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Rules and principles — briefly defined

Principles

* A moral rule or a strong belief
that influences your actions

* Alaw, a rule or a theory that
something is based on (= the
most basic rules)

* A belief that is accepted as a
reason for acting or thinking in a
particular way

niversity of Zurich
titute for Accounting and Control

Rules

* A statement of what may, must
or must not be done in a
particular situation - or when
playing a game

* A statement of what you are
advised to do in a particular
situation

(Source: Oxford Dictionary)
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* ...in corporate governance, it is the
principles that matter, not the rules. "l
spent a lifetime working in the accounting
business where we had rules coming out of
our ears and it didn't get us very far.

Lord Colin Sharman, chairman of Aegis Corporation

(7 R sity of Zurich ﬁ
Nomilgtleoyd  Institute for Accounting and Contr! .

<2 Principles v Rules in business

Sept. 8, 2006
Slide 4

* The better approach lies in instilling
fundamental principles, not rules, that focus
on the spirit, not just the letter, of good
corporate governance.

* Actions must be based upon the long term
interests rather than the short-term expedient
solutions that we find ourselves with. ... This
requires us to manage our businesses with
integrity, cultivating long-term relationships
with customers that are based on trust.

James Schiro, CEO of Zurich Financial Services Group

LN
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* [ am not appedaling against every new, generally applicable form
of rule outside or within the formal law, but simply for a sense
of proportion.

* Do new rules produced in response to one-off events actually
help matters and effectively prevent abuses of power?

* The question of how a board of directors organizes itself should
be resolved pragmatically rather than dogmatically. One thing
that recent events in the United States has demonstrated is
that an excessively complex, formdlistic approach tends to
heighten rather than reduce the risk of abuse.

Peter Brabeck-Letmathe, CEO, Nestle
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* In a debate with many trends, but no clear direction, the
focus — wrongly - has increasingly been on detailed rules
rather than principles, and on control rather than
responsibility.

* Only sound, rock-solid principles in accounting, corporate and
global governance will be able to respond to the major
challenges of growing complexity, increasing turbulence and
rapid change in the business world. Rules remain necessary
for predictability and enforcement, but further details in rules
will be counter-productive; excessive reliance on ever more
detailed rules instead of principles is even one of the causes
of the recent business failures and scandals.

Peter Brabeck-Letmathe, CEO, Nestle
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* Legal structure
— Code-law (Roman law) versus Case-law
e US-Generally Accepted Accounting Principles (GAAP) v

* International Financial Reporting Standards (IFRS)
* Xstandards cover Y% of issues

— Company acts
— Development in external audits, audit process, reporting
— Corporate Governance initiatives

* History

— The conqueror decides and writes the history — Wars
» Culture
* Incidents

* Societal development
»  Cost of regulation — Principles or Rules?
* Desires and needs — Cookbook mentality?
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The Code of Ethics contains principles and rules:

— Principles that are relevant to the profession and
practice of internal auditing.

— Rules of Conduct that describe behaviour norms
expected of internal auditors. These rules are an aid to
interpreting the Principles into practical applications and
are intended to guide the ethical conduct of internal
auditors.

University of Zurich ﬁ
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Principles and Rules — llA Code of Ethics

Integrity 1. Integrity (Rule of conduct)
The integrity of internal auditors estat |ntemal auditors:

for reliance on their judgment. 11. Shall perform their work with

Objectivity honesty, diligence, and
Internal auditors exhibit the highes responsibility.
gathering, evaluating, and communicé 4 3. Shall observe the law and make
process being examined. Internal aud disclosures expected by the law
the relevant circumstances and are .

and the profession.

interests or by others in forming judgr N [

Confidentiality . 2,
, to any illegal activity, or engage
'“ter.”a' auditors respe;t the yalue in acts that are discreditable to
receive and do not disclose inforr . ;
the profession of internal

unless there is a legal or professional e .
g P ! auditing or to the organization.

Competenc?/ 4. Shall respect and contribute to

Internal audltorsl apply the lgrlwowledgll the legitimate and ethical

performance of internal auditing servit 3 L
objectives of the organization.

( | University of Zurich ﬁ
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,Moses tried it, and he failed. Sarbanes and
Oxley tried it, and they will fail. We cannot
legislate against dishonesty."

,Lawyers can make rules as much as they
like, but good corporate lawyers will get
around rules”,

(Mervyn King, in: Barrier, M. (2003). ,,Principles, Not Rules",
Internal Auditor, 08/03, p. 73)
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The purpose of the Standards is to:

1. Delineate basic principles that represent the practice of internal auditing
as it should be.

2. Provide a framework for performing and promoting a broad range of
value-added internal audit activities.

3. Establish the basis for the evaluation of internal audit performance.
4. Foster improved organizational processes and operations.

- Although mandatory and comprehensive, the Standards are primarily
designed as principles, not rules

- The Practice Advisories, which are only recommended for
implementation, have more character of rules

- Recent IIA Development: Practice Advisories are flourishing

") universiyof 2uich %
o ! Institute for Atcounting and Control

The Professional Practices Framework

Internal Auditing Definition
uoniuiag Bunipny [eulaiu

Guidance - Practice Advisories
Guidance - Other

University of Zurich %
Institute for Accounting and Control
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Attribute
Standards

Quality Assurance &
Improvement
Program

Purpose,
Authority,
Responsibility

Proficiency &
Due Professional
Care

Standard 1000 Independence & Standard 1300

Objectivity

Standard 1100 Standard 1200

ity of Zurich
t Accounting and Contrt!

~w.: The Performance Standards

2000 — Managing the Intemal Audit Activity - The chief audit executive should
effectively manage the internal audit activity to ensure it adds value to the organization.
2100 — Nature of Work - The internal audit activity evaluates and contributes to the
improvement of risk management, control and governance systems.

2200 — Engagement Planning - Intermnal auditors should develop and record a plan for
each engagement.

2300 — Performing the Engagement - Internal auditors should identify, analyze,
evaluate, and record sufficient information to achieve the engagement's objectives.
2400 — Communicating Results - Internal auditors should communicate the
engagement results promptly.

2500 - Monitoring Progress — The chief audit executive should establish and maintain a
system to monitor the disposition of results communicated to management.

2600 - Management's Acceptance of Risks — When the chief audit executive believes
that senior management has accepted a level of residual risk that is unacceptable to
the organization, the chief audit executive should discuss the matter with senior
management. If the decision regarding residual risk is not resolved, the chief audit

executive and senior management should report the matter to the board for
resolution.

niversity of Zurich
e for Atcounting and Control
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Internal Audit Process — Performing the audit

Preparations

1

Gathering and evalua-
ting background
information

Definition of goals
and scope of the audit

First assessment of
the activities

Detailed planning of
the audit

\V4

Performing the audit

1

Analysis and
description of the
processes

R R

Extensive assessment
of the processes

[ R

Development of the
audit-findings

(R [

Reporting of the
results to the auditees

VAV

Post-audit activities

Reporting to exec.
Magt. - BoD/Audit
Committee

Follow-up

Evaluation of the
audits through
auditors and auditees

University of Zurich
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Everyday Life — Example children
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Everyday Life — Example Ten Commandments
GOD MAN
1: Do not worship 5: Honour your
any other gods father & mother
2: Do not make 6: Do not murder
any idols 7: Do not commit
3: Do not misuse adultery
the name of God 8: Do not steal
4: Keep the 9; Do not ie
Sabbath holy 10: Do not covet
TR University of Zurich
k, 1) st forcount
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Lo Rule — principle continuum?

legal compliance ethical compliance
quantitative issues qualitative issues
financial issues operational issues
efficiency effectiveness

<+— sustainability —

Competence, Knowledge, Experience, Understanding,

Professional Judgement. ..

University of Zurich ﬂ
Institute far Accounting and Control b :

< Organizational Governance —

=em A model for Internal Auditing

Shareholders

Legislation Financial markets

Other stakeholders Bo % Government
>
5 £
2 =
G Internal Control External [S]
B
g 4 Y Auditors %
a) Control & o)
Compliance &
<

Suppliers Customers

Implementation
Indicators Signals
Employees

University of Zurich
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Does internal auditing
need to be more rule-

based!

iversity of Zurich ﬁ
ute for Accounting and Contrcl eyl

<2 What speaks in favour of more rules for the

“i internal audit profession
* Precision — and complexity — added to internal auditing
* Efficiency potentials due to standardization

* No need to justify the internal audit activity to third
parties, provided that it adheres to the defined rules

* More objective third-party evaluation of the
performance of internal auditing possible, as it can be
compared to defined, pre-defined rules

* Reduction of a potential expectation gap

* Increased credibility of internal auditing in countries that
have a ruled-based culture

University of Zurich ﬁ
ute for Atcaunting and Contrel Bt i
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=2 audit profession

* Principles can be adopted (by means of interpretation) to
a dynamic environment and to different basic conditions,
whereas rules provide less space for evolution and
adoption = always a principle you can stick to

* High commitment and incentive to obey principles,
whereas people try to get around rules

* Rules are often too complex, non-transparent, detailed
and, as a matter of principle, incomplete and vulnerable to
loopholes — question of system

* Restrictive rules do not allow a better set-up of a process,
structure or system

* Lawyers go after non-compliance — litigation

University of Zurich ﬁ
ste for Accounting and Control s i it

< What speaks against more rules for the internal

ES?E#@E audit profession (cont'd)
* Too many rules bind internal auditors (= restrictions)

» Other potential assurance or consulting providers are free in
delivering their services = competitive disadvantage

* Rules are particularly interesting for issues that have
predictable characteristics

* Int. Audit deals far less with predictable “standard” issues

* Poor rules can have a negative impact on the performance,
e.g., because they are not challenging enough or because
they limit the ‘radius’ of action

* Internal auditors are professionals that are committed to the
Code of Ethics and that are trained in critical thinking, they
should be allowed a certain degree of autonomy

* Professionalism

y of Zurich ﬁ
i te for Accounting and Control :
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.| think principles are more
effective than rules, simply
because It's easier to get
around a rule than to get
around a principle.”

University of Zurich %
Institute for Atcounting and Control

(Mervyn King, in: Barrier, M. (2003). , Principles, Not Rules",
Internal Auditor, 08/03, p. 71)
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Rules
guiding
the
internal
auditing
activity

University of Zurich %
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Interacting dimensions

Principles guiding the internal auditing activity

Code of Definition Corporate
Eth\CS and Governance
Standards

Corporate guidelines

||
Legislation
||

Industry sector regulation
/

Financial reporting guidelines (e.g. IAS, / IFRS USGAAP)
||
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