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ABSTRACT

This research investigated the influence of internal audit efficiency on the effectiveness of financial management in Small and Medium Enterprises (SMEs) in Cauayan City, Isabela. The list of Small and Medium Enterprises was acquired through the Business Permits and Licensing Office (BPLO) of Cauayan City, Isabela. The respondents of the study are composed of 101 Small Enterprises and 45 Medium Enterprises Isabela represented by the companies’ internal auditors, accountants, managers or direct players of internal audit services who willingly participated and disclosed information to the researchers. A questionnaire was used for data gathering. Data were analyzed using frequency and percentage, weighted mean, t-test, ANOVA (Analysis of Variance) and Pearson’s R.

Summary of the results revealed that there is a very good (4.03) internal audit efficiency in Small and Medium Enterprises in Cauayan City, Isabela predetermined by its indicators independence of Internal Audit Unit (4.19), management support (4.08), interpersonal relationship (4.08), due professional care and experience (4.07) are rated very good and staffing, training and resources (3.75) are rated very adequate.
Findings reveal that there is also a very good (4.10) financial management effectiveness in Small and Medium enterprises predetermined by its indicators budget control (4.17), cash availability (4.08), and compliance to course (4.03) which are all rated very good by the respondents.

Following the outcome of this study, it was concluded that there is a very high positive correlation between internal audit efficiency and financial management effectiveness. This implies that efficient internal audit is associated with effective financial management.























CHAPTER I
THE PROBLEM AND ITS BACKGROUND

Introduction
Nowadays, the roles of the internal auditor were mainly accounting oriented, concentrating on the precision and reliability of financial statements which reflect historical performance of the organization. Different businesses, from small and medium enterprises to multinational corporations, must have appropriate control measures in order to secure compliance with respective standards, and to have more effective business operations. Employees and that in-charge of governance must realize the importance of control and its impact on the daily conduct of businesses.

Internal audit is an independent, objective assurance and consulting activity. It brings in to the organization a systematic, disciplined, risk-based approach to evaluate and improve the effectiveness of operating and managerial controls, and governance processes -- aligned with and in support of the overall company objectives and strategies. It is a global profession, though not a regulated one, and is guided by relevant internationally recognized and accepted standards and ethical guidelines set by the relevant governing bodies such as the Chartered Institute of Internal Auditors. Given the enormous duties and responsibilities vested in the Internal Audit Division (IAD), the internal auditors must possess deep accounting, auditing and finance background and experiences. They must have adequate computer literacy, report writing capability, as well as ability to interact objectively with key officers like the president, chief financial officer (CFO), department heads, and the chief risk officer as well as the external auditors. There must be proper planning and execution of all internal audit activities.

The above high-level competencies have already been adopted by many multinational companies abroad and here in the Philippines. The total transformation of their Internal Audit Division serves as one of the key determinants and symbols of their successes.

The major classification used by most countries to define Small and Medium Enterprises is through assets and employment size. However, the size ranges of their classification differ, since developed countries have large industries than the less developed ones. Hence, what might be considered as “small” by developed countries will already fall into the “medium” or “large” category for developing countries like the Philippines. Thus, cross compatibility with other countries for cross country comparison, is sometimes inappropriate or could not be used as the basis for a policy recommendation. In fact, the Philippine definition is already outdated and outpaced by developments in the modern world, or even by inflation alone since it was last updated. Our medium-sized firms are small by international standards, as defined.

Based on 2015 statistical data provided by the Philippine Statistics Authority (PSA), there are 900,914 establishments in the Philippines. Of these, 99.5% (896,839) are micro, small, and medium enterprises (MSMEs) and the remaining 0.5% (4,075) are large enterprises.



REPUBLIC ACT NO. 8289 MAGNA CARTA FOR SMALL ENTERPRISES
Republic Act No. 6977, (As Amended by Republic Act No. 8289) "Sec. 3. Small and Medium Enterprise as Beneficiaries. - 'Small and Medium Enterprise' shall be defined as any business activity or enterprise engaged in industry, agribusiness and/services, whether single proprietorship, cooperative, partnership or corporation whose total assets, inclusive of those arising from loans but exclusive of the land on which the particular business entity’s office, plant and equipment are situated, must have value falling under the following categories:

Micro : not more than Php 3,000,000
Small : Php 3,000,001 – Php 15,000,000
Medium : Php 15,000,001 – Php 100,000,000

"The above definitions shall be subject to review and adjustment by the said Council moto proprio or upon the recommendation of sectoral organization(s) taking into account inflation and other economic indicators. The Council may use as variables the number of employees, equity capital and asset size."

Cauayan City, Isabela is a 4th largest in population size among the municipalities of Region 2. From its humble beginnings as a small town, it was converted into a component city by virtue of RA 9017, ratified by a majority vote on March 30, 2001. Identified under the Regional Physical Framework Plan (RPFP) 2001-2030 as one of the region’s key urban centers, providing a diverse range of facilities to cater to the administrative, social, commercial and institutional requirements of the region’s population. According to BPLO Cauayan (Business Permit & License Office), there are 15 new small and medium enterprises while there are 317 renewing small and medium enterprises. services, whether single proprietorship, cooperative, partnership or corporation whose total assets, inclusive of those arising from loans but exclusive of the land on which the particular business entity’s office, plant and equipment are situated, must have value falling under the following categories:

Micro : not more than Php 3,000,000
Small : Php 3,000,001 – Php 15,000,000
Medium : Php 15,000,001 – Php 100,000,000

"The above definitions shall be subject to review and adjustment by the said Council moto proprio or upon the recommendation of sectoral organization(s) taking into account inflation and other economic indicators. The Council may use as variables the number of employees, equity capital and asset size."

Cauayan City, Isabela is a 4th largest in population size among the municipalities of Region 2. From its humble beginnings as a small town, it was converted into a component city by virtue of RA 9017, ratified by a majority vote on March 30, 2001. Identified under the Regional Physical Framework Plan (RPFP) 2001-2030 as one of the region’s key urban centers, providing a diverse range of facilities to cater to the administrative, social, commercial and institutional requirements of the region’s population. According to BPLO Cauayan (Business Permit & License Office), there are 15 new small and medium enterprises while there are 317 renewing small and medium enterprises.
Many patriarchs and matriarchs of growing family businesses have also embarked on professionalizing the top management and internal audit functions in their organizations by hiring experienced consultants and advisers, realizing the urgent need for the eventual transition of the family corporations to the next generation and to be highly competitive.

Ironically, the tangible benefits of having an organized internal audit function have not yet been given adequate recognition by the business community. Many corporations still do not have an established Internal Audit Division or a working internal audit function. Many key governance players do not have any clear idea of this important “check and balance” mechanism. For those who have hired internal auditors or set up Internal Audit Divisions, the common practice is merely to perform activities basically relating to detection of accounting and financial reporting errors, irregularities, and fraud -- hardly linking the vital internal audit process to the overall company strategic initiatives.

On an effective internal audit process really plays an indispensable role in today’s good corporate governance initiatives. Even family-owned corporations, big or small, will benefit from having a transformed Internal Audit Division. With the ever increasing expectations from governance players and stakeholders, with many governance players having fallen victims already of financial malfeasance, and given the ever changing, complex business environment, it has now become imperative for the Board of Directors to strengthen the organization’s control environment, starting with the establishment of an efficient Internal Audit Division.

It is high time to employ duly accredited internal auditors, with deep skills and knowledge of the current trends in risk and value-based internal auditing techniques. However, the appropriate needs and requirements will vary depending on the size and complexity of the business.

For evaluating company’s need, engaging the services of professional consultants and advisers is worth considering. With these, the researchers were motivated to study the presence of Internal Audit Unit and their roles as required by the regulations and laws to find out whether they are effective in enhancing financial management discipline in the Small and Medium Enterprises (SMEs).

Statement of the Problem

Generally, this study aimed to assess the Influence of Internal Audit Efficiency on the Effectiveness of Financial Management in Small and Medium Enterprises (SMEs) in Cauayan City, Isabela. The study specifically evaluated the performance of the Internal Audit in ensuring the effectiveness of financial management.
Specifically, it sought to answer the following questions:
1. What is the profile of the respondents in terms of:
1.1 Size of business
1.2 Type of the business
2. How efficient are the internal auditors in performing their duties in small and medium enterprises?
2.1 Independence of Internal Audit Unit
2.2 Staffing, training and resources
2.3 Due professional care and experience
2.4 Management Support
2.5 Interpersonal Relationship
3. How effective is financial management in small and medium enterprises?
3.1 Budget control
3.2 Cash availability
3.3 Compliance with course
1. Is there a significant difference between the internal audit efficiency and effectiveness of financial management of the respondents when grouped according to the type and size of the business?
2. Is there a significant relationship between the internal audit efficiency and effectiveness of financial management of small and medium enterprises?

Objectives of the Study

Generally, this study aimed to assess the Influence of Internal Audit Efficiency on the Effectiveness of Financial Management in Small and Medium Enterprises (SMEs) in Cauayan City, Isabela. The study specifically evaluated the performance of the Internal Audit in ensuring the effectiveness of financial management.
Specifically, it sought to answer the following questions:
1. To describe the profile of the respondents in terms of:
1.1 Size of business
1.2 Type of the business
2. To evaluate the efficiency of the internal auditors in performing their duties in small and medium enterprises
2.1 Independence of Internal Audit Unit
2.2 Staffing, training and resources
2.3 Due professional care and experience
2.4 Management Support
2.5 Interpersonal Relationship
3. To assess the effectiveness of financial management in small and medium enterprises.
4. 3.1 Budget control
3.2 Cash availability
3.3 Compliance to course
1. To know if there is a significant difference between the internal audit efficiency and effectiveness of financial management of the respondents when grouped according to the type and size of the business.
2. To determine if there is a significant relationship between the internal audit efficiency and effectiveness of financial management of small and medium enterprises.



Significance of the Study

This study highlighted the importance of the efficiency of Internal Audit Unit in the effectiveness of financial management in Small and Medium Enterprises (SMEs).
Furthermore, the result of the study is deemed significant to the following:
Public. It has established knowledge to the public about Internal Audit service within the Small and Medium Enterprises.
Management. It has established and assisted the Management on how Internal Audit unit performance may contribute to safeguarding resources within the Small and Medium Enterprises.
Managers and small and medium size business owners. They will be able to use the findings and recommendations made to support internal audit efficiency in the financial management of the business for a better financial performance of Small and Medium Enterprises (SMEs).
Internal Auditors. This study will help in increasing the role and image of the internal auditor in Small and Medium Enterprises to make it more effective and
professional. It will help the management appreciate the role of the internal auditor as one of the most important managerial control systems in the business.
Community. This study will contribute new knowledge to the members of the community about internal audit efficiency and financial management effectiveness.
Future Researchers. This study will provide a cohesive basis for conducting further study of the impact of internal audit efficiency on the effectiveness of financial management in Small and Medium Enterprises. A further research can be conducted to highlight other factors affecting the efficiency of internal auditors in Small and Medium Enterprises.
Banks. They will be able to use the findings and recommendations made to support internal audit efficiency in the financial management for a better financial performance of banks.
Local Government Unit (LGU). This study will establish and assist the management on how Internal Audit Unit performance may contribute to safeguard government resources.
Scope and Delimitation of the study
The study focused on examining the impact of internal audit efficiency on financial management effectiveness in Small and Medium Enterprises in Cauayan City, Isabela. Furthermore, the components of internal audit efficiency are independence of Internal Audit Unit, staffing, training and resources, due professional care and experience, management support and interpersonal relationship. On the other hand, the measure of effectiveness of financial management consists of budget control, cash availability and compliance to course. Difficulty in data collection have been faced by the researchers. Number of internal auditors and accountants refused and were reluctant to entertain and say no to communicate with researchers so there have no chance to get any information about the enterprises. In such situation for collecting data, the researchers need to seek other enterprises which are willing to entertain them.







Definition of the key terms

Terms here are conceptually and operationally defined for better understanding of the readers.
Audit. Is an objective examination and evaluation of the financial statements of an organization to make sure that the records are a fair and accurate representation of the transactions they claim to represent.
Budget Control. One of the financial management indicators. Budgetary control refers to how well finance committee utilize budgets to monitor and control costs and operations in a given accounting period. In other words, budgetary control is a process for managers to set financial and performance goals with budgets, compare the actual results, and adjust performance, as it is needed.
Cash Availability. According to the study, it is one of the financial management indicators. The sum of money in cash or equivalents that an investor or a business has available to complete a transaction. Cash available includes cash on hand and receivables.
Compliance to course. Another financial management indicator as used in the study. It refers to the responsibility of management to ensure that the entity’s operations are conducted in accordance with the provisions of laws and regulations, including compliance with the provisions of laws and regulations that determine the reported amounts and disclosures in an entity’s financial statements.
Due professional care. An internal audit efficiency indicator as used in the study. It calls for the application of the care and skill expected of a reasonably prudent and competent auditor in similar circumstances. Due professional care is exercised when audits are carried out in accordance with standards set for the profession.
Financial Management. According to the study, it means planning, organizing, directing and controlling the financial activities such as procurement and utilization of funds of the Small and Medium Enterprises (SMEs). Financial management is measured in terms of budget control, cash availability and compliance to course.
Hybrid Business. Hybrid businesses are companies that may be classified in more than one type of business.
Independence of Internal Auditor. An internal audit efficiency indicator which refers to professional duty of the internal auditor to provide an unbiased and objective view.
Influence. According to the study, it refers to the strong effect or impact of internal audit efficiency in the effectiveness of financial management in Small and Medium Enterprises (SMEs).
Internal Audit. Internal Audit is the evaluation of management controls and operations performance, and the determination of the degree of compliance with laws, regulations, managerial policies, accountability measures, ethical standards and contractual obligations.
Internal Audit Efficiency. In this study, internal audit efficiency is measured in terms of Independence of Internal Audit Unit, Staffing, training and resources, Due professional care and experience, Management Support and Interpersonal Relationship.
Interpersonal Relationship. An internal audit efficiency indicator which refers to a strong association among individuals working together in the same organization that share a special bond for them to deliver their level best.
Management Support. An internal audit efficiency indicator which refers to the ability of the organization to effectively manage a program or portfolio of projects, to support those projects in its operating environment, and to effectively apply best practice project management principles, processes and techniques is influential to the success of projects and the ultimate realization of organizational goals and objectives.
Manufacturing Business. A manufacturing business buys products with the intention of using them as materials in making a new product. Thus, there is a transformation of the products purchased. A manufacturing business combines raw materials, labor, and factory overhead in its production process. The manufactured goods will then be sold to customers.
Medium Enterprise. Any business activity or enterprise engaged in industry, agribusiness and/or services, whether single proprietorship, cooperative, partnership or corporation whose total assets, inclusive of those arising from loans butt exclusive of the land on which the particular business entity’s office, plant and equipment are situated, must have value falling between P15, 000, 001 to P100, 000, 000. (Sec. 3 of Republic Act No. 6977, Magna Carta for Small Enterprises)
Merchandising Business. This type of business buys products at wholesale price and sells the same at retail price. They are known as "buy and sell" businesses. They make profit by selling the products at prices higher than their purchase costs. A merchandising business sells a product without changing its form.
[bookmark: _GoBack]Small Enterprise. Any business activity or enterprise engaged in industry, agribusiness and/or services, whether single proprietorship, cooperative, partnership or corporation whose total assets, inclusive of those arising from loans butt exclusive of the land on which the particular business entity’s office, plant and equipment are situated, must have value falling between P3,000, 001 to P15, 000, 000 ((Sec. 3 of Republic Act No. 6977, Magna Carta for Small Enterprises)
Service Business. A service type of business provides intangible products (products with no physical form). Service type firms offer professional skills, expertise, advice, and other similar products.
Staffing and training. An internal audit efficiency indicator as used in the study. Staffing refers to the process of acquiring, deploying, and retaining a workforce of sufficient quantity and quality to create positive impacts on the organizations effectiveness while training refers to the organized activity aimed at imparting information and/or instructions to improve the recipient’s performance or to help him or her attain a required level of knowledge or skill.


