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Abstract This study aims to determine the role of the internal audit function in good corporate governance and to
know the contribution of the internal audit function to the implementation of external audit and the determination of
audit fees. The method used is in-depth and critical review literature. The results of our analysis show that the role of
internal audit in corporate governance is to assess the fairness of financial statements, to compliance with applicable
standards and rules, and to provide creative advice for the effectiveness and operational efficiency of the company.
Effectiveness and efficiency of the implementation of external audits is influenced by the availability of internal
audits, knowledge and experience of internal auditors internal audit quality, level of coordination between internal
auditors and external auditors, level of risk in the audit environment, external auditor work style, and inherent risk
the amount of fee that must be given to the external auditor. So, it can be concluded that the internal audit function
has a very important role in corporate governance. Moreover, a quality internal audit function can affect the
effectiveness and efficiency of the implementation of external audits and can influence the determination of fees for
external auditors.
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1. Introduction

Internal audit is an examination carried out both on the
company’s financial statements and accounting records, as
well as adherence to predetermine top management
policies and adherence to government regulations
and the provisions of applicable professional ties [1].
ITA [2] defines internal audit as a guarantee and consulting
activities related to evaluating and increasing the
effectiveness of the risk management process, internal
control, and corporate governance. Thus, internal audit
has a very significant role in corporate governance.
Internal audit function has a key role in the corporate
governance mechanism with the audit committee, external
audit and management recently [3,4,5,6]. The importance
of the internal audit function was marked by the
requirements in the New York Stock Exchange in 2003
that all companies listed on the stock exchange must have
internal audits from either the company or outsourcing
[5,7]. Based on the Australian Securities Exchange
Governance Principles and Recommendations [8]
stipulates that internal audit generally has a function to
conduct analysis and assessment independently to the

effectiveness of risk management and the company’s
internal control system.

Traditionally, the internal audit has a function to
examine and evaluate internal control processes and
procedures in a company while the function of external
audit is focusing on providing attestation services to the
reports of a company [9]. With the changes in corporate
governance environment, there has been an increasing
emphasis on the relationship between internal and external
audits [4,10]. Even though the internal audit and external
audit have different roles, it does not rule out the
possibility for both to establish cooperation and
coordination so that it can produce high-quality audits and
have economic benefits [4,11]. Professional audit
standards suggest external auditors to consider internal
audit work to help carry out their duties by considering the
quality of functions from the internal audit first
[12,13,14,15]. External auditors can depend or corporate
with internal audits if the internal audit has sufficient
objectivity and competence [16].

Service fees or audit fees are rewards received by
public accountants from clients for audit services that have
been carried out [17,18]. Determination of audit fee is a
very important thing in receiving assignment because it
will affect audit quality. Therefore, there needs to be an
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agreement between the client and the auditor regarding the
determination of fees so that there is no rates war that can
cause the credibility of public accountants to decrease.
According to Management Regulations number 2 Year
2016, matters that must be considered in determining the
amount of the audit fee including the clients’ needs;
statutory duties; independence; level of expertise and
responsibility in the work performed; as well as the level
of complexity of the work; the amount of time needed and
effectively used by the Public Accountant and his staff to
complete the works; agreed fee-setting basis as well [17].
Besides those matters, there are several factors that can
influence the determination of the audit fee, including the
role of internal audit in the company. In previous studies
showed that a quality internal audit function would
provide greater cost efficiency so that it could affect audit
fees for external auditors [19,20]. In addition, it does not
rule out the possibility that the characteristics and
effectiveness of internal audit department activities can
influence the assessment of the company’s internal control
risk and the determination of audit fees for external audits
[4].

From the description above, the researchers want to
analyze the question of how the role of internal audit in
good corporate governance is and whether the internal
audit function has a contribution in the implementation of
the external audit process and the determination of fees for
external auditors. The purpose of this study is to find out
how far and important the role of the internal audit
function in good corporate governance as well as to find
out whether the internal audit function contributes to the
implementation of external audits and the determination of
audit fees. This research was conducted using a deep and
critical review literature method. This article contributes
to provide an understanding related to the role of the
internal audit function in good corporate governance and
the contribution of the internal audit function in the
implementation of external audits as well as the effect
of the existence of an internal audit function on the
determination of the audit fee for external auditors.

2. Results and Discussion

2.1. The Role of Internal Audit in Good
Corporate Governance

Improvement of management processes in all lines of
companies or organizations requires knowledge and
application of more modern principles that aim to ensure
that the entity’s management functions run well so as to
produce good performance and strong competitiveness.
Hence, good management practices are needed and
implemented in the structure of an entity’s corporate
governance. In corporate governance structure, there are
ranks called the audit committee. The position of it is
between the board of commissioners and the board of
directors. The audit committee is the right hand of the
board commissioners as an intermediary to oversee the
performance of the entity’s management. The Audit
Committee is responsible for the overall implementation
of the internal audit. The audit committee has a different
role compared to other committees. The audit committee

must set up an internal audit function that is independent
“eyes and ears” in an entity, which provides an assessment
of internal control and other matters [21,22,23,24] with
the aimof increasing audit committee effectiveness and
financial reporting quality [25,26,27]. Zaharia, Lazar, and
Tilea [28] also stated that the internal audit is responsible
for analyzing and evaluating management in terms of
systems and processes to provide both reasonable
guarantees in relation to the level of internal control
activities and advice to management that will lead to
improvement and development business activities of
entities in all line subjects to audit. Thus, it is known that
internal audit roles and functions change and develop
increasingly and widespread from an activity that
specifically considering identification of fraud to be a real
managerial instrument, namely the existence of counseling
activities that contribute to the improvement of the
governance system [29].

The conceptualization of the role of internal audit is the
increasing of centralization of risk management and
internal control in corporate governance [30,31,32]. Hence,
internal audit can be conceptualized as one mechanism
that can help management and the board of directors to
manage risk by not only identifying and evaluating
operating, reporting and compliance, but also providing
advice and recommendations related to appropriate actions
for management to manage risk and develop the company
in order to achieve established corporate goals [33].

2.2. Internal Audit Relationship
in Determining Audit Fees
for External Audits

The assessment of the dependence of external auditors
on the work of internal auditors can be an important
matter. There are many studies that have analyzed
the dependence of external auditors on internal auditors.
Internal auditors can be used as partners to assist
external audit work in auditing financial statements to be
more efficient without reducing and eliminating the
effectiveness of external auditors so as to produce more
accurate audit reports [34,35]. It is because internal
auditors have more knowledge related to the condition of
the company. This is the same as the results of a study
conducted by Clark, Gibbs, and Schroeder [36] who found
that by relying on the work of internal auditors based on
their knowledge of company operations, processes, and
procedures, fewer auditors could expect external audits in
the audit process. In ISA 315, it is explained that the
knowledge and experience of internal auditors can provide
information and understanding for external auditors of the
entity and its environment as well as identification and
assessment of material misstatement [37]. Based on
PCAOB’s perspective, external auditors who precisely
depended on internal audit work will have a significant
impact on improving audit efficiency without losing their
effectiveness [38,39].

Some things that must be considered by external
auditors in determining involvement and dependence on
internal auditors in the audit process of financial report are
number of internal auditors, internal audit quality, and the
level of risk in audit environment. The is as stated by
Felix, Gramling, and Maletta [40] where there are several
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things that must be considered by external auditors to
determine internal audit participation in the audit of
financial statement of entity, including (1) availability of
internal audit, which means the more available internal
auditors, the greater the potential in contributing to
financial audit reports by external auditors; (2) the quality
of internal audit, as in SAS no. 65, it is shown that in
order to be able to be used as competent evidence by an
external auditor for the purpose of completing a financial
report audit, the results of internal audit work must have a
high level of quality [41]; (3) risks in the audit
environment, where the external auditors must consider
audit risk factors to determine the internal audit’s
contribution to financial statements. Felix et al. [40] also
mentioned that other factors that can influence the
dependence of external audits on internal audit work are
the level of coordination between internal and external
audits. In internal and external audit standards, both of
them encourage internal and external auditors to
coordinate in resolving financial report audits [41,42].
This is because coordinating can maximize the
effectiveness of internal auditors’ contributions to
financial report audits by external auditors and can
improve efficiency as well as can minimize multiple audit
efforts [43].

There are several factors that can influence the
dependence of external auditors on the work of internal
auditors, including the work style of external auditors.
This is as expressed by Brody [38] and Paino et al., [39]
where the external auditor’s work style is related to
how they manage conflict and uncertainty in managing
assertions. External auditors who have flexible work styles
(active involvement) have a negative relationship to their
dependence on internal audit work [39]. This shows that
external auditors who have flexible work styles or are
actively involved in the audit process can reduce their
dependence on internal audit work. Nevertheless, if entity
risk management runs effectively, it tends to have an
impact on the assessment of external auditors on lower
audit risk and also increase the willingness of external
auditors to be depended on the work of internal auditors
[39]. ISA 601 stipulated that if the level of material
misstatement is low, relying on the work of internal audit
function will tend to reduce the level of risk to be lower
and to reduce the need for external auditors to conduct
several tests directly [44]. Another factor that influences
the level of dependence of external auditors on the work
of internal auditors is the inherent level of risk [6,45,46].
From the results of research conducted by Felix et al. [40]
and Libby, Artman, and Willingham [47], showed that the
higher the level of inherent risk, the higher the dependence
of external auditors on the internal audit. Besides, the
dependence of external auditors on the work of internal
auditors will be higher when they carry out their objective
tasks (such as accounting for pre-numbered documents),
and when external auditors carry out subjective tasks
(such as reviewing inventory turnover ratios to identify
obsolete inventory), then dependency of internal auditors’
work will decrease [48]. Given that the internal audit
function in corporate governance is a central internal
mechanism of corporate control, the external auditor needs
to assess the quality of the internal audit function as one of
the considerations to determine its dependence on internal

audit work [9]. High internal audit function quality can
induce external auditor dependence on internal audit work
[9,49], thereby reducing the time and effort of external
audits which can ultimately reduce external audit costs
[4,9,50,51].

Other research showed that there is a relationship
between internal audit disclosures in financial statements
and external audit costs [52]. Companies that disclose
information related to internal audits specifically and
informatively indicate that there is an increase in the
quality of corporate governance [53], and with strong
corporate governance, it is shown a higher quality of
internal audit functions and are prepared to pay for
higher quality external audits [52,54]. Increases in risk
management, internal control processes and high internal
audit function quality can reduce the time and effort of
external auditors in carrying out their duties, and thus the
audit fees incurred will be lower [20,52]. The results of
the research conducted by Felix et al. [40], Fogg [55] and
Turpen [56] showed that there is a negative relationship
between internal audit and audit fees for external
audits caused by the involvement of internal audits in
strengthening company control which results in lower risk
assessments. That means if the risk is assessed as low, the
audit fees incurred for the external auditors will be lower.

The results of other studies indicated that the
determinants of the high and low costs of external auditing
are internal audit characteristics and the work they do [4].
Larger internal departments will impact the low external
audit costs [4]. This indicates that the function of the
internal audit has high quality and contributes to the
external audit process related to identification of the
occurrence of fraud, review of the efficiency and
effectiveness of the company’s operations and internal
control. Then it will have an impact on the audit risk
assessment by external audit, and reduce the number of
efforts / tests that is carried out by external auditors.
Internal audit contributions can replace some substantive
external audit processes and are associated with lowering
type Il agency costs, that is costs incurred to oversee
management activities by incurring binding costs and
providing better quality of accounting information and
disclosure [4].

3. Conclusion

Efforts that can be carried out to increase the
effectiveness and operational efficiency of the company
are by implementing good corporate governance. In
the corporate governance structure, there is an audit
committee that is an intermediary for the board of
commissioners to supervise the performance of the
company’s management. In carrying out its duties, the
audit committee cannot supervise and evaluate directly to
the company. The audit committee has tools that can be
used to supervise and directly assess management
performance, i.e. internal audit. Therefore, the audit
committee has the duty to regulate the internal audit
function. In corporate governance, internal audit not only
has a role to assess the fairness of financial statements and
compliance with applicable regulations but it also
provides creative advice to management in an effort to
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improve company performance. Besides, if needed,
internal audit can also act as a consultant.

The dependence of external auditors on internal
audit work is influenced by several matters. In accordance
with ISA 315 showed that internal audit knowledge
and experience can provide information to external
auditors. From the results of the review found several
factors that can influence, i.e. the availability of internal
audits, the more internal audits are available the higher
the potential of external auditors to internal audit work,
the quality of internal audits, the level of coordination
of internal and external auditors, and the risk in the audit
environment. In addition, the dependence of external
auditors is also influenced by the work style of external
auditor related to how they manage the conflict and
uncertainty of management assertions. The inherent risk
level also affects the dependence of external auditors
on internal auditors. The higher the inherent risk
the higher the dependence of external auditors on the
work of internal auditors. Before deciding to rely on
internal audit work, external auditors must assess and
ensure that the results of the internal audit work are of
high quality.

Qualified internal audit functions can reduce external
audit costs. In addition, internal audit disclosures in the
company’s financial statements can also affect external
audit costs. Companies with disclosures related to
informative internal audits will have an impact on lower
external audit costs. The disclosure of internal audit in
financial statements indicates that corporate governance is
running well, effectively and efficiently. In addition, the
internal audit characteristics also influence the high and
low external audit costs that must be incurred by the
company.
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