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	Socks That Slipped
 

	 
	An Internal Auditor put 10 pairs of socks in the laundry, but when they came back 2 socks were missing matches

· Now he has an odd number of purple and green socks, but has only 1 complete pair of green socks. 

· He has 1 more pair of blue socks than red socks. 

· He has more green socks than purple socks. 

How many socks of each color does he have now?

Readers are requested to give the answer. Next issue will carry the correct answer.
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PRESIDENT’S MESSAGE





Dear Members,





I take great pride in being at the helm of affairs when the Chapter Magazine is being rejuvenated in its new avatar, rechristened as Audit Universe and re-launched. 





Our Editorial Board represented by M/s K.Vidyadharan and P.R.Loganathan have done commendable job in designing and structuring the magazine. Though the magazine will be circulated to all of you in an e-format – and also posted on the web – we will also make efforts to reach to you hard versions using simple printouts. 





My sincere request to each one of you would be to make the magazine a huge success through your continuous contribution of articles and other professional materials for publishing in the magazine. We also welcome your suggestions, on an ongoing basis, for improving the magazine.





Best wishes to the Editorial committee and the readers.





J R S Reddy


President 


Madras Chapter











EDITOR’S NOTE





Dear Readers





This is the FIRST Issue of the e-journal called “Internal Audit Universe”. Starting with this month, we will be giving the e-journal every alternate month in the e-format. Soft copy will also be posted on the Chapter web site.





I take this opportunity to profusely thank the following eminent Governors of our Chapter who are my Advisors on the Editorial Board:





Mr. PR Loganathan


Mr. JRS Reddy


Mr. M Rajeswaron


Mr. Sankar Srinivash





In this edition, we have given some very interesting Articles, Anecdotes and Jokes. We will endeavor to bring out useful materials in forthcoming issues with your active cooperation and involvement in contributing quality inputs to this e-journal.





Your constructive criticism is most welcome. HAPPY READING!!!





K Vidyadharan


Chief Editor








The Editorial Board consists of:-





Mr. K Vidyadharan (Chief Editor)





Advisors:





Mr. PR Loganathan





Mr. JRS Reddy





Mr M Rajeswaron





Mr Sankar Srinivash
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CONTROL IMPROVEMENT Vs COST IMPROVEMENT


-An internal auditors’ dilemma





Paliam  R. Loganathan





Most manufacturing organizations focus on methods and technologies to eliminate non value-added activities from their manufacturing processes,  resulting in minimal wasted time, less rework and scrap and eventually resulting in cost improvement and better quality of the product. There is also a continuous search for opportunities in manufacturing process improvement which also result eventually in cost improvement. Even the most professionally managed organizations typically have 10-15% or more cost improvement opportunities hidden in their business.  Cost improvement is like Kaizen. It is a continuous and systematic method of evaluating a product or service by breaking it down into its input, process and output elements to achieve the desired results at a lower conversion cost or lower resource input resulting in better value to the customer.





Basically the responsibility for cost improvement is with the manufacturing management. However in view of the specialized skills required to identify cost improvement opportunities, especially those resulting from technology adaptation for business process improvements covering both technology-








organization fit and technology-process fit, most organizations have installed industrial engineering departments who determine the most effective ways to use the basic factors of production—materials, manpower, machines, technology, energy and also information —to manufacture a product or to provide a service. Industrial engineers bridge the gap between management goals and operational performance. They are more concerned with enhancing productivity through the management of people, improved manufacturing methods and effective use of technology than are engineers in other specialties, who generally work more with products or processes. Industrial engineers use mathematical methods such as operations research, linear programming, conduct work study of the process, design plant layout, process layout, design production planning and control systems to solve production related problems and also to achieve maximum throughput and productivity.


The role of internal audit when conducting an operational audit of manufacturing is to provide assurance to manufacturing managers that the various operational controls in manufacturing are commensurate with the risks identified in the manufacturing process. The “value addition” by internal audit comes from the various recommendations for improving the effectiveness of risk management, control and governance process in so far as they relate to the area of manufacturing.








Operational auditors are expected to understand the manufacturing process by defining the process objectives, breaking the process down into its components, identifying risk factors that are likely to inhibit effective achievement of the process objectives and ensure that the manufacturing process has adequate and effective management and operational controls to address these risks so that the manufacturing process objectives are achieved in the most effective manner.


While risk is a set of circumstances that inhibit achievement of objectives, operational control or internal control is a process which mitigates the risks. The role of internal audit would then be to identify, scan, profile and evaluate the various risks in the manufacturing process which hinder achieving manufacturing targets and ensure that the manufacturing process including various organization policies, procedures and systems have adequate internal controls built in to ensure most of the risks are mitigated.  Arising out of internal audit, the manufacturing management may have to bring about changes in the internal controls as required and will also get a clear picture of the residual risks which have to be accepted as part of the manufacturing process. 


 Such improvements in operational control or internal control may or may not necessarily result in immediate tangible “cost improvement” although they provide comfort to 








manufacturing management that process objectives are being achieved more effectively than before. Of course “control improvements” do improve the organization’s  bottom line in the long run.





As an illustrative example, an internal auditor was conducting an operational audit of the Blow Room process in a spinning mill which included opening of the bales on arrival, breaking the fiber into pieces, loosening, cleaning, mixing or blending, micro dust removal to ensure uniform feed to the carding machines.  The cotton fiber is passed through machines such as picker, scutcher etc.that clean it, remove all impurities, and reduce every lump into a fine downy mass. The waste is then recycled.


 The internal auditor was examining the various process parameters in the Blow Room such as beater speed, setting between feed roller and beater, thickness of the feed density of the feed, blow room temperature etc to determine whether the process parameters are adequate and effective for control over the quality and quantity of output and that there were sufficient evidence to show that the process parameters are being complied with.





 One of the process parameters is the blow room temperature which according to standards prescribed should be around 20 degrees Celsius and humidity as low as 45% when sticky cotton is used. The internal auditor discovered that the Blow.   








Room supervisor was not recording the temperature or the humidity on a regular basis, because of which the effectiveness of the control over the process could not be determined more so since the blow room was processing a lot of sticky cotton. The internal auditor recommended, as part of the Audit Report that suitable temperature and humidity recording instruments should be installed. When the internal audit recommendation for “control improvement” was implemented there was a resultant “cost improvement” due to reduction in trash % and recycling of waste.





In view of his intimate knowledge of the manufacturing process, 


the internal auditor, in the course of operational audit, may also come across various opportunities for cost improvement resulting from process improvements in manufacturing such as use of substitute raw material or a cost efficient fuel or changing the manufacturing process itself like using dimension bond process instead of using inserted bushings resulting in significant cost savings, energy saving opportunities, or obtaining a better technology-organization fit or An internal auditor looking at the unit operation diagram of the process can rapidly understand the operation and gather downtime data such as MTBF [Mean time between failures] or MTTF [Mean time to repair] for each unit or operation. From this information and using the Pareto 








diagram look at the total system throughput by breaking down the operation into running time, planned downtime, unplanned downtime, unaccounted time etc and quickly identify a couple of major causes that were significantly causing the downtime and suggest process improvements in his internal audit report as a part of operational audit. 


Since internal auditing today is multi disciplinary, there is no dearth of industrial engineering skills in the internal audit department to identify such cost improvement opportunities. Manufacturing managers would welcome with open hands such suggestions from internal auditors for potential cost savings since they directly impact the bottom line. In some organizations internal auditors go after process improvement and energy savings opportunities as part of the operational audit, to become more “popular” and to obtain “better acceptance” among manufacturing managers. In fact in one organization, which did not have a formal industrial engineering department, the manufacturing manager found internal audit to be very efficient and useful in taking up “value engineering” studies. The CAE in this organization hired a qualified industrial engineer to conduct regular value engineering studies including, material substitutions, process efficiency and productivity 








Improvements, market driven product improvements, improving energy efficiency etc. These value engineering studies were conveniently labeled as “Operational Audits”. For example in one automobile manufacturing organization, internal audit took up an “operational audit assignment” the main focus of which was a value engineering exercise to reduce the number and types of fasteners in the product to reduce inventory and also reduce tooling and assembly costs.


But the question arises whether the internal auditor should specifically include identifying “cost improvement” opportunities or such process improvement studies as part of the main scope of internal audit or does the audit confine itself to identifying mainly “control improvement” opportunities some of which may also result in “cost improvement”. Is “control improvement” the prime objective of internal audit or is it “cost improvement”? 


If we examine the IIA definition of internal audit and this includes operational audit as well, it is said that the main purpose of internal audit, is to “bring about a systematic, disciplined approach to evaluate and improve the effectiveness of risk management, control and governance process”.  This is further expanded in IIA’s Professional Practices Framework Performance Standard 2100 [Nature of Audit Work]








and the Practice Advisories 2110-1 [Assessing the adequacy of Risk Management Processes] and 2120.A1-1 [Assessing and reporting on Control processes] 


Of course the IIA definition also states that internal audit should “add value and improve the organization’s operations”.  Clearly the IIA definition recognizes that “adding value and improving organization’s operations” are the outcome of improvement in risk management and control.  Manufacturing process improvements, value engineering studies also add value and improve the organization’s operations in the form of cost improvement but this is not the main scope and purpose of internal audit including operational audit.  


Again every manufacturing process improvement need not necessarily result in “control improvement” in the manufacturing process. For example in company manufacturing high rupturing capacity electric fuses, silver wire was used as a component of the fuse. The vendor supplied different gauges of silver wire in rolls. In view of the high cost of silver and for safeguards against theft and misuse, the company’s control system required every operator to turn in the unused silver wire roll back to store for weighment at the end of each shift or at the end of each batch order whichever was earlier. The  
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net weight was accounted as material consumption.  Although this control acted as a very effective deterrent against theft and misuse it resulted in considerable downtime of the machine every time the unused roll is removed from the machine and weighed. The industrial engineering department recommended doing away with intermittent weighing of the silver wire roll which resulted in lower manufacturing cycle time, reduced machine downtime and eventually resulted in “cost improvement”.  However the internal audit was not satisfied with this change since this resulted in a major weakness in internal control over silver wire consumption. In such cases, the manufacturing manager may have to take a difficult decision involving a trade off between “control improvement” and “cost improvement”.


In conclusion it has to be emphasized that the main scope and purpose of internal audit of manufacturing including operational audit, is not to come out with brilliant cost saving opportunities thru manufacturing process improvements energy savings or value engineering studies, but to identify specific improvement opportunities in internal control over manufacturing, to evaluate and improve the effectiveness of risk management, control and governance process and to provide assurance to the manufacturing manager that 








process parameters and objectives are being achieved effectively. However while evaluating the effectiveness of controls, if the internal auditor, by chance also comes across process improvement opportunities these can be included in the internal audit recommendations as “supplementary recommendations” but these should not dilute the main purpose of the audit. There could be occasions when there has to be a trade off between “control improvement” and “cost improvement”. Keeping in line with the IIA definition of internal audit and also the various practice advisories issued by IIA as part of the professional practices framework the internal auditor should not in any way compromise on independence and the objectivity of internal audit. 


Brief resume of the author.


Mr. Paliam R Loganathan is a Management Consultant. He is also the founder and Past President of IIA Madras Chapter in India and was also on the IIA International Board of Directors as the then Region of India Director. He is presently on the Board of Governors of the Madras Chapter in India. He is also the founder and Past President of ISACA Madras Chapter the first Cha He is a Commerce Graduate, Fellow of the Institute of Cost and Works Accountants of India and a Post Graduate in Management Accounting. 
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"Name?"


He gives his name. St Peter goes through some files and pulls one out.


"Oh, yes. We've been expecting you. You've reached your allotted span," says St Peter.


"How can that be?" says the auditor. "I'm too young to go. I'm only forty-eight"


"No, that's impossible."


"Why do you say that?"


"Well we've been looking at your time sheets and the hours you've charged your clients. By our reckoning you're at least ninety three."


3. Got it all wrong!


A man walking along a country road comes across a farmer droving a huge mob of sheep. He stops and chats for a while and then says, "Tell you what, I'll bet you $100 against one of your sheep that I can tell you the exact number in that flock."


The farmer thinks for a moment, it is a big mob and he can't see how anyone could guess correctly so he says, "OK.  You're on."


"Nine hundred and thirty two," says the man.


The farmer takes off his hat and scratches his head.  "I don't know how you did it but that's exactly right. A bet's a bet. Take any sheep."


The man picks up an animal and is about to walk off when the farmer says, "Hang on.  Bet you double or nothing that I can guess your occupation."


The man thinks, "How would he know, he's never met me before" and says "Right. You're on".


The farmer says, "You're an auditor with a Big Four firm."











Humour on Internal Audit:


1. Easy give-away


A fellow has been learning to be a balloonist and takes his first solo flight. Unfortunately the wind gets up, he is blown off course and is forced to land. He is in a paddock close to a road but has no idea where he is. He sees a car coming along the road and hails it. The driver gets out and the balloonist says, "G'day mate, can you tell me where I am?'.


"Yes, of course", says the motorist. "You have just landed in your balloon and with this wind you have obviously been blown off course. You are in the top paddock on John Dawson's farm, 13.5 kilo meter from Can owindra. John will be ploughing the paddock next week and sowing wheat. There is a bull in the paddock. It is behind you and about to attack you."


At that moment the bull reaches the balloonist and tosses him over the fence. Luckily he is unhurt. He gets up, dusts himself off and says to the motorist, "I see you're an Internal Auditor".


"Good Grief", says the other man, "you're right. How did you know that?"


"I have quite a few them in my organization", says the balloonist. "The information you gave me was detailed, precise and accurate. Most of it was useless and it arrived far too late to be of any help."





 2. Over-billing:


An Internal Auditor dies and goes to Heaven. He is met by St Peter who goes through the usual questionnaire. 


"What sort of Internal Auditor are you?" says St Peter "Outsourced Internal Auditor," is the reply.











The man whistles. "How the heck did you know that?"


"Well," says the farmer, "put my dog down and I'll tell you."


4. I will have the Final say


Three partners in an accounting firm go out to lunch.  They are the audit partner, the tax partner and the senior partner. One of them sees a brass lamp lying in the gutter. Curious, they pick it up and give it a rub.  Instantly, a genie appears.


"You know the deal," says the genie.  "Three wishes.  But seeing there are three of you, you can have one wish each."


"Great," says the audit partner. "Take me to the Whitsunday Islands, give me a blonde and an endless supply of  XXXX and leave me there for ever."


Pouf! There is a flash of light, a puff of smoke and he is gone.


"Now me," says the tax partner. "Take me to the Cook Islands, give me two blondes and an endless supply of offshore tax schemes and leave me there for ever."


Pouf! There is a flash of light, a puff of smoke and he is gone.


The genie turns to the senior partner. "And what do you want?"


"I want those two back in the office straight after lunch."


THE INTERNAL AUDITOR AND HIS CELL PHONE





Thanks to technology, right from the Company CEO up to the barber who cuts your hair, use their cell phones for doing their jobs. Here are some innovative ways by which an Internal 





In the midst of an Audit Committee meeting, when an independent director asks embarrassing questions to the CEO who is sitting across the table, the Internal Auditor can quietly send an SMS to the CEO – “Don’t worry boss, I’ll take care of this guy!!”











Auditor can use his cell phone to do his job.





In the midst of an Audit Committee meeting, when an independent director asks embarrassing questions to the CEO who is sitting across the table, the Internal Auditor can quietly send an SMS to the CEO – “Don’t worry boss, I’ll take care of this guy!!”





Using the built in camera in his cell phone, the Internal Auditor can capture live images as “audit evidence” later upload them on to his computer and attach the image file to his Audit Report. He could for example, without anybody’s knowledge, take pictures of a  poorly maintained stores inventory, a fraudulent voucher submitted by an employee as part of his expense report or for that matter take a picture of his audit assistant sleeping during office hours. If he has the latest model cell phone, he can store  90 MB of  evidence in internal memory (plus 128 MB on an MMC). That's enough for up to 800 images!!





The Internal Auditor can selectively avoid incoming calls especially from a nagging auditee who wants to shout at him for his controversial audit report, while the auditee gets a courteous recorded message from the cell phone company –“Your call is being transferred to a voice mail box!!”. Poor auditee, he cannot shout at the voice mail box!!.


Whenever the internal auditor gets bored during a control self assessment workshop, he can always chose the  











“game option” on his cell phone, while a heated argument on residual risks is going on. 





Sitting at the departure lounge of an airport  while waiting for a delayed Indian Airlines flight,  and using his WAP enabled cell phone along with his Lap Top computer he  can send a complete audit report to his boss at the head office by Email.





Of course there is the other side of the story. Cell phones can also cause embarrassment to the Internal Auditor on certain occasions. An Internal Auditor during his visit to an upcountry location was spending the evening in a night club watching a cabaret dance. His cell phone rings and finds that his boss CEO is on the line. He answers the call and the CEO asks “Where are you now?” The Internal Auditor with his presence of mind answers –“Sir, I am at home watching TV”.  “Don’t bluff” says the CEO followed by laughter, “I can see you sitting in the front row, I am in the fourth row to your right, I was thinking why not we have a drink together?”














                                                     From the Round Table





An internal auditor of a motor cycle manufacturing company was doing an operational audit of metal treatment  plant where in addition to various chemicals, cyanide pots are used as a chemical in the metal treatment vats for enhancing  the chemical reaction. The metal treatment plant treats components like handle bar, headlight etc before being sent to the plating shop for nickel plating.


The objective of the operational audit was to evaluate the internal controls in the use of various input chemicals in metal treatment and the cost effectiveness of the inputs in terms of the total weight of components treated per vat hour. 


During the course of audit he wanted to know what happens to the used cyanide pots and how it is sent to scrap. As we all know cyanide is a very highly toxic and poisonous chemical and has to be handled under extreme caution and safety requirements.  He discovered that the used pots are thrown in scrap yard along with other metal scrap whereas it should be completely destroyed beyond use and buried under the soil. He was not also happy with the way the cyanide pots are stored and issued to the plant. There were not sufficient handling precautions in the storage and handling of the cyanide pots and employees do  not seem to be strictly following safety norms














He was not sure what to report since he was not fully familiar with the safety requirements of handling cyanide chemicals. He informally consulted a safety expert and to his horror found that the entire handling of the chemical and throwing used pots in the scrap yard along with other metal scrap,  posed a major safety hazard. He reported to the management who asked the expert to conduct a safety audit and the company quickly changed its entire procedure of handling cyanide pots before there were any untoward incidents in the plant. What started off as an operational audit ended up as a safety audit!! The Managing Director and the Plant Manager appreciated the constructive work of the Internal Auditor.





Contributed by:
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Readers are requested to respond to the ROUND TABLE.






































