk management decisions.

The management of a company has operational responsibility for management
risk, whilst the role of the board is to ensure that risk management processes are in
place, as well as obtaining assurances from management, internal audit and others that
the processes are adequate and effective (ICAEW, 2000).

The Corporate Governance Regulations of 2006 issued by the board of the
Capital Market Authority in Saudi Arabia clearly state that management is responsible
for determining internal and external risks. The board of directors is responsible for
the company’s system of internal control. It should set policies and ensure internal
controls of management risks (CMA, 2006, p. 9).

With regard to whether internal audit department managers establish risk-based
plans to determine the priorities of the internal audit activity, responses show that
all internal audit departments participating in the study had established such plans.
The annual business planning process should be the major driver of the annual audit
planning process. The annual business plan can be viewed as a subset of the strategic
plan developed to meet operational needs.

ITA Performance Standard No. 2100 — Planning emphasises that the chief audit

executive should establish risk-based plans to determine the priorities of the internal
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and Lowe (2000), Walker et al. (2003) and Stewart and Kent (2006). In addition, this
practice by internal auditors of Saudi companies conforms to the definition issued by
the IIA (2004) that stated that internal auditing is designed to embrace the expanding
role of internal audit, which in recent years has evolved from a narrow focus on control
to include risk management and corporate governance.

Another important area is the way internal auditing departments present and
market their findings and recommendations and communicate them to the respective
business units and subsidiaries. On the one hand, respondents were asked about the
existence of a risk council or committee within Saudi companies, but it was found
that there are no risk councils or risk committees within Saudi companies. On the
other hand, the survey revealed that internal auditing departments are communicating
results with the risk management department and audit committee.

Appropriate communication between audit committee, risk manager and
internal auditors will improve the effectiveness of the internal audit process. The audit
committee and the internal audit function would benefit from regular meetings as this
allows the exchange of relevant information on a timely basis (Raghunandan et al.,
1998). Audit committees could also play an important role in the enforcement of the
adoption of business risk management policies as they can act as an independent and
objective function for monitoring business risk management procedures (Selim and
McNamee, 1999b).

Goodwin (2003) and Goodwin and Yeo (2001) suggested that the extent of the
interaction between audit committees and internal auditing, particularly the review
of the involvement of the internal audit in risk management and other programmes,
is important in supporting the status of internal audit in the organization. An internal
audit function that receives strong support from the audit committee is likely to be
more objective and forceful in implementing control improvements, which should
contribute more towards the enhancement of internal audit quality.

Griffiths (2005b) added that the results should be discussed with the appropriate
people during the audit and in a meeting at the end of the fieldwork, noting that action
will be taken to bring any risks within the risk appetite, or risks that will be terminated,
transferred, or tolerated. The last three categories of risk should be included in the
report and referred to senior management, or the audit committee, to ensure that
they are satisfied that the response is appropriate. Where risks are to be tolerated, the
existence, and testing, of any contingency plans should be checked.

The most surprising finding is that when we asked internal auditors about their
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use a systematic and disciplined approach?” and the lowest weighted mean
(64.6) for the statement “Do you get information about the risks that pertain
to your organization externally?”

3- Two statements out of fourteen (14%) had the attitude “Never”, with the
largest weighted mean (12.5) for the statement “ Is the independence
and objectivity of the internal audit affected by participating in risk
management??” and the lowest weighted mean (1.4) for the statement
“Does your organization have a risk council or committee?”

4- There were no statements with the attitude “Sometimes” or “Rarely”.

Reliability analysis: Reliability analysis allows us to study the properties of
measurement scales and the items that compose the scales. The reliability analysis
procedure calculates a number of commonly used measures of scale reliability, and
provides information about the relationships between individual items on the scale.
Intraclass correlation coefficients can be used to compute inter-rater reliability

estimates.

* Cronbach’s Alpha is a model of internal consistency, based on the
average inter-item correlation (and averages from 0 to 1).
Cronbach’s alpha (for the fourteen statements) is 0.548, which is considered

“moderate”.

RESULTS AND DISCUSSION

It was mentioned earlier that the aim of this research is to investigate the role
of internal auditors in risk management in Saudi joint stock companies. Table 2 shows
that internal audit departments have found new ways to add value to Saudi companies
and have a major role to play in risk management. However, the results of our survey
indicate that internal audit departments now view risk management as fundamental
to their business operations and have begun to strengthen their risk management
capabilities.

The responses to the first question reveal that all the organizations studied
have formal risk management departments. The responses also show that internal
audit departments play an important monitoring role by undertaking risk management

assessments in Saudi companies. This conclusion is consistent with studies by Brody
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Do you get
inform -
tion about
the risks
that pertain
to your
organization
internally?

36.1

19

52.8

8.3

2.8

0.0

80.6

18.0

Always

10

Do you get
inform -
tion about
the risks
that pertain
to your
organization
externally?

19.4

15

41.7

25.0

5.6

8.3

64.6

283

Very
Often

Does therisk
management
information
spread across
the organiz -
tion?

50.0

38.9

11.1

0.0

0.0

84.7

17.2

Always

12

Doyou
receive risk
information
on a regular
basis from

the risk

management
department?

30

83.3

11.1

0.0

2.8

2.8

92.4

21.4

Always

13

Areyouco -
cerned about
your capa -
ity to play an
important
role in risk
manag -
ment?

52.8

14

38.9

5.6

0.0

2.8

84.7

209

Always

14

Are the
existing
management
processes
adequate to
identify and
monitor the
significant
risks facing
theco -
pany?

47.2

15

41.7

8.3

2.8

0.0

83.3

18.9

Always

From the previous table, the following results are apparent:

1- Nine statements out of fourteen (64%) had the attitude “Always”, with the

largest weighted mean (95.1) for the statement “Does the internal audit

department discuss risk with the audit committee or risk manager?” and

the lowest weighted mean (80.6) for the statement “Do you get information

about the risks that pertain to your organization internally?”

2- Three statements out of fourteen (21%) had the attitude “Very often”, with

the largest weighted mean (79.2) for the statement “Does the internal audit
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Table 2: Analysis Results

Serial | Statements
No. (arranged)

Always

Very
Often

Some-
times

Rarely

Never

Freq

%

Freq

%

Freq %

Freq %

Freq

Weighted
Average

SD

Attitude

1 Does your
organization
have a formal
risk manag -
ment depar -
ment?

16

44.4

19

52.8

0.0

85.4

Always

2 Does your
organization
have a risk
council or
committee?

0.0

0.0

34

94.4

58

Never

3 Does the
internal
audit depar -
ment discuss
risk with the
auditco -
mittee or risk
manager?

29

80.6

19.4

0.0

95.1

10.0

Always

4 Does the
internal audit
department
take part
in the risk
assessment
in your org -
nization?

50.0

17

47.2

0.0

86.1

16.3

Always

5 Does the
internal audit
department
manager e -
tablish risk-
based plans
to determine
the priorities
of thei -
ternal audit
activity?

26

72.2

222

0.0

90.3

19.2

Always

6 Istheind -
pendence
and objecti -
ity of thei -
ternal audit
affected by
participating
in risk ma -
agement?

5.6

0.0

24

66.7

12.5

24.3

Never

7 Does the
internal audit
useasy -
tematic and
disciplined
approach?

27.8

22

61.1

0.0

79.2

15.2

Very
Often

8 Does the
internal
audit activity
evaluate the
adequacy
and effe -
tiveness of
controls?

25.0

19

52.8

2.8

22.3

Very
Often
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Table 1: Response figures

LT e Returned forms Returned (%)
forms
Banking 10 8 80%
Industry 28 12 42%
Cement 8 3 37%
Services 19 8 42%
Electricity 1 1 100%
Telecommunication 2 1 50%
Insurance 1 50%
Agriculture 2 1 50%
Total 74 36 48.6%

* Questionnaires were not sent to new Saudi joint stock companies established during
2006.

Attitudes towards the statements

This section addresses a five-point Likert scale with O representing “Never”, 25
representing “Rarely”, 50 representing “Sometimes”, 75 representing “Very Often”,
and 100 representing “Always”.

The sample size was 36; the attitude of the respondents towards the 14
statements was given in the form of frequency and percentiles, along with weighted
mean and standard deviation. The attitudes of the respondents were computed at the

five-point Likert scale according to the following categories:

attitude weighted mean range
Never 0to 19.99
Rarely 20 t0 39.99
Sometimes 40 to 59.99
Very Often 60 to 79.99
Always 80 to 1000

oy



Accounting Research volume (9) No. (1) - 1429H - 2008G

represents 8 industries: banking, industrial, cement, services, electricity,
telecommunication, insurance, and agricultural. These companies were
chosen because they are the most regulated companies, in particular
because of the need for compliance with the regulations of the Ministry
of Commerce and Industry, as well as the requirements of the Saudi
Stock Market, especially the Corporate Governance Regulations issued
by the Capital Market Authority in 2006, which are applicable to all
Saudi joint stock companies.

The responses to each question in the present study were scored
on the following five-point scale ranging from a high score (Always) to
a low score (Never):

1. Always

2. Very Often

3. Sometimes

4. Rarely

5. Never

The questionnaire was composed in English, translated into Arabic
by the researcher and then checked by an academic professional. In order
to ensure that the questionnaire was intelligible, the draft questionnaire
was sent to academic colleagues of the researcher. This pilot test resulted
in some minor textual alterations. To encourage responses, a stamped
envelope addressed to the researcher was sent with the questionnaire.
The final survey contained 14 questions, and the paper version was
three pages long, with one of these pages left empty for the respondents
to write any comments. Two mechanisms were used to gain a good
response rate: first, the questionnaire was sent through the post to the
address of each company; second, an e-mail reminder was sent twice to
companies that did not respond to the first mailing. Thirty-six (48.6%)
responses were received. Table 1 show the response figures.

0¢



Accounting Research volume (9) No. (1) - 1429H - 2008G

assurance. This additional level of assurance would help internal audit
align more closely with the organization’s maturing risk management
capabilities. However, the study also observed that failing to transition
could detract from the stature achieved by internal audit in recent years
in the eyes of senior management and audit committees. More than half
(fifty-one percent) of survey respondents expect that an annual audit
planning process focusing on an annual risk assessment will be more
important in 2012 than it is today.

The foregoing literature review shows that a number of academic
studies have investigated the role of internal audit in risk management.
These studies took place in the UK, the US, Germany, Spain, Austria
and Malaysia. Most research done in this area is concentrated on
Western Europe, Asia, and the USA. To our knowledge, the role of
internal audit in risk management in Saudi Arabian companies has not
been the subject of any study. The literature reveals the importance of
providing risk management by internal audit. Our study contributes
to this emerging literature by examining the existing practices of
internal auditors in relation to the risk management in Saudi joint stock
companies. The data for the research were obtained through a survey
sent to joint stock companies in Saudi Arabia. The next section explores
the research method.

Research Method

A review of the literature was carried out to help the researcher
to understand different issues associated with internal audit and risk
management. Several studies have examined internal audit and risk
management. A brief overview of this literature is presented below.

The prime purpose of this study is to investigate the role of
internal auditors in risk management in Saudi joint stock companies.
The questionnaire was developed based on a review of the internal audit
and risk management literature. Seventy-four questionnaires were sent
to directors of internal audit departments in Saudi joint stock companies
listed on the Saudi Stock Exchange as of February 2007. New companies
established during 2006 were excluded. The companies were drawn from
a variety of industries. Table 1 shows that this group of 74 companies
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commitment to risk management, control and corporate governance.
The study found a strong association between internal audit and the
level of commitment to risk management. The findings of this study are
consistent with those of Carcello et al. (2005).

Sarens and De Beelde (2006) described and compared in a
qualitative way how internal auditors perceived their role in risk
management within US and Belgian companies. In Belgian companies, a
focus by internal auditors on acute shortcomings in the risk management
system creates opportunities to demonstrate their value. Internal auditors
play a pioneering role in the creation of a higher level of awareness
of risk and control and a more formalized risk management system.
In the US, the objective evaluations and opinions of internal auditors
are a valuable input for the new internal control review and disclosure
requirements mentioned in the Sarbanes Oxley Act. Sarens and De
Beelde concluded that in both Belgian and US companies, the role of
internal auditors in risk assessments can be considered an important
input for their global audit planning and individual audits. It is clear that
an evolution towards a higher level of risk-based auditing is essential if
internal auditors want to play an important role in risk management. All
our cases illustrate that the review and appraisal of the effectiveness and
efficiency of the internal control system (including compliance audits)
in order to provide an independent opinion thereof remain the major
assurance task of internal auditors.

A new study, “Internal Audit 2012, was released in September
2007 by PricewaterhouseCoopers LLP (PwC, 2007) focusing on the
trends likely to affect internal auditors over the next five years and what
they expect internal audit to look like in2012. The study, which was based
on interview and survey data from chief audit executives of Fortune 250
companies in the United States, and from 25 thought leaders, including
academics, within the global internal audit community, found that over
the next five years, internal audit leaders must re-define the function of
value proposition and adopt a risk-centric mindset if they aspire to be
key players in assurance and risk management in their organization.
Based on this study, a “risk-centric” internal audit model would provide
assurance on the effectiveness of risk management in addition to controls
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most of their audit work was performed with an emphasis on risks and
controls. Moreover, a majority produced regular and detailed reports on
topics such as risk and internal control.

Paape et al. (2003) carried out study to sketch out the relationship
between the internal audit function and corporate governance among
the top listed companies in the EU. They discovered differences in
the way internal auditors operate in the EU, particularly their role in
corporate governance. Regarding risk management as the main element
of corporate governance, their study revealed that risk management is
making inroads into the internal audit function: 65% of their respondents
said internal audit within these companies is advisable or supported in
this area.

In a study similar to that of Selim and McNamee (1999b),
Allegrini and D’Onza (2003) examined risk assessment practices
in large Italian companies. Their study concluded that companies
have usually developed a structured methodology for risk assessment
to enhance corporate governance and internal control systems. The
respondents underlined the contribution provided by internal auditors in
the risk assessment process. The results of this study also show that risk
assessment findings are also considered a powerful input for planning
the annual schedule for audit (macro level). Allegrini and D’Onza
discovered that 67% of the internal auditors of Italian companies
contribute to the risk management process; the internal auditors within
these companies perform mainly operational audits and make use of
risk assessment findings in planning the annual schedule of audit.

Carcello et al. (2005) investigated factors associated with
investment in internal auditing in US public companies. One of these
factors is whether investment in internal audit is associated with
company risk. Based on data from 217 US public companies, Carcello
et al. found evidence that the total internal audit budget is positively
associated with six factors, one of which is risk, especially when the
company faces significant risk.

Stewart and Kent (2006) carried out a study to document the
current use of internal audit by Australian publicly listed companies
and to identify whether the use of internal audit is associated with
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management. A brief overview of this literature is presented below.

SelimandMcNamee(1999b)carriedoutastudyin29organizations
spanning Europe, the USA, Canada, Australia and New Zealand to
develop a model describing the interface between internal auditing and
risk management. Their study concluded that internal audit departments
within these organizations are at the leading edge of developing and
implementing risk management frameworks and processes, and have
succeeded in becoming a partner in the risk management domain. Their
findings also revealed that recognition and appreciation of business
risk, communication by which internal audit becomes aware of business
risks. In all organizations surveyed, risk management principles were
well integrated into the overall management and governance processes.
The organizations studied have standing risk councils or committees,
frequent and scheduled discussions of risk with audit committees, a
risk management group of specialists from diverse backgrounds that
counsel operating management about risk, reports from management
highlighting the risk in proposed projects or monitoring risks in projects
under way, and management reports and discussions using a common
framework of risk.

Roth’s (2002) study entitled “Adding Value: Seven Roads to
Success” solicited information regarding best practices in value-added
auditing. Survey questionnaires were sent to approximately 4,500
North American audit directors and managers. Among other questions,
participants were asked to identify their current best practices in value-
added auditing, as well as practices they believe will become increasingly
important to them in the future. Internal auditing involvement in the
organization’s risk-management represents an important emerging
practice. The first practice among the ten most frequently named
practices in each category was risk assessment to develop the annual
audit plan.

Results of an experimental study conducted by Leung et al.
(2003) within Australian companies produced results consistent with
the previously mentioned studies, revealing that a large majority of
internal auditors regarded risk management (74 per cent) and internal
control (91 per cent) as important internal audit objectives. In practice,
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towards further globalization and new technologies) can be considered
an important basis for the role of internal auditors in risk management.
Changes in the environment lead to new risks, which create the need
for new internal controls to manage these risks. Each of these two steps
creates opportunities for internal auditors to play an influential role.
Related to the first step, internal auditors can work in a risk-based way.
In all cases, internal auditors are rather limited in their involvement
in risk assessment activities. More specifically, management remains
ultimately responsible for risk assessments. Internal auditors often
perform their own risk assessments, but largely based on input coming
from management and other risk management functions.

Roth (2005) conducted a survey regarding best practices in value-
added auditing. Survey questionnaires were sent to approximately 4,500
North American audit directors and managers. Among other questions,
participants were asked to identify their current best practices in value-
added auditing, as well as practices they believed would become
increasingly important to them in the future. The ranking of risk-based
audit projects as fourth among current practices suggests that many
participants found risk-based audits to be highly effective, and perhaps
even a staple of their audit work; the relatively high ranking of this item
as an important practice for the future suggests that it is still growing in
popularity. Risk management — that is, internal auditing’s involvement
in the organization’s risk-management processes — represents another
important emerging practice.

The foregoing discussion shows that to meet rising stakeholder
expectations, an internal audit needs to move beyond the traditional
financial audit and focus on creating a new internal audit value
proposition that includes maintaining an ongoing focus on risk, and
keeping the audit committee and senior management well informed
about changing risk exposures.

Literature Review

A review of the literature was carried out to help the researcher
to understand different issues associated with internal audit and risk
management. Several studies have examined internal audit and risk
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that specific risks are being managed to the expected level. Secondly, it
will invest its time and effort in consulting activities which contribute
to the establishment of sound risk management processes across the
organization.

Statements issued by professional bodies such as IIA and IIA
- UK and Ireland show that the role of internal audit is changing. The
inclusion of “risk management” reflects the broadened practice of
today’s internal auditing as recognised by IIA and IIA - UK and Ireland.
It is clear from the Institute’s definition of internal audit and from the
International Standards for the Professional Practice of Internal Auditing
that the profession has a role to play in relation to risk management
processes.

Griffiths (2005) revealed that the Sarbanes Oxley legislation in
the US and the Combined Code for Corporate Governance in the UK
focuses on the need to demonstrate active management of risks and
report on this subject to shareholders. Boards of directors are therefore
increasingly requiring their internal audit functions to provide a much
higher level of assurance in this regard.

Fadzil (2005) stated that internal auditing has undergone dramatic
changes that have expanded its scope in a way that enables it to make
greater contributions to the organization it serves. Internal auditing
is also performed in diverse legal and cultural environments within
organizations that vary in purpose, size, and structure and by persons
within or outside the organization. Fadzil added that a survey by the
Malaysian Institute of Corporate Governance (MICG), the Institute
of Internal Auditors Malaysia (IITAM) and Ernst and Young concluded
that internal auditors are best placed to understand and appreciate
the business processes of a company and they act as management
consultants to reduce risks. Internal auditors also help run a company
more efficiently and effectively to increase shareholder value.

Sarens and De Beelde (2006) stated that the role of internal
auditors in risk management is time specific and changes quickly,
especially as a consequence of the implementation of new corporate
governance regulations. Secondly, it has become clear that the constantly
emerging changes in the business environment (e.g., the tendency
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to ensure that it has a proper continuous risk management
process. Each company will organize this process differently,
but the process will generally involve the following steps:

* Identifying, ranking and sourcing the risks inherent in the
company’s strategy (including its overall goals and appetite
for risk);

» Selecting appropriate risk management approaches and
transferring or avoiding those risks that the business is not
competent or willing to manage;

* Implementing controls to manage remaining risks;

* Monitoring the effectiveness of risk management approaches
and controls;

» Learning from experience and making improvements.

The European Confederation of Institutes for Internal Auditing
(ECIIA, 2005) added that every person and every organization faces
risks. Economics teaches us that investors obtain rewards by taking risks.
Risks are not an evil to be eradicated. However, in order to maximise the
rewards and to reduce the variability in final outcomes, those responsible
for governance must identify the risks their organizations face, evaluate
them, decide if they are at an acceptable level and, if they are not, take
action to respond to those risks. Then they must monitor the progress of
those actions and assure themselves that they are addressing the risks
as required. This is risk management. Risk management works best if it
1s acknowledged to be the job of every member of the organization and
is integrated into the organization’s culture. This makes it a key part of
the role of executive management. Recent events have highlighted the
importance of risk management to good governance. A comprehensive,
organization-wide approach to risk management, while not essential for
managing individual risks, will ensure that the organization achieves
maximum sustainable benefits from its risk management efforts, and
that the operation and effectiveness of risk management activities
can be monitored and assessed. A professional internal audit activity
will be able to support risk management in two ways. Firstly, it will
provide objective assurance to the board and to management that the
risk management framework as a whole is operating effectively and
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of internal auditors in risk management represents another important
emerging practice. Professional bodies believe that the involvement
of internal audit in risk management helps organizations to improve
business, in contrast to traditional internal audit assignments, which
simply verify compliance with policies and procedures.

Role of Internal Auditing in Risk Management

Selim and McNamee, (1999b, p. 163) defined risk as “a concept
used to express uncertainty about events and/or their outcomes that could
have a material effect on the goals and objectives of the organisation”.
They added this definition includes:

 Uncertainty about events and their consequences.

 Materiality as a threshold for consideration.

* Either positive gains or negative losses.

* Implications for organizational goals and objectives.

Cabedo and Tirado, (2004) also defined risk as “the current
environment in which firms are working, characterised by a high
level of uncertainty, does not make it easy to forecast future company
behaviour”. A series of internal and external factors are currently
conditioning company wealth, and are the causal factors behind the
challenges and threats facing firms today. Thus, they are conditioning
the future net cash flows of companies, and in the final analysis, the
firm’s equity. Cabedo and Tirado identified risk as the possible loss in
company wealth arising from the interaction of these factors.

Abdelghany and D’Onza (2005) classified risk faced by companies
into three categories:

* Financial risk: the probability of losses arising from the

financial structure of the company.

» Businessrisk: the probability of losses arising from the essential
operation side of the firm — including the evolution of product
markets and input costs — as reflected in company earnings.

» Systematic risk: the probability of losses arising from forces
which occur broadly within the economy, and affect larger
numbers of companies.

Abdelghany and D’Onza revealed that every company needs
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risks to the organization are understood and managed appropriately.

A statement issued by the ITA in 2004 (p. 3) defines the role of
internal audit in enterprise risk management (ERM) as follows: “Internal
auditing is an independent, objective assurance and consulting activity.
Its core role with regard to ERM is to provide objective assurance to
the board on the effectiveness of risk management”. The statement by
the IIA indicates the roles internal auditing should play throughout the
ERM process as follows:

* Giving assurance on risk management processes.

* Giving assurance that risks are correctly evaluated.

+ Evaluating risk management processes.

* Evaluating the reporting of key risks.

* Reviewing the management of key risks.

The ITA emphasizes that organizations should fully understand
that management remains responsible for risk management. Internal
auditors should provide advice and challenge or support the decisions
of the management on risk, as opposed to making risk management
decisions. The nature of internal auditing responsibilities should be
documented in the audit charter and approved by the audit committee.

Recently, the ITA has updated its definition of the role of internal
audit. The institute issued a statement redefining internal auditing as “an
independent, objective assurance and consulting activity designed to add
value and improve an organization’s operations. It helps an organization
accomplish its objectives by bringing a systematic, disciplined approach
to evaluate and improve the effectiveness of risk management, control,
and governance processes”. The statement also asserted that the internal
audit activity should assist the organization by identifying and evaluating
significant exposures to risk and contributing to the improvement of
risk management and control systems (IIA, 2007, p. 1).

In summary, the recommendations and guidelines previously
issued by the professional accounting and auditing bodies show the
role of internal audit in risk management as attracting the attention
not only of researchers but also of professional bodies. Furthermore,
recent pronouncements by the professional bodies indicate that internal
auditors have gone through a major “reinvention” and, the involvement
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Vinten (2003) pointed out that in the revised statement of
responsibilities of internal auditing issued by the IIA in 2000 as part of the
standards framework, the section on objectives states: “The objective of
internal auditing is to assist all members of management in the effective
discharge of their responsibilities by furnishing them with analyses,
appraisals, recommendations and pertinent comments concerning the
activities reviewed. The internal auditor is concerned with any phase
of business activity where he can be of service to management. This
involves going beyond accounting and financial records to obtain a full
understanding of the operations under review” (IIA, 2000, p. 3).

In addition, standards issued by the IIA in 2002 incorporated risk
assessment into internal audit planning at two levels, in planning the
annual schedule of audit and in planning each audit engagement (IIA,
2002).

The IIA in the UK and Ireland also issued a statement in 2002
defining the roles of internal auditors as:

* Auditing the risk management process throughout the

organization and providing assurance on management risk.

* Supporting the risk management process, as members of risk
committees, as providers of tools and techniques or as analysts
of the identification of business risks.

* Training the line staff and facilitating self-assessment
workshops.

* Co-ordinating risk reporting to the board of auditors, to the
audit committee and to the senior management (IIA - UK and
Ireland, 2002).

Another statement issued by the Institute of Internal Auditors
Research Foundation (2003) indicated that internal auditing plays an
important role in organizational corporate governance by monitoring
organizational risks and assessing controls.

Allegrini and D’Onza (2003) pointed out that according to the new
definition of internal auditing, internal auditors should play a relevant
role in evaluating and improving the effectiveness of risk management
processes. Allegrini and D’Onza added that the internal auditing process
provides assurance to management and the audit committee that the
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more. Alternatively, internal audit may choose the path that is more
likely to lead it to meet the evolving needs of modern organizations and
the rising expectations of senior management and audit committees.
This path involves creating a new internal audit value proposition that
would include the provision of risk management assurance along with
the traditional responsibility.

Statements Issued by Professional Bodies

The Cadbury Report of 1992 was the first promulgation to
recommend that the main risks facing a company should be identified,
evaluated and managed, and that they be made public as one of the items
on the agenda for the reform of the operative supervision and control
process in UK companies. Subsequently, the Combined Code (1998)
modified the initial requirements set out by the Cadbury and Greenbury
reports on the governance of corporations, and pointed to the need for a
review of their internal control systems and for the reporting of company
risks to shareholders. In answer to the Combined Code, the Institute of
Chartered Accountants in England & Wales (ICAEW) published the
Turnbull Report (1999) to help companies apply principle D2 of the
Combined Code, which states that “the board should maintain a sound
system of internal control to safeguard shareholders’ investment and the
company'’s assets”. This report emphasises the need to disclose the risks
facing firms (which are a part of their internal control system) in order
to improve management (Boritz, 1990).

The role of internal audit in risk management was also recognised
by the board of directors of the Institute of Internal Auditors (IIA)
in 1999. The 1A approved a new definition of internal audit as “an
independent, objective assurance and consulting activity designed to add
value and improve an organization’s operations. It helps an organization
accomplish its objectives by bringing a systematic, disciplined approach
to evaluate and improve the effectiveness of risk management, control,
and governance processes’. Accordingly, internal auditors have started
to look at the major risks facing their organization, and provide the
audit committee and management with an independent view of the way
these risks are being managed.
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acceptable level. Internal audit, in both its assurance and its consulting
roles, contributes to the management of risk in a variety of ways.

Selim and McNamee (1999b) stated that audit customers have
criticized internal auditors as being historically focused. Internal
auditors have been characterised as “driving the car by looking in the
rear view mirror”. This telling metaphor describes the auditor giving
advice and recommendations based on examining the historical
transaction record and the historical operation of the internal control
system. The nature of internal auditing in the current paradigm focuses
on the past and on internal control. Selim and McNamee added that if
critics are right, internal auditors will have to change from holding a
historical perspective to a more active anticipatory framework. Internal
auditors can concentrate on the future by changing their perspective
away from “the business process in a system of internal control”
towards “the business process in an environment of risk”. An internal
auditor focusing on risk adds more value to the organization than does
an internal auditor concerned only with controls.

Sarens and De Beelde (2006) stated that in responding to a study
by KPMG in 1999, US organizations started to recognize that one
important way to contribute in today’s changing business arena is to
refocus internal auditors on the critical risks and exposures that can
determine an organization’s success or failure.

Brody and Lowe (2000), Walker et al. (2003) and Stewart and
Kent (2006) revealed that the statements issued by the IIA and the new
definition of internal auditing are designed to embrace the expanding role
of internal audit, which in recent years has evolved from a narrow focus
on control to include risk management and corporate governance.

A recent study by PricewaterhouseCoopers (PwC, 2007) shows
that companies now view risk management and internal controls as
fundamental to their business operations. As organizations consider new
techniques to manage risks and controls, companies look to both internal
audit and other functional areas to assess risk as well as to perform the
more traditional assessments of controls. The study by PwC emphasised
that internal audit finds itself at a crossroads with two possible paths to
the future. One is to continue doing what it does today and nothing
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Introduction

The auditing profession, both internal and external, has come under
increasing scrutiny since the highly publicised collapse of the energy
trader Enron in the US (Vinten, 2003). A study by Carcello et al. (2005)
revealed that the emphasis on internal auditing has increased markedly
since 2001. In the aftermath of large corporate failures, regulators have
taken steps to ensure that companies have internal auditing. The New
York Stock Exchange (NYSE) is requiring all listed companies to have
an internal audit function, and the implementation of section four of
the Sarbanes-Oxley Act (SOX 2001) is greatly expanding the emphasis
companies place on internal control over financial reporting. Carcello
et al. added that recent Securities and Exchange Commission (SEC)
speeches and enforcement actions reflect the view that internal auditing
is an integral part of corporate governance and internal control processes
of a company (SEC, 2002, 2004).

Stewart and Kent (2006) added that in 1987 the National
Commission on Fraudulent Financial Reporting in the US recommended
that “all companies should maintain an effective internal audit function”
(Treadway, 1987, p. 37); since that time, corporate governance
committees around the world have reiterated this recommendation.

Mark (2001) pointed out that in response to changing business
demands, internal audit departments of the future are likely to be
different in several key ways. For instance, they will audit faster and
place more emphasis on real-time risk and controls consulting.

Instead of focusing on a list of audits from an audit schedule, they
will be concerned primarily with assurance, providing peace of mindfor
their clients that business risk is being managed effectively -
even, or especially, during turbulent times. Most importantly, however,
internal auditors need to start looking further ahead and rethinking their
traditional approach to internal audits.

A statement issued by the Institute of Internal Auditors (IIA,
2004) revealed that over the preceding few years, the importance to
strong corporate governance of managing risk had been increasingly
acknowledged. Organizations are currently under pressure to identify all
the business risks they face and to explain how they manage them to an
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The present study found evidence that there is a regular interaction
between internal audit managers, audit committees and risk managers
to review the internal audit with respect to its involvement in risk.

In all organizations studied, internal auditors receive information
about risk on a regular basis from the risk management department
and from outside sources. Internal audit departments are also using
a systematic and disciplined approach to risk management, and have
established risk-based plans to determine the priorities of internal
audit activities. Internal auditors are adequately staffed with competent
staff.

Recent regulatory actions by the CMA and SOCPA in Saudi have
also encouraged internal auditors to play amajor role in risk management
within organizations. This study notes that internal audit departments
are now more likely to start to help companies and their management to
comply with corporate governance regulations in Saudi.

To protect the independence and objectivity of internal auditors,
they should not manage risk on behalf of the management. The only
reason they are helping to manage risk is that there are no guidelines
for Saudi internal auditors regarding their roles in risk management.
Professional bodies such as SOCPA and CMA need to issue rules and
guidelines.
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The Role of Internal Auditing in Risk Management
in Saudi Joint Stock Companies:
an Empirical Survey

Saad M. Mariq, PhD'

Abstract

The aim of this research is to investigate the role of internal
auditors in risk management in Saudi Joint Stock Companies. The
research is based on a survey of chief internal auditors of companies
listed on the Saudi Stock Exchange as of February 2007. Seventy-four
questionnaires were sent to directors of internal audit departments in
Saudi joint stock companies listed on the Saudi Stock Exchange. The
companies represent 8 industries: banking, industrial, cement, services,
electricity, telecommunication, insurance, and agricultural. Responses
to each question were scored on a five-point scale ranging from a
high score (Always) to a low score (Never). Thirty-six completed
questionnaires were returned (48.6%).

The results provide evidence that in all Saudi companies that
participated in the study there is a well-developed risk management
system and a high overall focus on risks and internal controls.

The survey results reveal that internal audit managers within
Saudi joint stock companies are starting to view risk management as
fundamental to their business operations, and they have moved beyond
the traditional auditing practices to create a new internal audit value
proposition, especially in risk management, to assure management and
the board of directors of the effectiveness of risk management.

By participating in risk management, internal audit departments
in Saudi companies are beginning to comply with the statement issued
by the ITA and ITA - UK and Ireland which asserted that internal audit
activity should assist the organization by identifying and evaluating
significant exposures to risk.
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