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BEHAVIORAL ASPECTS OF INTERNAL AUDIT

Introduction

The aim of this article is to present internal audit in the light of a selected theory of
institutional economics. Among many theories explaining different aspects of
functioning of contemporary institutions, the most interesting one seems to be the
behavioral theory of the firm, but reasons for audit can also be found elsewnhere, e.g.
[Grzesiak, Kabalski, 2016]: the agency dilemma, the transaction cost theory, the
property rights theory and more. This article should be seen as part of behavioural
finance, which combines psychology and sociology to analyse, among others, the ways
in which the human psyche influences people’s decisions in the field of finance.
The notion of internal audit

The contemporary internal audit was shaped in 1941 with the founding of the
Institute of Internal Auditors (hereafter referred to as 11A) in the United States. The
1947 definition of internal audit described it as “an independent appraisal of activities
within an organisation for the review of accounting, financial and other operations as a
basis for service to management. As a form of control, it conducts its tasks by
measuring and assessing the effectiveness of other types of control” [Statement...
1947].

One of the first definitions of internal audit characterised by a comprehensive
approach to audit activities that fully reflects the essence of internal audit was
formulated by Mautz, Tiessen and Colson. These authors defined internal audit as “a
service for higher management and other stakeholders that involves: (1) monitoring of
management control systems, (2) anticipating, identifying and estimating risks that may
threaten the assets and activities of an enterprise (organization), (3) identifying current
and potential gaps in control systems and emerging risks and (4) making
recommendations to improve control systems, respond to risk and achieve goals by an
enterprise (organization) [Mautz, Tiessen, Colson, 1984].

According to the definitions of audit, it supports an organisation in achieving its goals
through systematic and consistent actions aimed at assessing and improving the
effectiveness of risk management, as well as enabling improved effectiveness of the
control system and organization management processes [Guminska, Marchewka-
Bartkowiak, Szelag, 2012: 98].

Internal audit in the light of the behavioral theory of the firm

Unlike classical and neoclassical economics, behavioral economics makes it
possible to understand how people make decisions and what influences them. It is
supported by cognitive theory, social psychology and anthropology [Sliwowski,
Wincewicz-Price, 2019: 9]. The psychological approach to phenomena and behaviors
studied in economics and management was popularised by an American psychologist
and economist D. Kahneman. His ideas lead to abandoning the rational homo
economicus paradigm of neoclassical economics. Natural inclinations of people are
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studied by psychological and experimental economics, and achievements in these fields
have been used in the behavioral theory of the firm.

Behavioral economics can be divided into several movements (several behavioral
theories). From the perspective of this research paper, the most interesting is the
behavioral theory of the firm, most fully explained by R.M. Cyert and J.G. March
[Solek 2016: 8].

According to behavioural theory, an organisation is a collection of various people
and groups of people (stakeholders), and all of them have their own goals and
requirements. These goals may conflict with each other and with the goals of the entire
organization. Stakeholders compete with each other, which makes it impossible to
indicate the explicit purpose of the organization. Rather, what can be indicated is a
number of goals postulated by different groups, from among which the final goal is
chosen by the board (or the owner). The goal does not have to be fully achieved, it is
important that it is achieved to a satisfactory degree. Since each member of the
organization has their own goal, it can be said that each of them is driven by their own
motivations.

One important point of the discussed theory is the conviction that the activities of
people and organizations are not fully rational. This is due to the fact that individual
entities operate in conditions of uncertainty regarding both the environment and
themselves. Entities are looking for information they need to function, but only in those
areas where problems appear [Solek, 2016: 15].

The ownership entity is not the same as the managing entity and there are conflicts
between them and other groups of stakeholders. In the short term, these conflicts are
resolved by increasing wages (cash payments, additional payments, loose payments and
delegation of powers) [more in: Solek, 2016: 10, 15].

In view of the above, in the light of behavioral theory conducting internal audit can
be justified by the existence of these different goals of different people or groups of
stakeholders having different scopes of information. An internal auditor acts as an
intermediary who evaluates various events, processes and systems occurring within a
given organization in an independent and objective manner.

From the point of view of an internal auditor, it is important that in the light of this
theory, an organization performs sequential searches for satisfactory solutions, and
when these are found, alternative options are not considered. When making decisions,
members of the organization act routinely (maybe even mechanically) and use practical
principles to minimize the cost of obtaining and processing additional information. This
routine results from the fact that obtaining information is time-consuming and
expensive. For example, you can routinely calculate the price, i.e. always set it with a
specific markup for costs [Solek, 2016: 12, 14]. Taking this into account, the role of
internal auditor defined by I1A in the Standards for the Professional Practice of Internal
Auditing and in the definition of internal audit fits perfectly in the behavioral theory.
The internal auditor's primary task is to add value and streamline the organization's
operations. Audit consists of a systematic and orderly assessment of processes: risk
management, control and organizational order, and contributes to improvement in these
areas. Ensuring the effectiveness of these processes, internal audit helps an organization
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achieve its goals [International Standards for Professional Practice ..., 2016]. Therefore,
an internal auditor participates in the search for satisfactory solutions, proposes to
improve processes and applied control mechanisms and procedures, striving for the
solution as close as possible to the optimal.

Apart from that, information received by managers is subject to cognitive
distortions, as (lower level) managers want to ensure safety and power for themselves.
These distortions consist in overestimating future cost estimates and lowering forecasts
of effects, e.g. profit. Distorting information guarantees a certain margin of freedom in
the event of adverse circumstances and an unplanned increase in costs. If the conditions
in which the organization operates are favorable, these distortions strengthen the
position of management (thanks to obtaining better results than planned) [Solek, 2016:
11-12]. The role of an auditor seems to be important also in this aspect. An independent
and objective assessment of various areas of the organization's operations, including
finances, increases the reliability of the presented data and information; internal audit
should, by definition, reduce the extent of information distortions.

Conclusions and suggestions

Internal audit has for many years been the subject of interest for scientists in Poland
and worldwide. However, most studies devoted to internal audit are of methodical and
practical nature or analyse the problem of internal audit from the formal and legal
perspective. In the Polish literature on the subject, only few studies attempt to embed
internal audit in theoretical movements of economics or management. One example can
be the articles of L. Grzesiak and P. Kabalski [2016, 2018].

The authors of this article continue and supplement theoretical considerations,
focusing attention on behavioral theory of the firm, which provides a good justification
for the purposefulness of conducting internal audit in an organization. In our opinion it
would be advisable to continue research on the behavioral aspects of internal audit,
because this theory allows us to predict and explain specific human behavior in an
organization. If an internal auditor considers these aspects, an audit can be carried out
not only in accordance with its methodology, but also taking into account a wide
spectrum of human behaviors, which could turn it into a tool of interpersonal
communication in an organization. Who knows, maybe soon a new movement of
internal auditing will be separated - behavioral audit?
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Kanuenko I'., x.e.H., TOIIEHT
Cranacwok O., cryaent III kypcy
JIbBIBCHKMIA HAIIOHATTLHUN YHIBEPCUTET
iMeH1 [Bana ®@panka, M. JIbBIB, YKpaiHa

IHCTUTYT A AIMIHICTPATUBHUX BAP’€EPIB Y PO3BUTKY
HNIANPUEMHHUIITBA TA ®OPMHU HOI'O PEAJII3AILIL

Beryn. Tpancdopmaliisi cydacHOT €KOHOMIKH BiAOYBa€eThCs yepe3 TpaHCHOpMALIito
HE TUTbKM 0a30BUX €KOHOMIYHUX BIJTHOCHH, aJI€ 1 IHCTUTYTIB MyOJIYHOTO YIPaBIIHHS
Ta aJIMIHICTPYBaHHS B KOHTEKCTI TJ100ali3aliiiHuX Ta €BPOIHTErpAIliiHUX TIPOLIECIB, SIK1
BU3HAYAIOTh OOMEXEHHS Ta MaTpulll TOBEAIHKA EKOHOMIYHMX  CYyO'€KTiB.
[linmpueEMHUIITBY HAJIEKUTh OCOOJIMBAa Ta BOJHOYAC BAXKIMBA POJIb B €KOHOMIYHOMY
KUTTI Kpainu. Tomy 3a0e3neueHHs yCyHeHHs Oap'epiB Ha HUISIXY WOTO PO3BUTKY CIIiJT
BB@)XATH OJIHUM 13 MPIOPUTETHUX 3aBJaHb aJIMIHICTPATUBHO-IIPABOBOTO PETYJIOBAHHS
HalllOHAJIbHOI E€KOHOMIKM. 3amopyka YCIHIIIHOIO pINIEHHS AaHOro 3aBJaHHsA — il
TEOPETUYHE OCMHCIICHHS Ta e(DeKTHUBHE MPAKTUYHE BIPOBAIKESHHS.

OcHoBHa yactuna. Cepen omyOniKoBaHUX HayKoBuX poOiT, micis 2010 poky, 1o
MaloTh BIAHOLIEHHA 10 OOpaHoi TeMH, MM O y MEpIly Yepry BUAUIMIM Ipali TaKux
HaykoBIIiB: ®witok ['M., Macsko A.M., KBacHiii 3.B., Uucrokneros JI.I'., Onumyxk 1. .,
Ok H.B., PubikoBa I'.B. AaminicTpatuBH1 06ap'epu — 1€ BCTAHOBJIEHI PIIICHHIMHU
3aKOHOJABYMX Ta BHKOHABUYMX OpTaHiB BIAAW TpaBujia, IOTPUMAHHSI SKHUX €
000B'SI3KOBOI0 YMOBOIO TIPOBQPKCHHS TOCIOJAPCHKOI JTISUILHOCTI Ha  BIAMOBITHUX
pUHKax TOBapiB 1 MOCHYT. Y BIAMOBIIHOCTI 3 JaHUMH TPaBUJIAMHU BCTAHOBIIOIOTHCS
IJIaTeXKl 3a MPOXOMHKEHHS Mpoleayp, 0e3 sSKUX JeralbHE IPOJOBXKCHHS IisJIBHOCTI
YCKIIQJIHSETBCA a00 MPAKTUYHO HEMOXJIMBO. JIOIMIIBHO pO3MISAATH aJMiHICTPaTHUBHI
Oap'epu K OCOOIMBUM IHCTUTYT, OCKIIBKH 1HCTUTYTH (BIATIOBITHO O AOCIIIHHUIILKO1
KOHIIEMINi, 110 CKJIAJa€ThCsi B paMKaX HOBOI 1HCTHUTYIIOHAJBHOI EKOHOMIKH)
po3mIsAaloThC K HaOlp ¢GopMalbHUX 1 HEPOPMAJbHUX TMPaBWI, MHIAKPIIVICHUX
MEXaHI3MOM 3a0e3neyeHHs1 ix AoTpuMaHHsA. OKpeMi KOMIOHEHTH JAHOTO 1HCTUTYTY
CTBOPIOIOTBCA HE TUIBKM CBIJIOMO Ha OCHOBI MepefdadyBaHi TpynamH CHEiajJbHUX
1HTEpEeCiB PO3MOAUIBHUX HACIHIJKIB, aje 1 K MOOIYHUI pe3yiabTar ICHYIUOi MPAKTUKU
IHCTUTYIIIHHUX 3MiH, IO BiIOOpaXAarOTh B3a€EMOMII0 MiX OpraHi3amisiMyd MO0
OIATPUMKH 1 3MIHM CHCTEMH TMIpaBWJI 1/a00 MeExXaHi3MiB, IO 3a0e3MedyroTh iX
JTOTPUMAaHHS.



