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Dear Sir or Madam,

on December 2nd, 2011, you published the consultation paper “The internal audit function
in banks” (the Paper). Thank you for the opportunity to comment on this.
The DIIR – Deutsches Institut für Interne Revision e. V., is a national non-profit association to promote and enhance the profession of internal auditing in Germany. Founded
in 1958, it now represents approximately 2.500 members from all areas of the economy,
science and public institutions. The DIIR is an associated organization of the global
Institute of Internal Auditors (the IIA).
Our comments have been developed by the DIIR working group “Minimum requirements
of the risk management of banks”. This working group consists of members of all
kinds of German banking groups and forms the interface of the DIIR to the respective
committee of the Federal Financial Supervisory Authority (BaFin). This working group
primarily deals with regulatory requirements on the internal audit function.
We highly appreciate that the internal audit function in banks, resulting by stressing
and profiling the tasks and function of internal audit by a globally applicable paper, is
strengthened.
Overall, we expect that the new paper will have a stronger binding character than
the paper “Internal audit in banks and the supervisor’s relationship with auditors” issued
in 2001. Having said this, we would like to start with some general remarks before
commenting on detailed principles and articles.
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1.

General remarks

Two-Tier System vs. One-Tier System
Whereas respective laws for stock corporations, cooperative societies and saving banks
in Germany define a two-tier system (dualistic system or two-board system), this Paper is
generally based on the one-tier system (monistic system) as organizational structure.
Additionally, banks in Germany have to adhere to the “Minimum Requirements on the
Risk Management of Banks”, which specify § 25a German Banking Law (KWG). These also
substantiate the setup of a two-tier system, which can be described as follows:
The two-tier system, in contrary to the one-tier system, stipulates a reporting line of
the internal audit function to “senior management” (board of managing directors,
“Vorstand” or “Geschäftsleitung”), being solely in charge of the management of the
organization. Consequently, in this system the internal audit function is an “instrument
of senior management” (board of managing directors). The supervisory board is
responsible to purely monitor senior management. In the two-tier system, the audit
committee as a sub-committee of the supervisory board, “only” has a monitoring
respective oversight-function of the internal audit function.
In the context of this oversight-function the internal audit function has to ensure appropriate communication on internal auditing performance with the audit committee. The
audit committee’s governance position, as a sub-committee of the supervisory board in
a two-tier system, however, is not the same position as in a one-tier system.
As a result of the two-tier system incorporated in German laws a 1:1 transformation of
some individual principles and articles is not possible, instead can intended objectives
of the principles and articles based on given management- and governance functions be
met.
Even though the introduction of the Paper (Introduction, Art. 5.) states that the principles
should be applied in accordance with the applicable national corporate governance
structures of each country, German financial institutions could get – especially abroad –
into argumentative problems on the interpretation of the principles.
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Having said this, we consider it necessary to emphasize more clearly in Art. 5, that the
Papers’ precise phrasing of the individual principles is based on the (Anglo-Saxon)
one-tier board system, and that the opening clause requires being specified. It
should be stressed that a global regulation may not be possible by a “one size fits all”
approach and that there are different ways to reach individual objectives of the Paper.
Therefore it should be clarified how to proceed, if due to national corporate governance
structures single rules cannot be adopted. Our recommendation is to form a regulation, that in case a principle or article cannot be adopted, such implementation
is considered as sufficient, which corresponds to the intended objective of the
respective principle or article of the Paper.
Critical regarding its adaptability in Germany in this context are articles: 6, 12, 23, 29,
43 – 47, 49, 50, 52, 53, 54, 59, 60, 71, 73, 80, 86, 87, 88, 90 and Annexes 1 and 2.

Role of the External Auditor
The Paper does not clarify the role of the external auditor (chartered accountant) in supervising the internal audit function. Whereas annex 1 “Internal audit function’s communication channels“ presents the external auditor as a central point of communication, a
supervisory role is not allocated. Additionally, this part of the Paper refers to the standards
of the IIA, the ISA-rules and other publications and papers by the BCBS, such as “The Relationship Between Banking Supervisors and Banks’ External Auditors”, “Core Principles for
Effective Banking Supervision” and “Principles for enhancing corporate governance”. As
the latter mentioned two publications also relate to aspects of supervision, audit function,
audit committee and tasks of the external auditor, there are overlapping content topics
with this Paper.

Assurance After Effect vs. Forward Looking Approach
To give a fair consideration of the role of internal audit and the main current practice, we
suggest to add a further principle clarifying that internal audit does not only perform ex
post audits (“Assurance After Effect”, “ex post”), but also considers future developments
(“Forward Looking”, “ex ante”). This approach does not only comprise ex-ante supervision
of projects but also future-oriented evaluations e. g. regarding the business- and riskstrategy or the design of the risk-management system.
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2.

Comments on individual articles

Art./Principle

Wording

Comment/Recommendation

Art. 5

The principles set out in this document
should be applied in accordance with the
applicable national corporate governance
structure of each country.

See remarks above:
Clarify that the precise phrasing of the
principles is based on the one-tier
board system of corporate governance.
Specification of the opening clause.
Clarify that fulfilling the intended
objective of the respective principle or
article is considered as sufficient to
meet the requirements.

Art. 15

The independence and objectivity of the
internal audit function may be undermined
if the staff’s remuneration is linked to
the financial performance of the business
line for which they exercise internal
audit responsibilities or to the financial
performance of the bank as a whole.

A certain link to the financial performance
of the organization as a whole should
be possible to allow equal treatment of all
employees within an organization and to
assure a remuneration being consistent
with the economic situation of the organization. We do not consider the suggested
procedure can be implemented in practice.
Therefore, we would like to suggest cancelling the last part of the sentence.
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Art. 16

Art. 56

Professional competence depends on
the auditor’s capacity to collect and
understand information, to examine and
evaluate audit evidence and to communicate with the stakeholders of the internal
audit function. This should be combined
with suitable methodologies and tools and
sufficient knowledge of auditing techniques. Consideration should also be given
to ensuring the internal audit staff acquire
appropriate ongoing training in order
to meet the growing technical complexity
of banks’ activities and the increasing
diversity of tasks that need to be undertaken as a result of the introduction of
new products and processes within banks
and other developments in the financial
sector.

The constitution of the group of “stakeholders” for the internal audit function
remains unclear.

Control failings by one line of defence
should, in principle, be detected
by another line of defence. However,
responsibility for internal control does not
transfer from one line to another.

We do not encounter that vice versa
controls will lead to results, as for instance
no operative unit is to review the internal
audit function. This would endanger the
independence and standing of the internal
audit function within the organization.
Further there is a risk of mixed responsibilities, multiple control performances and
therefore inefficient processes.

As the constitution of the stakeholders
has an impact on required competency of
the internal audit function and on the
procedures, we consider a definition of
“stakeholders” as being necessary.

We recommend to modify the first
sentence as follows:
Control failings by one line of defence
should, in principle, be detected by the
higher line(s) of defence.
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Art. 57

Art. 58

Operational management has ownership,
responsibility and accountability
for identifying, assessing, controlling,
mitigating and reporting on risks encountered in the course of a bank’s business
activities.

The terms “ownership”, “accountability”
and “responsibility” should be clearly
defined.

The risk management function facilitates
and monitors the implementation of
effective risk management practices by
operational management. It assists
operational management in defining risk
exposures and reporting through the
organisation. The compliance function
monitors the risk of non-compliance with
laws, regulations and standards. These
functions are also control functions
which ensure that policies and procedures
with regard to risk-taking are enforced.
Other monitoring functions may include
human resources and the legal department.

The terms “control functions” and “monitoring functions” should be clearly defined,
as the term “control” has a very broad
meaning in the English language.

Especially the translation and transformation to national jurisdiction could result
in an allocation of tasks and responsibilities, which is not intended by the Basel
Committee, leading to divergency of
legislations, which would contradict the
Paper’s objective of harmonization.

Especially the translation and transformation to national jurisdiction could
result in an allocation of tasks and responsibilities, which is not intended by the
Basel Committee, leading to divergency of
legislations, which would contradict the
Paper’s objective of harmonization.
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Art. 62

Principle 15

Principle 6 (“Every activity [including
outsourced activities] and every entity of
the bank should fall within the overall
scope of the internal audit function”) and
related paragraphs of this document are
also applicable to groups, that is, every
activity (including outsourced activities)
and every entity of the group should fall
within the overall scope of the internal
audit function.

This wording might be interpreted in a
way that in addition to the internal audit
function of an entity, the internal audit
function of the parent company (group
level) has to audit all processes and activities of every entity of the group, which
would make double audits necessary.

Principle 15: Regardless of whether
internal audit activities are outsourced,
the board of directors remains ultimately
responsible for ensuring that the system
of internal control and the internal audit
function are adequate and operating
effectively.

In Principle 15 “Senior Management”
should be used in analogy to Principle 9,
to avoid potential contradictions in interpreting the Paper.

Therefore, we recommend clarifying that
the audit function of the parent company
has to complement the audit function of
an entity with respect to the risk management on group level and, doing this, can
consider the results of the audit function
of an entity.

Principle 9: The bank’s board of directors
has the ultimate responsibility for ensuring
that senior management establishes
and maintains an adequate, effective and
efficient internal control framework and
internal audit function.
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Art. 64

Art. 68

The head of internal audit should ensure
that outsourcing suppliers comply with
the principles in the bank’s internal
audit charter. To preserve independence,
it is important to ensure that the supplier
has not been previously engaged in a
consulting engagement in the same area
within the bank unless a reasonably long
“cooling-off” period has elapsed. Similarly,
as a best practice banks should not outsource internal audit activities to their
own external audit firm.

In our opinion it is not sufficient just to
comply with the internal audit charter.
Rather should the overall audit standards
(as for instance the IIA standards) be
mentioned.

The relationship between the supervisor
and the internal audit function should
be established in a structured and transparent way. In principle, the supervisor
will initiate this relationship.

We assume that the phrase “in a structured and transparent way“ means,
embedding the organs of the organization
and internal audit.

Recommendation:
The head of internal audit […] internal
audit charter and internal auditing standards, such as The Institute of Internal
Auditors’ International Standards for the
Professional Practice of Internal Auditing
(as far as not covered by the charter).
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