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This paper presents the main results of a research that had as general purpose to study
the existence and implementation of internal auditing procedures within Portugue-
se municipalities, as a consequence of local management reforms. Using a question-
naire, we have searched for: knowing the features of the internal auditing service/
department, if existent; gathering information on the practice of internal auditing
standards and procedures, focusing on economic and financial auditing; and verifying
which issues are object of internal auditing, namely those related to the accounting and
internal control systems. We have also assessed the importance practices and objects of
internal auditing are given, even if non existent. Given that the questionnaire was built
on the basis of auditing standards used in the private sector, this research allows to
assess the possibility for these to be applied and useful for Portuguese municipalities.
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LA AUDITORIA INTERNA EN LOS MUNICIPIOS PORTUGUESES

Este documento presenta los principales resultados de una investigacion que tuvo
como proposito estudiar la aplicacion de procedimientos de auditoria interna dentro
de los municipios portugueses, como consecuencia de reformas en la gestion local.
Mediante un cuestionario, se ha buscado: conocer las caracteristicas del servicio o
del departamento de auditoria interna, si existe; la recopilacién de informacion en la
practica de las normas y los procedimientos de auditoria interna, centrandose en la
auditoria econémica y financiera; y la verificacién de cuales son los temas objeto de la
auditoria interna, a saber, los relacionados con los sistemas de contabilidad y control
interno. También hemos evaluado la importancia que se ha dado a las practicas y los
objetos de la auditoria interna, incluso si no existen.

Teniendo en cuenta que el cuestionario fue construido sobre la base de normas de
auditoria utilizadas en el sector privado, esta investigacion permite evaluar de la posi-
bilidad de que estas sean aplicadas y su utilidad para los municipios portugueses.

Palabras clave: Auditoria Interna, procedimientos, normas, Municipios, Portugal.
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Introduction

The concept of auditing has changed over time, reflecting not only the changes
happened while developing organisations but also the increasingly broad objecti-
ves that have been assigned to it. Nowadays, internal auditing might be defined as
an independent activity of objective evaluation and of consulting, aimed at adding
value and improving operations within an organisation, bringing a systematic and
disciplined approach to assess and improve effectiveness in organisational pro-
cesses, managing the information risk, control and communication and helping
reaching organisational objectives (IIA, 2004). Therefore, it does not have an ex-
clusive financial character any more, since it has extended its scope to such diver-
se subjects as processes and business systems risks, sustainability, environment,

security, social responsibility, etc.

Regarding Public Administration context, Public Sector auditing standards invol-
ve specific requirements of continuous education, relating to the governmental
environment as well as to private sector auditing standards. Hence, Public Sector
auditing requires additional demanding to the general accepted auditing standards,
since their fully understanding within this particular context is fundamental to
get quality, accurate and impartial views and certificates. On the other hand, the
recent changing environment has brought Public Administration to face new re-
quirements, which have led Public Sector organisations to regularly review their
auditing policies and standards, in order to continue pursuing their functions
according to rigorous professional criteria. Subsequently, Public Sector internal
auditing might become a significant part of the auditing practice. In the last deca-
des the Portuguese Public Administration has undergone several reforms, mainly
adopting programmes of modernisation and administrative changes. It has been a
process of evident progress despite a few drawbacks that some times offer the idea

that the changes accomplished have been less proportional to the efforts endorsed.

Portuguese Public Sector auditing, namely in municipalities, is forced to work
differently, adopting new methods to be managed and developed, assuring better
municipal functioning and going along with the evolution of municipal mana-

gement needs, increasingly more demanding (OECD, 2003). The large diversi-
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ty of municipalities in Portugal might come to require an internal auditing and
control involving independent certified private auditors and/or public auditors.
As Portuguese Public Administration moves to a juridical freedom closer to the
private sector, the need to avoid, at all cost, exacerbated freedom, as well as
control needs, demand increasingly more detailed schemes of procedural rules
(Estorninho, 1996). The less regulated administrative procedures contracts are,

the stronger the precautions against misuse of several possibilities must be.

This context supports the main reason for our research. In fact, the recent chan-
ges consequence of the New Public Management also seem to point to the adoption
within the Public Sector in Portugal, municipalities in particular, of auditing stan-
dards used in the private sector, allowing us eventually come to suggest a ‘New

Public Auditing’ .

We believe it is important to highlight the notorious lack of research about muni-
cipal internal auditing, either in Portugal or at an international level. Concerning
literature and standards, many are from the private sector, although they might
be adapted to the Public Sector, as well as a few related to external auditing
that might be adapted to internal auditing. This scenario gathers favourable and
unfavourable issues to this research: on the one hand it allows us to carry out an
original investigation that we expect might contribute to better municipal ma-
nagement in Portugal, since it is the first about this issue; on the other hand, the

scarcity of theoretical and normative support raises difficulties to our study.

Thus, our main purpose is to analyse the existence and implementation of inter-
nal auditing procedures and other related issues (including the existence of Inter-
nal Auditing Offices and/or internal Official Auditors), as well as the importance
these are given in Portuguese municipalities. Since the importance analysis is in-
dependent from their application, we also assess the possibility of implementing
in the Portuguese municipal internal auditing, other procedures, namely those

used in external auditing and referred in international auditing standards.

Subsequently, this paper is organised as follows: Sections 1 and 2 present the
theoretical and normative framework, namely what we believe are the main is-

sues supporting our empirical research. Section 3 addresses the internal control
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and auditing in Portuguese municipalities, essentially based on regulations, since
there are yet no studies that allow us to assess the state of the art. Section 4 pre-
sents the empirical study, firstly briefly describing the methodology and secondly

discussing the main ﬁndings. The conclusion summarises the final remarks.

1. Theoretical Framework

1.1 AUDITING CONCEPTS

Auditing might be defined as an exam to the operations, activities and systems
of an entity, aiming at verifying whether they are being carried out or working

according to certain objectives, budgets, rules and standards (INTOSAI, 1997).

Regarding the entity to be audited, audits might be internal and external, both
analysing and evaluating processes and activities, developing exempt, rigorous
and objective examining tasks. Both identify, analyse and assess internal control
procedures, perform tests, identify insufficiencies, errors and anomalies, evaluate
the associated risks and prepare reports including auditors’ opinions, suggestions
and corrective proposals in order to surpass or minimise the problems that have
been found (Marques, 1997). Considering these similarities, it is acceptable that
common methodologies and techniques are used, such as tasks planning, progra-

mming and dating, and the use of checklists and questionnaires.

Within the context of municipalities, Torres Pradas and Salvador (1995) explain
that, opposing external auditing, internal auditing is carried out by a body inter-
nal to the entity to be audited. It is an independent activity, of assurance and of
consulting, aiming at adding value and improving operations within the organisa-
tion; it helps accomplishing organisation’s objectives, using a systematic and dis-
ciplined approach, to assessing and improving effectiveness in risk management

processes, control and governance.

There are, however, important differences between internal and external audi-
ting in municipalities, namely concerning (Hernandez, 2001; Marques, 1997;

Torres Pradas and Salvador, 1995):
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* Main objectives — while external auditing is essentially of economic and
financial nature, aiming at issuing an opinion on the accounts, internal audi-

ting aims at supporting the Executive and the municipality’s management;

* Addressees — external, such as Central Government or the general pu-
blic, in external audits; the Executive and municipal audited services in

internal audits;

* Scope — financial statements in external audits; all municipal functions
and activities in internal audits, which thus has a much broader and varia-

ble scope;

* Focus and methodology — external audits generally analyse accounting
standards, records and balances, focusing on financial statements, whereas
internal audits are deeper and more extensive, focusing on criteria and
procedures regarding the accomplishment of internal policies and rules
and the internal control system effectiveness — they take into consideration

management control issues and operational areas;

* Independence — while external audits are developed by external profes-
sionals independent from the municipality, internal audits are carried out
by internal professionals that though independent from the audited servi-

ce, are less independent from the municipality’s top administration;

* Timing and frequency — normally the decision of developing an external
audit does not depend on the municipality willingness, but it is compul-
sory at the light of the applicable legislation; therefore external audits tend
to be performed annually, while internal audits though periodic do not

have specific timings — they depend on what the municipality wants;

* Some concepts, such as materiality, risk and internal control — external
auditing gives more importance to the risk associate to errors and omis-
sions that might affect the financial statements, while the risk concept in
internal auditing is broader, embracing inefficiencies while using the re-
sources, ineffectiveness of several order, since relating to organisational
structure and objectives; materiality is assessed in external auditing con-

sidering essentially the quantitative consequences on financial statements,
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while for internal auditing materiality assumes a qualitative dimension
(e.g. in terms of the municipal image amongst the public); internal con-
trol assessment in external auditing seeks for identifying risks that might
jeopardise the information disclosed in the financial statements, while in

internal auditing it embraces management control.

Therefore, municipal internal auditing focus on organisational issues, systems,
powers and responsibilities delegations, working methods and procedures and
other broader organisational issues reflecting in all organisational areas, as well as
in how they relate to each other in the whole of each municipality. It searches for
normative insufficiencies, gaps between norms and reality, out of date methods

and processes and unnecessary tasks and procedures (Marques, 1997).

In what concerns the object to be audited, Torres Pradas and Salvador (1995)
classify: audits to the accounts, audits to the entity’s economic and financial situa-
tion, legality and regularity audits and management (economy, efficiency, effecti-

veness and strategies) audits.

Traditionally external audits focus on economic and financial issues, supported by
accounts analyses. Classically, financial auditing is an exam to an entity’s accounts
and to its economic and financial situation, performed by an auditor with the
purpose of issuing an opinion (Carvalho, 2006). Yet, since it has a broader scope,
though emphasising general management matters, internal audit also includes

financial and economic issues.

The IFAC (1999) harmonised the definition of financial auditing as an exam made
by an auditor, of the financial statements, aiming at issuing an opinion on those
statements, in order to increase their reliability. It has implicit verifying confor-
mity of procedures and practices with principles, rules and standards, so as to ex-
press an opinion on whether the accounts show the true and fair view of the entity
economic and financial situation referring to a certain date. It is based on Mautz
and Sharaft (1993) postulates: it is designed in a strictly technical perspective; it

validates the annual accounts; and it is based on historical documents and records.

Within the financial auditing concept, public sector auditing must be understo-

od as the audit performed to entities of public law, that do not follow the rules
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of companies law, therefore having different obligations in what concerns finan-
cial information. Although fraud and error concerns had recently given room for
other purposes (e.g. efficiency), in the Public Sector domain those remain highly
important, as well as matters relating to budgetary legality. The general public
expects from those managing public moneys great transparency and accountabi-
lity; the primary responsible for assuring that public moneys are managed with
integrity are governments and elected members, as well as public managers and
servants. Therefore, public sector auditing represents a fundamental ring within
this reliability chain: regular audits are an important mean to prevent and detect
irregularities in financial matters, either due to agents corruption of to simple
negligence in accomplishing with procedures that assure public moneys are being
adequately spent (Costa, 2000). Furthermore public sector auditing looses its
value added if it merely analyses past facts; therefore it has to act permanently on
what is happening, disseminating the best practices and contributing for public

management to be done in a way that maximum value for public money is assured.

According to Almeida (2003), public sector auditing is a new market for auditors
and it is gaining an increasingly clear form. Since it has been progressively more
demanded by municipalities (Portugal included) it shows a market with impor-
tant development perspectives, where legality and financial auditing is starting to

give place to efficiency issues.

In local governments’ context, municipalities decide for financial audits (GAO,

2003):

* When they find it is needed and when there are some doubts on the ac-

counts and budget execution veracity;
* For preparing privatisations at their responsibility;
* When there is a chronic or significant budgetary deficit;

* To assess the financial risks and investments ﬁnancing plans that exceed

certain limits;

* To analyse the estimation methods for expenditure and revenue when

there are significant deviations of reality in face of the estimations.
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The traditional separation between public and private sector auditing will tend to
disappear rapidly. If in a social perspective, auditing is an exam carried out by an
independent person, that compares organisational objectives with achievements,
preparing reports, then this concept is comprised within control mechanisms
both in the public and private sector contexts, for accounts and accountability
verification. Furthermore, efficiency and effectiveness are increasingly entering

public sector financial auditing (Torres Pradas, 2001).

Nowadays, as private sector internal auditing is enlarging its scope from a financial
focus to more ambitious purposes such as supporting risk management, keeping
an effective internal control, assuring that the organisation works properly, with
adequate operating systems and resources management, similar course is happe-
ning in public sector auditing (Torres Pradas and Pina Martinez, 1999). In this lat-
ter context, internal auditing is increasingly a management instrument, facilitating
analyses, information and recommendations on audited areas and incorporating

the evaluation of entities’ efficiency, economy and effectiveness (IFAC, 2001).

1.2 INTERNAL AUDITING EVOLUTION AND ACTUAL PROCESS

Internal auditing has passed through several evolutionary stages, starting focusing
on accounting records and passing in the 1940s, when the internal auditing pro-
fession starts to appear', to emphasise control (Brink and Herbert, 1982; Chun,
1997; Mcnamee, 1997). In the following fifty years, the Institute of Internal Au-
ditors (IIA) had a great contribution for the recognition and progress of internal
auditing, namely developing a common body of knowledge that led to standards
together with a code of ethics, to be constantly updated and transmitted to pro-

fessionals through continuous training (Gleim, 2001).

Since the 1990s, internal auditing is facing a new paradigm based on the vision of
the processes and focusing on ‘business risk’. Almeida (2003) explains this risk
focus means a global, holistic and systemic orientation for auditing. In fact, inter-

nal auditing perspective has broadened to embrace risk management techniques,

1 The Institute of Internal Auditors was founded in 1941.
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other than control activities. The auditor now identifies the risks and tests several
ways through which management will reduce those risks, going beyond internal
controls (Mcnamee, 1997; Mcnameed and Selim, 1998). Internal auditors are ha-

ving a more influential role in the organization’s future (Krogstad et al., 1999).

Mifion and Dominguez (2003) explain that internal auditing has been passing
from a role of control to a consultative role. Richards (2001) acknowledges that
although that role has been within internal auditing for a few years, only recently
has been considered an actual auditing service, which tends to create a new rela-
tionship between internal auditors and audited organisations. Subsequently, new
tendencies are expected for internal auditing, shifting from verifying conformity
with rules to focusing on consulting, risk and governance (Chapman, 2001). Ac-
cordingly, the Professional Practices Framework from IIA (2004) has reflected

standards not only concerning conformity and control, but also risk management.

The great difference between the former and the current internal auditing focus
is in the strategic analysis and assessing business processes as a previous step to the
work currently carried out by auditing departments (Lorenzo, 2001). Thus, inter-
nal audits plans pass from isolated elements to converge with business plans, sharing

common objectives and developing simultaneously as the organisational strategy.

Aligning municipalities’ strategies with the audits planning, the internal auditing
process becomes linked with municipalities’ goals and objectives. Designing a
map of the risks associated to municipalities’ activities is a fundamental step as a

base to develop all auditing related tasks (Mifion and Dominguez, 2003).

As explained, internal auditing is a purposive activity. With either a controlling
or a consultative role, internal auditors are required to express an opinion and
recommendations, generally in a form of a conclusive report. Therefore, there is
a logic progression in the internal auditing process that starts by considering the
purpose of serving the needs of the organisation to be auditing, so taking into con-
sideration its mission, main goals and risks; these will affect the audit planning:

objectives, tests and consequently the final report (Mcnameed and Selim, 1998).

In municipalities, as in other organisations, internal auditing must evaluate controls

adequacy and effectiveness, embracing governance and including: security and
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integrity of financial and operational information, operations efficiency and effec-

tiveness and conformity with laws and regulations (IPAI, 2007, PR 2120.A1-1).

The scope and development of internal auditing activities therefore embraces the
multifaceted internal control system in order to support the administration in
managing the risks. Specifically, it is expected that reliability and conformity of

municipality’s acts and decisions is assured by controlling processes concerning:
* Accounting records;
* Specific regulations, budget and budgetary execution statements;
* Documents, files, archives and notes;
* Disks, CD-roms and other information magnetic supports;
* Non documented facts;
* Other relevant information on the entity.

The final report is then crucial as an instrument to communicate internal auditing
results. Morais and Martins (2007) suggest, as in Figure 1, several stages for the
preparation of the internal auditing report, starting by defining the audit objec-
tives (establishing interim reports to be prepared, scope limits and addressees)

according to the entity’s policies.

Figure 1
Internal Audit Report cycle

Audit
Objectives \

‘Working programme

Report general lines
Work /

supporting
papers
Report analysis and ]
discussion — Final Report

Source: Morais and Martins (2007)

Discussion with the
audited entities/services

Report draft version
for discussion
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Underlying the above cycle, auditing tasks are supervised in order to accomplish
with both the objectives and expected quality standards. The responsible by the
internal audit team must assure that the whole process starts with planning and

pursues with exam, evaluation and monitoring stages, finalising with the report.

The internal auditing report must be distributed amongst the organisation board
members capable of taking in due consideration the audit results, meaning that the

reportwillassureapositiontotakesome correctiveactions (IPAI,2007,PR 2440-1).

In what concerns risk exposure, internal audits reports should identify critical si-
tuations and their consequences on the organisation’s goals (IIA, 2004); they should
be written in a language understandable by all (Reding et al., 2000). The report
usefulness canincrease ifitincludes improvements recommendations and informa-

tion on current issues and trends on internal auditing (IPAI, 2007, PR 2120.A1-1).

Internal auditing currently faces new challenges concerning the report resul-
ting from demands of regulating bodies, professionals and the audited entities
themselves. Requirements in matters such as accounting and finance, governan-
ce, internal control, risk management, quality and environment have impact in
communicating the internal auditing results. Together with IT and a dynamic en-
vironment, they are constant challenges to new competencies for internal audi-
tors (IPAI, 2007 — ND 2400).

1.3 INTERNAL AUDITING ADVANTAGES, USEFULNESS AND INFORMATION QUALITY

As mentioned, internal auditing must be understood as an instrument at the ser-
vice of management, including public management. The systematic exam of evi-
dence it involves allows independently assessing the performance of an organisa-
tion, programme, activity or public function, providing information that improve
public responsibility (GAO, 2003).

In municipalities, the benefits expected from internal auditing must consider a
set of variables that relate to the way each entity works, its effectiveness, credibi-

lity, prestige and public image (Torres Pradas and Salvador 1995), namely:

* The position of the internal auditing department within the organisatio-

nal structure, in relation to the other municipal services/departments;
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* The more or less interest from the top management in the internal audi-

ting service;

* The objectives, scope and competencies of the internal auditing de-

partment and the way those are clearly stated and publicised;

* The way the auditing department is organised and the leadership role of
the head responsible;

* The number of professionals in the auditing department, their specific

training, capacity and professionalism, motivation and dedication.

Therefore, internal auditing in municipalities is a management instrument that
might be used for solving existing debilities in several services. It is a service/
department that continuously contributes to improve municipal management in
abroad sense, considering its global and detailed knowledge of the municipality it
is comprised within and the continuous and systematic assessment of the way this
is working and is organised — it promotes economy, efficiency and effectiveness in
using public resources, assuring accomplishment of municipal public policies and

plans, at the same time as reliability of information for decision making.

Internal auditing is especially useful while delimitating expectations on the secu-
rity degree given by the auditor to the accounts, processes and other situations
to be analysed regarding which his opinion is issued — being useful, it cannot
support all expectations regarding information credibility as well as legality, effi-

ciency and effectiveness in the way managers act (Humphrey, 1991).

Amongst the theories supporting auditing usefulness’, Humphrey (1991) refers
as of particular interest within the public sector to one that has as fundament the
public interest of the auditing function: an auditor within an organisation or the
conscience by the agent of the existence of an effective control, have an dissuasive
effect on undesirable practices in public management and accounts. Independen-
ce is a critical issue for the auditing good performance, therefore conditioning
the quality and usefulness of the service provided; it is as much necessary as the

auditing tasks are more involved in general management. In municipal internal

2 Humphrey (1991) also refers to agency theory and cost-benefit analysis.
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auditing this becomes a complicated issue, given that auditors are also municipali-
ties’ employees (Hernandez, 2001).Yet, hierarchic dependence must not be con-
fused with autonomy while performing auditing tasks, essential for rigour and
exemption in the analyses, and when presenting the conclusions and recommen-
dations to the Executive. It is fundamental that the internal auditing activities are

carefully planned and this plan approved by the Executive (Prieto et al., 2002).

From above, it is almost redundant to state that, within a context where new
management information requirements arise (for example, within ‘municipal
groups’), municipal internal auditing has a fundamental role in assuring financial
information with quality enough to justify its usefulness. As in the private sec-
tor, municipal financial information must have several qualitative features (GASB,
1987; AECA, 1999; IFAC, 2001) that have therefore to be central in the internal
(as for the external) auditor concerns. He/she must verify whether the available
resources are adequate to assess both the information security and the risks (in-
ternal and external) exposure; he/she must also evaluate whether the threats are
know on time and the appropriate corrective measures are taken, assessing at the
same time the effectiveness of preventive measures. Subsequently, the auditor
must also recommend the implementation or improvement of (new) controls, in
order to assure information quality. Finally, one must highlight the reliability in-
creasing and the transparency in the accountability process that have been offered
by internal auditing, which are fundamental elements within the municipal new

management model.

2. Auditing Standards applicable to Municipalities

The main international bodies that have been involved in issuing auditing stan-
dards applicable within the public sector context are the International Organization
of Supreme Audit Institutions (INTOSAI) and the IFAC’s International Auditing and
Assurance Standards Board (IAASB), mainly for external auditing, while the Institute

of Internal Auditors (IIA) has had particular intervention in internal auditing,
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INTOSAIs (1997, 1998 and 2000) standards offer a framework of practices and
procedures to be followed particularly by Supreme Audit Institutions (SAls) when
performing audits. IAASB’s (2008) standards, directed to auditing professionals,
aim at internationally harmonise auditing procedures, especially those related to
financial statements auditing, as well as promoting auditing techniques and prin-
ciples and increasing auditors reports understanding. IIA (2004) standards are
basic principles to be followed while carrying out the auditing activity, so being a
base to assess internal auditing performance and to promote organisations’ pro-

cesses and operations improvement.

Both INTOSAI’s (1997 and 1998) and IAASB’s (2008) standards comprise Basic
Principles, General Standards, Standards of Procedures to Perform Audits (‘field-
work’ standards involving planning, execution and concluding procedures), and

Reporting Standards.

In order to discipline the auditing profession, the IIA has developed a Professional
Practices Framework aiming at promoting an ‘ethics culture’ amongst the auditing
profession, as well as supporting professionals that worldwide seck for offering
a quality auditing service. From a Code of Ethics comprising Basic Principles
(integrity, objectivity, confidentiality and competence) and associated Rules of
Conduct, this framework has derived International Auditing Standards (IASs) and
Recommended Practices to guide internal auditing practice internationally (Mo-
rais and Martins, 2007).

[IA’s standards have been translated and adapted to internal auditing profession
in Portugal by the Portuguese Institute of Internal Auditing (IPAI, 2007). On the
other hand, INTOSATI’s and IAASB’s standards have been in the scope of the Por-
tuguese Order of Certified Auditors (OROC, 2007).

It has been acknowledged that (businesses) auditing general principles are applied
to public sector, namely governmental entities (IFAC, 2001). Therefore, there is
within the public sector, a parallelism with the private sector objective of reinfor-
cing the confidence in public entities management, which relates to other issues

of creating a ‘management culture’, transparent and accountable to the commu-
nity (INTOSAI, 1997 and 1998).
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Subsequently, the normative framework that our empirical study referred to was
fundamentally the Technical Standards of Revision and Auditing from the Por-
tuguese OROC (2007). More specifically we have followed standards (DRAs)
230, 300, 410, 790 and 872 (OROC, 1998, 1999, 2000, 2003a and 2003b), as
explained, in turn derived from INTOSAI’s and IAASB’s.

Table 1 summarises the OROC’s basic Technical Standards of Revision and Audi-

ting that have supported our questionnaire.

Table 1

Technical Standards of Revision and Auditing

* Internal auditor independence

*Written commitmentstatingthe scopeand nature of the work tobe performed
General Standards * Credibility of the assertions within the financial information

* Presence of ‘occurrence risk’ in detecting errors and fraud

* Possibility of resorting to external experts to issue an opinion

® Getting to know the entity and its business/activity
¢ Critically appreciate significant facts

Prepa- ¢ Critically appreciate both the accounting and the internal control systems

ratory Analysing both the internal and external factors conditioning the entity’s

Actions activity

Verifying whether the computing information systems affect auditing

Determining the auditing risk considering materiality limits

Establishing priorities in face of areas, operations, processes or docu-
ments to be audited

lncreasing processes eH‘iciency

i Planning Getting proofs by certain procedures (methods and techniques) and
Fieldwork

standards

using more or less deep tests

Identifying the need and adequate resources

Preparing a schedule highlighting the audit estimated beginning and
conclusion, including the activities/processes to be audited

® Analysing expenditures financial regularity and legality

® Analysing revenues financial regularity and legality

® Assessing the self-control systems: revenue and expenditure cycles
® Assessing the internal control system

Execution | ® Getting the proof using methods and techniques of:

¢ Inspections, observations, verifications and comparisons

® Substantive, trajectory and conformity tests

¢ Calculations and other analytical procedures

¢ Auditor conclusions adequately documented
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continuacion

tions (‘follow-up’)
Reporting Standards

® Final results must be communicated in a formal way

® Written justification of all entity’s weaknesses and make recommenda-

® Before preparing the final report, conclusions must be discussed with
those responsible by the audited area
® The reports delivered must be short, opportune, clear and concise

® An opinion final statement must be issued

Source: OROC DRAs 230, 300, 410, 790 and 872 (1998, 1999, 2000, 2003a and 2003b)

In the context of new management models in Portuguese municipalities, there

has been an increasingly demand for auditing, both external and internal, as it is

explained in the following section. This demanding has had particular importan-

ce in financial and budgetary issues, since the reform of municipal accounting in

1999, so financial statements auditing issues has been critical. Accordingly, Table

2 summarises the main budgetary, financial and cost statements that comprise the

accounts to be audited, articulating with audits purposes.

Table 2

Accounts Auditing in Portuguese Municipalities

Accounts Statements

Financial Auditing purposes and features
(DRA 872 — OROC, 2003b)

Budgetary Accounting:

It aims at establishing a quality control programme to:

* Expenditure control budgetary statement

* Revenue control budgetary statement

* Cash flow statement

* Multi-annual investment plan annual execution sta-
tement

* Annex to budgetary statements

Financial Accounting:

* Balance Sheet
* Operating Statement (by nature)
* Annex to financial statements

* Management report

* Betterassessment, increasing strongissuesan ® d trying
to eliminate weak pints in auditing performance;

* Verifying GAAPs application;

* Verifying the accomplishment of measurement cri-
teria;

* Evaluating the internal control system;

* Verifying the attaining of (internal) rules and regu-
lations;

* Assuring economy (use of resources at the lowest
possible cost), efficiency (getting the optimal re-
lationship between outputs and used means) and
effectiveness (supporting organisational objectives

accomplishment).

Cost Accounting:

It issues and opinion on:

* Operating Statement (by functions)

* Costs analytical statements by activities or functions

* Adequacy while using public funds;
* Legality fulfilment;

* Financial regularity.
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Given the focus on internal auditing and the importance of the internal control
system (ICS) referred to in previous sections, we have considered the ICS in our
study as an object of auditing, namely its components and functioning in articula-

tion with the organisational structure.

3. Internal Control and Auditing in Portuguese Municipalities

Internal control issues in the Portuguese Public Administration have started to
be acknowledged as important within the so-called State Financial Management
Reform (SFMR), which formally started with the Public Accounting Bases Law
(Law 8/90). This law established the accounting regimes to be applied to govern-
mental entities, either with administrative autonomy or with both administrative
and financial autonomy. Regarding control, it stated that public entities budgetary
management should be done via a system of systematic and successive control
and, when needed, using accounting direct verification. Furthermore, financially
and administratively autonomous entities should have internal control means,

technically independent from the management bodies.

Budgetary Framework Law (Law 6/91)’, defining rules and procedures for the
State Budget preparation and execution, establishes that those services respon-
sible for preparing the budget and governmental accounting should develop and
maintain an internal control system associated to the budget, for which auditing
firms services might be requested. Law-decree 155/92, complementing the Pu-
blic Accounting Bases Law, comes to conciliate the autonomy requirements with
the need for more and rigorous control, namely concerning public expenditures
authorisation. Successive control aims at evaluating the decision and internal con-
trol systems, as well as assessing the legality, financial accuracy, economy, efficien-
cy and effectiveness of the entities financial management. Budgetary management
should be controlled in three perspectives: auto-control (by internal services wi-
thin entities); internal control, successive and systematic, done by external en-
tities auditing the services; and external, jurisdictional control, by The Court of

Accounts (supreme auditing body).

3 Meanwhile revoked by Law 91/2001, but maintaining those broad issues concerning in-

ternal control.
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Within the SFMR, particularly enhancing the financial control revision and re-
inforcement, Law-decree 166/98, complemented by Regulator-decree 27/99,
established the Internal Control National System. These regulations aimed at
organising the State Financial Management internal control system, assuring its
exercise in a coherent and articulated way. Internal Control is defined as “the
verification, monitoring, evaluation and information about legality, regularity
and good management, concerning activities, programs or projects with interest,
within public entities management”. It aims at introducing an articulated model,
structured in three levels of control — operational, intermediate and strategic,
defining the entities held responsible in each of these levels*. The first (opera-
tional) level of control is of the responsibility of inspective, auditing or control
services within each entity to be controlled, and concerns management decisions

verification, monitoring and information.

Within the Portuguese Local Administration in general (both administrative and

business entities) auditing and control is legally pursued by several bodies, such as:
* The Court of Accounts
* Finance General Inspection
* Territor y Administration General Department
* Controlling Board or Single Controller (for business companies)
* Internal Control Services
* Municipal Councils, Municipal Business Companies Councils
* Order of Certified Official Auditors (OROC)
* Citizens

The role of each of these bodies and their forms of control within Local Adminis-
tration, particularly concerning the accounts and results control, is fundamental
while municipalities develop new forms of delivering public services and accom-

plishing their functions.

4 For further on this subject, see Costa (2008: 41).

322



INTERNAL AUDITING AMONGST PORTUGUESE MUNICIPALITIES
Susana Jorge / Anabela Costa

Most of those bodies are responsible for external control, being The Court of Ac-
counts the supreme auditing body according to the Portuguese Republic Cons-
titution, which is responsible for controlling public expenses legality as well as
for certifying all governmental entities accounts. Therefore, this body has today
the highest responsibility regarding public sector (external) auditing. Concerning
municipalities, there is expenditures previous control, assessing management ac-
tions legality, economy, efficiency and effectiveness, including the internal con-
trol system reliability, and accounts (successive) verification (TC, 1999). Muni-
cipalities’ accounts are submitted individually to The Court of Accounts by each
entity belonging to the ‘municipal group’, and subsequently audited a posteriori,
at distance, using procedures of analytical revision. Nonetheless, occasional (insi-

de) audits might come to happen, when the need arises (Carvalho, 2006).

In what concerns internal control and auditing, within a broader reform in mu-
nicipal management, several financial management, accounting and internal
control instruments have been introduced in Portuguese municipalities, namely
associated to increasingly more elaborated organisational structures and of ser-
vice provision. These instruments have implied critical analyses, identification of
information gaps and the need for further developments in municipal auditing, In
fact, municipalities have been devolving their services to ‘satellite units’ such as
Municipalized Service Units, Municipal Business Companies, Municipalities’ As-
sociations, Foundations, public-private partnerships, concessions, etc. (Mesa and
Rivas, 2001). Each one of these intervention forms has different juridical and ac-
counting regimes, as well as different levels of financial and economic autonomy,
therefore requiring different levels of coordination, control and risk manage-
ment by each municipality. Regarding auditing, several of those types of entities
(e.g. Municipal Business Companies) apply hybrid systems, combining the typical
forms of governmental accounts control and auditing as that from The Court of

Accounts, with accounts certification as a business corporation.

As municipalities” competencies and activities has evolved, more accounting and
financial information for management support has been demanded. In the context
of governmental accounting reform, a Plan of Accounts for Public Accounting
(PAPA — Law-decree 232/97) was passed, which the Plan of Accounts for Local
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Government (PALG — Law-decree 54-A/99) has been derived from, integrating
in the same system budgetary (cash-based), financial and cost (both accrual-based)
accounting. This more informative accounting and financial system is capable of
better supporting municipalities’ management, apart from showing municipali-
ties’ financial and economic position (Caiado and Pinto, 1997).The main financial
statements now relate to both budgetary and financial accounting: Budgetary Sta-
tements (Revenue Control, Expenditure Control and Cash Flow), Operating Sta-
tement, Balance Sheet and Notes (Carvalho et al., 2006;TC Resolution 4/ 2001).

The new local government accounting system has become an essential instru-
ment for economic planning (fiscal policy, budgetary deficit management, finan-
cing policies, etc.), municipal management (budgetary execution and control),
performance evaluation and internal and external auditing (possibility of alloca-
ting responsibilities) (Carvalho et al., 2005; 2008).

Within this ‘new’ more informative municipal accounting, with consequent re-
quirements for greater verification, monitoring and control, internal auditing
is a lever for modernisation and an instrument for analysing municipalities’ real
situation. Resorting to internal auditing comes also from the need for estimating
and controlling the risk and consequently supporting decision-making. The enti-
ties’ management bodies must be the first ones using internal auditing to support
decision making, translating their results in concrete measures for correcting
economy, efficiency and effectiveness in their activities. Internal auditing in a mu-
nicipality has therefore a preventive, supportive and corrective function (Torres
Pradas and Salvador, 1995; CM, 1997; Torres Pradas and Pina Martinez, 1999).

Accomplishing with Law 169/99, amended by Law 5A/2002, concerning com-
petencies of municipalities’ internal bodies, a Regulation for Internal Auditing
Offices within municipalities has been approved — they are supposed to assure
cost constrictions through procedures simplification and improvements at the le-
vels of administrative, financial and property management, as well as reinforcing

support to municipal administrative modernisation.

Within the regulation approving the PALG (Law-decree 54A/99) municipalities

are obliged to implement and develop an Internal Control System (ICS). However,
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thisICS doesnotaim the existence ofaspecificbody for control, butaset of procedu-

res and transactions processes within the financing system (Carvalho et al., 2006).

OROC’s directive DRA 410 (OROC, 2000) defines ICS as “all policies and pro-
cedures (internal controls) adopted by one entity’s management that contribute
to attain management’s objectives of assuring, as much as practicable, that the
business is efficiently and orderly driven, including adherence to management
policies, assets safeguard, prevention and detection of error and frauds, rigour
and plenitude of accounting records, accomplishment of laws and regulations and

on time preparation of reliable financial information”.

According to Carvalho et al. (2006) the internal control within municipalities is a
process carried out by both the management and all personnel, designed to offer
reasonable safety to the entity, in order to accomplish their objectives in three
essential areas: operations efficiency and effectiveness; financial reporting relia-
bility; and conformity with laws and regulations. It might be understood beyond
matters relating directly to the accounting system, embracing five components re-

presented inTable 3, that need to work simultaneously for the ICS to be effective.

Table 3

Internal Control components

Monitoring: Control procedures:

* Procedures assuring that directi-

* ICS performance evaluation ves are implemented

INTERNAL
* Combing management with both * Approvals, authorisations, verifi-

internal and external auditing CONTROL cations, recommendations, per-

* Corrective actions in useful time formance revisions, assets secu-
* Control over controls rity and functions segregation,

in order to minimise the risks

Information and Communi- . . .
Control environment: Risk evaluation

cation:

* Relevant information communi-

cated at an adequate time frame
* Information flows: instructions,
and

responsibilities reports

addressing identified gaps

* Internal control influence over
the whole entity

* Integrity and ethic values, com-
petency, ways of allocating au-
thority and responsibility

* Related and consistent internal
objectives at different levels

* Identification and analysis of re-
levant risks

*Definitionofabasetodeal withrisks

Source: PriceWaterhouseCoopers (2005)
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The inclusion of an ICS in the PALG conveys the need for municipalities to apply
uniform control and validation procedures. In each municipality it must be deve-

loped, approved and monitored by the Executive board.

The ICS comprises internal bodies organisation and functioning criteria (orga-
nising plan), internal control policies, methods and procedures, as well as any
other methods and procedures set by municipalities” heads (e.g. plan of accounts;
internal auditing procedures manual; inventories, property and working capital
regulations; etc.), contributing to assure that activities are developed orderly and
efficiently (PALG, section 2.9.1). It appears as the power and duty that the Exe-
cutive board, heads and supervisors have of controlling the activities of municipa-

lities’ financial services. Its main objectives are (PALG, section 2.9.2):

- Safeguarding legality and regularity concerning preparing, executing and
modifying estimated budgetary statements, as well as preparing financial

statements and dealing with the accounting system;

. Fulﬁlling both with the boards deliberations and with the decisions of

their members;
- Property safeguarding;
+ Documents approval and control;

- Assuring rigour and accuracy in the accounting records and thus reassure

financial information reliability;

* Increasing operations ei:ﬁciency;

- Adequate use of funds and accomplishment of the legal limits for spending;
. Controlling computing applications and environment;

- Transparency and competition within public markets;

- Operations recognition in an opportune way, for the right amount, in the
appropriate documentsand ledgers within the year they belong, inaccordan-

ce both with management decisions and legal standards and requirements.

In practice, the ICS in Portuguese municipalities has been developed by preparing

manuals expressing the internal control objectives as well as a few ways of putting
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itin practice. The ICS implementation effectiveness is very much depending of mu-
nicipalities’ attitude towards control (‘culture of control’) as well as from the in-
ternal structures that have been created to assure and spread its permanent accom-
plishment and improvement. Therefore, an Internal Audit Service seems to have
here a major role in verifying, monitoring, evaluating and informing on the legali-
ty, regularity and good management, relating to activities, projects or other ope-
rations carried out by municipalities” services. As Carvalho et al. (2006) highlight
“creating internal audit services will become indispensable to follow the functio-

ning and permanent updating of the implemented Internal Control Systems”.

Recently, a new Local Finance Law (Law 2/2007) brought significant changes in
what concerns municipalities auditing, in the sense that requirements were made
for municipal accounts to be audited and certified by public auditors, apart from
the aforementioned Court of Accounts. This requirement is for municipalities
and municipalities’ associations that are shareholders in municipal business com-
panies or foundations (art.48). This requirement has undeniable advantages for
increasing transparency and reliability of municipalities’ accounts and financial
information, as well as of the Management Report, and subsequently for im-
proving municipalities” accountability’ (Carvalho et al., 2008). It is a major step
towards better quality information for both reporting on using public resources

and supporting internal management.

Despite the requirement relating essentially with external auditing, as the law
introduces control and coordination systems articulated with accounts auditing
(n.45), it is expected that this auditing reinforcement will also have consequences
in internal auditing, since it raises the need for more internal control in order to
assure that the external auditor does not find any reservations for the certifications
to be made. Additionally, in the context of the ‘municipal group’, a municipal In-
ternal Auditing Service will work as a controller for the participated entities. The-
refore, one may say that the new Local Finances Law brought the accountability

process in municipalities closer to the private business companies’ perspective.

5 Accountability of the Executive board concerning managing and using public resources
should be understood not only in a financial perspective, but also in managing and im-
plementing pre-established programmes as well as planned and approved activities (Car-
valho et al., 2008).
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4. Empirical Research

4.1 METHODOLOGY

The purpose and research questions point to an analysis essentially descriptive
and interpretative. Furthermore, it is included in the quantitative paradigm, fo-
cusing on description, induction and personal perspectives analysis. Choosing a
quantitative research and obtaining descriptive data, one will emphasise the data
collection process, having as main concern reproducing the participants’ pers-
pective (Bogdan and Biklen, 1994). Though essentially quantitative, this study
does not put aside the qualitative approach, since it also explores the data in order
to get more information and closer to the reality we are trying to understand,

i.e., the internal auditing in Portuguese municipalities.

Subsequently, this study has as general purpose studying the existence and
implementation of internal auditing procedures and other issues, including the
existence of Internal Auditing Services and internal Certified Auditors in Portu-

guese municipalities, aiming at answering the following research questions:

- Are there specific offices, internal auditors and internal auditing detailed
procedures, namely in order to verify the PALG application concerning
Financial, Budgetary and Cost Accounting subsystems, as well as the appli-
cation and functioning of the Internal Control System (ICS)?

+ What is the importance given to internal auditing procedures and other

issues, either existent or not?

- What is the possibility of adopting other internal auditing standards and
procedures, namely what is the possibility of some external auditing stan-
dards and procedures (e.g. national used in the private sector and even

international) might come to be used as well?

Answering the two first questions requires amore descriptive approach, while
the third one points to a more exploratory perspective. The basic assumption,
namely for question 3, is that a few procedures and other issues included in external

auditing standards (national and international, both from the private and the public
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sector) might be important to improve municipalities’ internal auditing process
and, consequently, improve quality, reliability and transparency in the informa-
tion they disclose. Answering these questions, in our point of view, might contri-
bute to better internal auditing in Portuguese municipalities and consequently to
municipal management. From this ‘model’ of municipal internal auditing that we
will seek to suggest it is expected better transparency and better use of municipal

money, envisaging a‘New Public Auditing’ (parallel to the New Public Management).

In this research one expect that the larger the municipality, more complex its
organisation and larger the diversity of services provided. Subsequently, larger is
the probability of needing and hence implementing, internal auditing procedures
and other issues, namely Internal Auditing Service/ Office and internal Certified
Auditor. Therefore, as the population and budget total (representing the muni-
cipalities size) increase, one expect an increasing need for internal auditing, as
an approach for an effective process of planning, execution and annual reporting
concerning the entity dimension (Mcnamee and Selim, 1998). Additionally, the
implementation of an ICS is also a motive for the existence of internal auditing,
since the latter might be seen as a consequence of the first one. From this we will

test the following research hypotheses:

1. Theexistence ofanInternal Auditing Service (departmentordivision)ispo-

sitively related with the municipality dimension (budget total or population).

2.The existence of an Internal Auditing Service (department or division) is

positively related with the implementation of the ICS.

3.The municipality dimension (budget total or population) determines the

types of internal auditing developed.

4. The municipality dimension (budget total or population) positively de-

termines the implementation of internal auditing standards and procedures.

5.The implementation of the PALG accounting subsystems and ICS deter-

mines the elements that are object of internal auditing.

As data collection technique, in a first stage we have used interviews with the

purpose of accessing to issues that the researcher was not aware of (Quivy and
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Campenhoudt, 1992). Specifically, four not-structured semi-direct interviews
(Rojas, 2001) were made (based on a guide-list of 10 questions®) in the few mu-
nicipalities that have already implemented an Internal Auditing Service — to the
head of this service. The purpose was getting information that would support the
construction of a questionnaire, the main technique to be used, since internal

auditing information is not disclosed by municipalities.

The questionnaire came up to be the most adequate data collection instrument,
considering the universe dimension — it allows lower costs compared to other
methods as well as better celerity in collecting and dealing with the data (Bogdan
and Biklen, 1994; Mufioz, 2003).

The questionnaire to be used was developed aiming at getting a global perception
on the practice and procedures of internal auditing within each municipality, as
well as the importance given to those. Therefore, its purpose was twofold: on the
one hand, identifying which practices and other internal auditing issues (focusing
on economic and financial auditing) are adopted by Portuguese municipalities; on
the other hand, assessing the importance given to those, one seck to analyse whe-
ther the adoption of certain procedures, included in external auditing standards
(private or even international), might come to improve the process of municipal

internal auditing.

The majority of the questions were close and essentially of qualitative nature,
despite of few quantitative (e.g. budget total). Two types of scales were used in
order to improve the study validity and consistency (Cruz, 2004): a nominal VAS-
type scale for mutual exclusive answers, and an ordinal Likert scale for alterna-
tive answers. The latter comprised five levels, where 1 was ‘Nothing Important’

and 5 “Very Important’. A total of 17 questions were organised in four parts: Part

6 These main questions (completed with sub related questions) embraced topics such
as: the importance of implementing an Internal Auditing Office (or Department) for
the organisational dynamics, structural improvements and employees involvement; the
contribution from the adoption of private sector, external and/or international auditing
standards for improving the Financial, Budgetary and Cost Accounting subsystems proce-
dures as well as the ICS; and the importance of an internal auditor for the municipality,
concerning the use of analytical procedures and identifying material relevant situations,
that might compromise financial statements reliability.
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[ (questions 1 to 8) regarding municipality characterisation, namely about budget
total, associate entities, accounting and internal control systems implementation
and the existence of a Certified Accountant; Part II (questions 9 to 14) concer-
ning the existence and general characterisation of the Internal Auditing Service,
as well as reasons for its non-existence and types of internal auditing developed;
Part III (questions 15 and 16), central for this study, about internal auditing stan-
dards, techniques, and practices, existent in the municipality, as well as general
features of those elements’; and Part IV (question 17) with the purpose of asses-
sing which issues are (or might be) object of economic and financial municipal
internal auditing. In Parts II to IV, even if neither applied nor existent, municipa-
lities were asked to sign the importance given to those issues, in the eventuality

of they come to be present.

The questionnaire was validated as a pilot version (Deshaies, 1992) sent to the
Head of the Internal Control Department in the municipality of Alcobaga. The fi-
nal version was sent to all 308 Portuguese municipalities at the end of November
2007. After several attempts for getting as much answers as possible, the data co-
llection period was considered concluded at the beginning of June 2008. 84 valid

questionnaires were received, i.e., the sample is about 27% of the population.

Data analysis methods follow two perspectives: ‘uni-varied’ and ‘bi-varied’.
In the first we use frequencies analysis and descriptive statistics measures, namely
for the sample description; in the latter we compare groups of variables, in order
to test the hypotheses, using crosstabs, Qui-square tests (at 5% significance level)

and Pearson’s correlation coefficients (Pestana and Gageiro, 1998).

7 The contents of these questions were based on the Auditing Manual of the Portuguese
Order of Certified Official Auditors (OROC, 2007).
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4.2 MAIN FINDINGS PRESENTATION AND DISCUSSION

4.2.1 Sample main features

As mentioned, the study used a sample of 84 out of 308 municipalities, i.e. 27.3%

of the total population. Table 4 shows how municipalities are regionally distribu-

ted. It can be observed that the distribution of municipalities in the sample is

similar to that in the population, with the majority of the municipalities coming

from the Centre and North of Portugal. Additionally, as in the population, the

majority (50%) of municipalities is small, i.e. with less than 20,000 inhabitants;

less represented are large municipalities, i.e. with a number of inhabitants of

100,000 or over. Since the sample is probabilistic, it may be said that it is repre-

sentative of the population, allowing generalising the results.

Table 4
Sample regional distribution
Sample Population Samli;ii(/:;opu-
Frequency % Frequency % %
Alentejo 16 19.0 58 18.8 27.6
Algarve 6 7.1 16 5.1 37.5
Centre 28 33.3 100 32.4 28.0
Lisbon 7 8.3 18 5.8 38.9
North 18 21.4 86 27.9 20.9
Azores 6 7.1 19 6.1 31.6
Madeira 3 3.6 11 3.5 27.3
TOTAL 84 100.0 308 100.0 27.3
Small 42 50.0 178 57.7 23.6
Medium 31 36.9 68 22.0 45.6
Large 11 13.1 62 20.1 17.7
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Municipalities in the sample have, on average, 558 employees, and an average
budget total of 209 million euros. As to associated entities, 15.5% have Munici-
palized Services Units, while 52.4% have Municipal Business Companies; howe-

ver, there was a non-responding rate of around 25%.

Regarding the PALG implementation, Table 5 shows that every municipality that
answered the questionnaire has implemented Budgetary and Financial Accoun-
ting; the Internal Control System is implemented by over 80% of municipalities,

while Cost Accounting is the PALG subsystem less implemented (27.4%).

Table 5
PALG implementation

Budgetary Financial . Internal Control
. . Cost Accounting
Accounting Accounting System
Frequency % Frequency % Frequency % Frequency %
Yes 82 97.6 83 98.8 23 27.4 69 82.1
No 0 0.0 0 0.0 51 60.7 9 10.7
Total of
oo 82 97.6 83 98.8 74 88.1 78 92.8

answers
No answer 2 2.4 1 1.2 10 11.9 6 7.1
TOTAL 84 100.0 84 100.0 84 100.0 84 100.0

Only 31% of municipalities have a Certified Accountant, the majority of which
are of medium size (between 20,000 and 100,000 inhabitants). Small municipa-

lities prevail among those that do not have a Certified Accountant.

4.2.2 Internal auditing characterisation

InTable 6 one can see that the great majority of municipalities do not have either
Internal Auditor or Internal Auditing Service (IAS). In fact, only 13.1% have an
IAS while around 18% have declared to enclose other related services, namely an

Internal Management Control Office.
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Table 6
Internal Auditing
Internal Auditor Internal A‘uditing Other r?lated ser-
Service vices
Frequency % Frequency % Frequency %

Yes 11 13.1 11 13.1 15 17.9
No 67 79.8 70 83.3 17 20.2
Total of answers 78 92.9 81 96.4 32 38.1
No answer 6 7.1 3 3.6 52 61.9
TOTAL 84 100.0 84 100.0 84 100.0

As to the importance given to those items, 31% of municipalities find the exis-

tence of an Internal Auditor as having ‘Some Importance’ (level 4) while 17% find

it ‘Very Important’ (level 5). Regarding the IAS, more than half of municipalities

find it of high importance (33.3% ‘Very Important’ and 21.4% ‘Some Impor-

tance’). In what relates the reasons justifying the non existence of an IAS, Table

7 shows that 1/3 of municipalities point to lack of adequate (trained) human

resources, while around 29% refer to the lack of technical resources. Also 29%

answered has having no need for such a service; other reasons stated by around

20% relate to rnunicipality’s dimension or the fact that internal auditing is per-

formed by an external auditor.

Table 7
Reasons for non existence of Internal Auditing Service
Lack of techni- Lack of
adequate human Not necessary Other
cal resources
resources
Frequency % Frequency % Frequency % Frequency %
Yes 24 28.6 28 33.3 24 28.6 17 20.2
No 25 29.8 27 32.1 25 29.8 3 3.6
Total of
otato 49 58.3 55 65.5 49 58.3 20 23.8
answers
No answer 35 41.7 29 34.5 35 41.7 64 76.2
TOTAL 84 100.0 84 100.0 84 100.0 84 100.0
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Only 6% of municipalities have created an IAS or Internal Auditor before the
PALG implementation; 19% have developed those after the PALG’s require-
ments, namely concerning an ICS. Additionally, from those 11 municipalities
having IAS, 3 (27.3%) believe it is ‘Very Important’ that it reports directly to
the Mayor; only one municipality answered as ‘Very Important’ to report to the
Financial Department, and another answered it is “Very Important’ to report to
the Municipal Assembly/Council (Deliberative committee). In those IASs there
are, on average, two people employed; however they rarely have specific degrees
on internal auditing, Yet, 6 out of 11 municipalities (54.5%) claim that they have
a constant concern in training and updating their professionals about auditing
standards and procedures. This constant training is considered ‘Very Important’

by 3 municipalities (27.3%).

Table 8
Types of Auditing performed by the Internal Auditing Service

Financial-Eco- Quality Environmental Management Legality
nomic Auditing Auditing Auditing Auditing Auditing
Fre- Fre- Fre- Fre- Fre-
quen- % quen- % quen- % quen- % quen- %
<y <y <y <y <y
Yes 6 54.5 2 18.2 1 9.1 4 36.4 6 54,4
No 1 9.1 4 36.4 5 45.5 2 18.2 0 0,0
Total of
oo 7 63.6 | 6 | 546 6 54.6 6 54.6 6 54.4
answers
No
4 36.4 5 45.4 5 45.4 5 45.4 5 45.4
answer
TOTAL 11 100.0 11 100.0 11 100.0 11 100.0 11 100.0

In what concerns the types of auditing performed by the IASs, Table 8 shows that
the majority performs Financial-Economic audits (i.e. audits to the accounts)
as well as Legality (budgetary) audits. Most of the respondents do not perform
Quality nor Environmental audits. Management (Operational) audits are per-
formed by around 36% of those services. Legality audits are considered ‘Very

Important’ by 36.4% of the respondents, while Financial-Economic, Quality and
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Management Audits are ‘Very Important’ for only 27.3%. Environmental audits

are generally considered less important.

4.2.3 Internal auditing standards and procedures (Uni-varied analysis)?

Regarding internal auditing standards and procedures used by municipalities, Ta-
ble 9 shows that, for all listed items the non responding rate is over 50%, i.e.

more than half of municipalities of the sample did not answer.

Among those responding, the higher rates of positive answers relate to ‘critically

collecting and appreciating significant facts’, ‘critical appreciation of both the ac-

b
counting and the internal control systems’, ‘analysis of the internal factors condi-
tioning the municipality activity’ and ‘analysis of the Executive’s activities report

of the year’, within the Fieldwork Preparation. Expressive percentage appears

)
also in ‘considering The Court of Account’s opinion regarding the municipality’s
accounts’ in the Fieldwork Development. In the negative side of the answers,
one highlight within the Fieldwork Development ‘asking the Executive to declare
their responsibility on the accounts, ICS maintenance and information presented
for auditing’; in the General Standards and Practices ‘the internal auditor re-
sorting to external experts’; and in the Fieldwork Preparation ‘determining the

auditing risk, defining materiality limits’, all of them non practiced by more than

30% of municipalities.

As to the importance given to internal auditing standards and practices, even if
not implemented by the municipalities, Table 10 shows that, despite the non res-
ponding rate of over 40% for every item, the valid answers clearly concentrate on
the high levels of importance, highlighting specially procedures of ‘independence
between the internal auditor and his/her hierarchic superior’ and ‘considering
The Court of Account’s opinion regarding the municipality’s accounts’, pointed
as ‘Very Important’ by almost 40% of the municipalities. The procedure consi-
dered ‘Nothing Important’ for more municipalities is ‘asking the Executive to
declare their responsibility on the accounts, ICS maintenance and information

presented for auditing’, though signed by only 3.6%.

8 The discussion here relates to Tables 9 to 14 displayed in the Appendix.
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InTable 11 one can observe that, in face of the scope of the internal auditing general
objectives, over 40% of municipalities consider that it allows ‘accomplishing with
legality’. The objectives that follow are ‘assuring trust in accounting records and
statements’ and ‘assuring operational efficiency and effectiveness’. On the other
hand, there is a significant group of municipalities that does not consider charac-
teristics such as ‘from the auditing report sanctions might come to be applied to
the competent bodies’, nor that those characteristics allow ‘applying adequate
analytical procedures’. As to the importance level presented inTable 10, although
the non-responding rate is over 40% in all items, in general respondent munici-
palities consider the listed characteristics as having ‘Some Importance’ or being
‘Very Important’. Amongst the “Very Important’ are ‘assuring trust in accounting
records and statements’ and ‘accomplishing with legality’, signed by almost 50% of
municipalities. Amongst those of ‘Some Importance’ are the facts that the internal
auditing standards and procedures offer the “possibility of the auditor developing
a systematic evaluation of situations’ and the ‘possibility of the auditor measuring

according to the identified criteria’, signed by more than 25% of municipalities.

Issues object of internal auditing are displayed inTable 13, where one can observe
that from 40% to 50% of municipalities did not answer to these questions. Many,
however, signed as they were auditing the great majority of the listed issues. In
first place come those issues concerning the ICS, audited by a percentage of mu-
nicipalities that range from 26.2% for ‘Other Manuals of Procedures’ to 47.6%
for ‘Internal Control Norm’. Subsequently are issues related to Budgetary Ac-
counting, ranging from 33.3% of municipalities auditing the ‘annual execution of
the Multi-annual Investment Plan’ to 39.3% auditing the ‘Budgetary Execution —
procedures to collect revenue’. Next to these issues are those concerning Finan-
cial Accounting, ranging from 32.1% of municipalities that audit the ‘application
of the specific measurement criteria to Public Domain Assets (PDAs)’ to 39.3%
that audit the ‘classification of debts and receivables as long and short term’. The
less audited issues (more municipalities with negative answers) relate to Cost
Accounting — around 40% does not audit those. Such percentages are unders-
tandable considering the still lower level of implementation of Cost Accounting

amongst Portuguese municipalities (Carvalho et al., 2008).
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As to the importance given, regardless whether these issues are practiced by
municipalities, Table 14 shows a clear concentration in the upper levels of impor-
tance, where issues as ‘applying budget preparation rules’, ‘adequacy of the ICS
features to the municipality’s activities’, ‘Internal Control Norm’, ‘procedures
compliance with laws and regulations’, ‘adequate use of municipal funds’ and
accomplishing with ICN requirements for ‘Cash and Deposits’, ‘Debts and Re-
ceivables’ and ‘Inventories’ are pointed as ‘Very Important’ by more than 40% of
municipalities (Budgetary Accounting and ICS). Amongst those issues pointed as
less important (although with only around 8% of municipalities) one may under-
line within Financial Accounting the internal auditing of ‘PDAs and respective de-

preciations’ and ‘classification of debts and receivables as long and short term’.

4.2.4 Hypotheses tests (Bi-varied analysis)

Bi-varied analysis consists in examining answers to two different questions, ai-
ming at search for influences, causality or coincidences. The meanings of the
comparisons that guide the statistic analysis allow us to test the pre-established

hypotheses, confirming or rejecting,

Hypothesis 1 — The existence of an Internal Auditing Service (department or division) is

positively related with the municipality dimension (budget total or population)

This relates the implementation of an IAS with the municipality dimention mea-
sured either in population or budget total. While analyzing the variables a strong
correlation (0.936) was found between ‘population” and ‘budget total’ — the larg-
er the population, the higher the budget total. Therefore, for the hypothesis test

only the ‘population’ was considered.

Considering a Qui-square reference value of 5.99146, the independence test
results (15.284) lead to rejecting the null hypothesis, so the variables are not
independent, i.e., there is an association between the existence of an IAS and the
municipality size. Cross tabulation analysis shows that as the municipality popula-
tion increases, there is also an increasing in the existence of the IAS. Therefore,

Hypothesis 1 is corroborated.

338



INTERNAL AUDITING AMONGST PORTUGUESE MUNICIPALITIES
Susana Jorge / Anabela Costa

Hypothesis 2 — The existence of an Internal Auditing Service (department or division) is

positively related with the implementation qfthe ICS

The Qui-square test value is now 1.728 indicating that the null hypotheses is
accepted and so the variables are independent, i.e. there is no relationship bet-
ween the ICS implementation and the existence of an IAS. However, since the
significance level is 0.189 (higher than 0=0.05), there is a lower level of trust
in this conclusion. A direct cross tabulation analysis, as the Pearson’s coefficient,
seems to point to a negative association. Consequently Hypothesis 2 seems to be
rejected since, although with lower confidence, variables IAS and ICS tend to be

independent. If there would be a correlation, this would be negative.

Hypothesis 3 — The municipality dimension (budget total or population) determines the

types of internal auditing developed

Here we have admitted that municipality size might affect the types of internal
auditing developed. As in Hypothesis 1 and for the same reason, we have used the
variable ‘population’ only. The Qui-square value is 2.275, which would lead, in
a first glance, to accept the null hypothesis of independence. Yet, the significance
level of 0.321 does not allow enough trust in this conclusion. Both the Pearson’s
coefficient and the cross tabulation analysis show some (weak) relationship bet-
ween the variables: Management (Operational) and Legality Audits seem to pre-
vail in larger municipalities, while Quality and Environmental Audits seem to
prevail in smaller municipalities (although in these the non-responding rate is
over 70%). As to Financial-Economic Audits, the size effect is not noticed, since
in general they are developed in municipalities of all sizes (rates over 50%). In

summary, Hypothesis 3 cannot be rejected trustily.

Hypothesis 4 — The municipality dimension (budget total or population) positively deter-

mines the implementation of internal auditing standards and procedures

Here it was admitted that larger municipalities would implement more internal
auditing standards and practices. As before, only the ‘population’ variable has been
used. The Qui-square test values allowed to reject the null hypothesis only for
three procedures included in the Auditing Reporting Practices: ‘in special cases,

the nature and object of the auditing work is identified’, ‘in the auditing report
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or simplified exam there is a description of the responsibilities of the Executive,
of the auditor him/herself and of the scope of the work developed’ and ‘comple-
mentary information is presented’. To all other procedures, the relationship with

the municipality size is not confirmed, given the high significance levels.

Pearson’s coefficients show positive though very week correlations between these
variables, so again the association between the municipality dimension and the in-
ternal auditing standards and practices implemented cannot be totally confirmed

— Hypothesis 4 is not totally corroborated.

Hypothesis 5 — The implementation of the PALG accounting subsystems and ICS determines

the elements that are object (yrintema] auditing

In this hypothesis one have admitted that the implementation of both the ac-
counting subsystems and the ICS (PALG) affect the issues aimed by the internal
auditing. Regarding the relationship between the audited elements and the im-
plementation of the accounting subsystems (Budgetary, Financial and Cost Ac-
counting), Qui-square test results are not conclusive, given the high significance
levels. As to the ICS implementation and the auditing of the elements it compri-
ses, the association is confirmed only for three issues: ‘control organising plan,
policies, methods and procedures’, ‘definition of control functions’ and ‘charac-
teristics of the written documents that are included in the internal administrati-
ve processes . This means that, only for these, the fact that the municipality has
implemented the ICS determines that they are object of internal auditing. On the

other hand, for six other issues (‘Internal Control Norm’, ‘internal regulations’

) b

‘accounts plan’, ‘eventual redundancy’, ‘accomplishing with ICN requirements
for Cash and Deposits” and ‘accomplishing with ICN requirements for Debts and
Receivables’) independence has been accepted. Therefore, Hypothesis 5 is only

partially corroborated.

Conclusion

Besides those traditional and important functions of certifying that operations

have been dealt adequately in the accounting system, that there was no fraud, that
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financial statements present fairly the entity’s budgetary, financial and economic
situation, of assessing and contributing for improving the ICS and for this become
more effective, auditing have been moving towards broader and more complex
matters concerning management, starting to perform amore acting and dynamic

role in searching solutions for improving municipal efﬁciency.

In an environment of greater municipal dynamic and complexity, new tendencies
arise for Portuguese municipal internal auditing, focusing on standards that have
been used in the private sector and internationally, in risk management and go-
vernance, which consequently might improve quality, reliability and transparency
in information, either for internal management or external reporting purposes.
This research appears in this context, attempting to access which internal audi-
ting standards and procedures are used in Portuguese municipalities, as well as
the importance they are (would be) given, regardless their application. Standards,
procedures and other related issues considered in the questionnaire intended to

embrace the above-mentioned new tendencies for municipal internal auditing.

In the theoretical sections of this paper we have addressed, with a municipal fo-
cus, the main auditing concepts, as well as internal auditing evolution and actual
process, advantages and usefulness. We have also referred to auditing (internatio-
nal) standards as well as the legal framework for internal control and auditing in

Portuguese municipalities.

From the empirical study, based on a questionnaire answered by a sample of 27%,

we have reached the following main conclusions:

* The major part of municipalities has implemented the PALG, namely the
Budgetary and Financial Accounting subsystems, as well as the ICS; the

exception is the Cost Accounting subsystem.
* The majority of municipalities does not have a Certified Accountant.

* The greater part of municipalities does not have an IAS and/or Internal
Auditor, although they are generally found important. Reasons given for
the non existence of these are essentially lack of technical and human re-

sources as well as that service was not found as needed so far.
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* Most municipalities that have an ICS, have developed this after the PALG

implementation.

* Most part of the respondents believes as important that the IAS report
directly to the Mayor.

* In municipalities with IAS, economic and financial audits prevail, as well
as legality and operational audits; these are also the audits types given hig-

her importance.

* Regarding auditing practices and standards implemented, despite a non-
responding rate of over 50%, municipalities concentrate their internal au-
diting practices in Fieldwork Preparation; in Fieldwork Development, the
more implemented practice concerns ‘considering The Court of Accounts
opinion regarding municipalities” accounts’. As to the importance of these
practices and standards, even if not applied, the great majority finds all of

high importance.

* As to internal auditing standards and procedures general features, also
considering a non-responding rate of around 50%, the majority stated that
those should fundamentally ‘accomplish with legality’, ‘assuring trust in
accounting records and statements’ and ‘assuring operational efficiency
and effectiveness’; the level of importance given to all features are also
high.

* Despite a non-responding rate of around 40%, the majority of muni-
cipalities audits every issue regarding Budgetary Accounting, Financial
Accounting and the ICS; even for those non-audited elements within

Cost Accounting, the importance given for them to be audited is high.

* There seems to be a direct relationship between the municipality size and

the existence of an IAS — this tends to exist in larger municipalities.

* Although with low confidence, there are signs of independence between

the ICS implementation and the existence of an IAS.

* One cannot conclude for sure that municipality size determines the in-

ternal audits types that are developed; on the other hand, municipality size
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only determines the implementation of a few internal auditing procedures

and standards, particularly those relating to Auditing Reporting.

* One cannot conclude that the implementation of the PALG accounting
subsystems determine those respective issues to be internally audited; as
to the implementation of the ICS, this determines only three out of seven-

teen elements to be audited.

In spite of the limitations we have found, namely those related to the lack of
studies in municipal internal auditing and the non-responding rate to a few ques-
tions in the questionnaire, we believe we can say that, up to a certain point, this
research has contributed to access that there is still a lot to do concerning develo-
ping and implementing internal auditing standards, procedures and other related
issues in Portuguese municipalities. Nonetheless, considering the high importan-
ce given by themselves to those not applied standards and practices (inspired in
private sector and international standards), allow us to state that Portuguese mu-
nicipalities are aware of the importance internal auditing has in improving their
financial information quality and transparency. Additionally, also perceiving the
paradigmatic evolution that municipal internal auditing has undergone, namely
embracing issues relating risk management, a model of ‘New Public Auditing’

appears to be developing, in parallel to the New Public Management.
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INTERNAL AUDITING AMONGST PORTUGUESE MUNICIPALITIES

Susana Jorge / Anabela Costa
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