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CHAPTER I

THE PAPER, DEFINITION OF TERMS USED, THE LITERATURE
- AND HISTORICAL BACKGROUND OF
INTERNAL AUDITING CONCEPTS

American management has seen the magnitude of its
operations multiplied to tremendous proportions in the
short span of seventeen years (1940—1957). In this
period the nation>went from depresasion to a gigantic war
economy and on to an even greater post-war economy. The
process of national economic expansion was directly
responsible for tremendous pressures on the management
control funetion of many business enterprises. For example,
many companies dispersed their plants over vast geographical
areas, A major problgm of management control was thus
created by the miles separating the home office from the
sites of operations. Top management had to rely chlefly
on reports prepared by field (1line) personnel. But were
the reports themselves reliaila and useful?

"Diversification” became a widely-practiced business
principle. As a result, top management found itself charged
with responsibility for the success of "subéiéiary companies”
engaged in widely-varied activities, Reports sent to top

management by the subsidiaries were major control tools.
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Once again, top management had to know whether the reports
aecurately and completely stated facts and were therefore
reliable and useful. Top management did pergonally visit
fleld activities to look, listen, quesfion and récnmmend,
But, 1t couldn't be out in the field all the time‘ QThese
were pressing problems at headquarters: funds fﬁr;capital
investment in "automation” were needed; direct and indirect
taxes were taking‘larger amounts of the income;-én& |
employee "fringe benefité" and higher;pay’scalesﬂﬁeQQV‘
making‘increaéingly heavy demands. ' Top managemént needed
more "ejés and ears" to keep in close coﬁtaétiiith
"operations,”

At the beginning of the war, there were already
internal auditing departments in some large business
enterprises and in the federal government. Far-seeing
members of these internal auditing'groups felt that their
organizations could f1ll management's pressing need for -
timely and unbiased informétion,abqut operations.; “They
envisioned the broadening of internal auditing programs
from that of merely verifying financial accbuntS‘and state-
ments to the observation and evaluation of operations.
Thus, internal auditors were to serve as top management's
”eyes'and ears”™ through the appraisal of operations from a

"management viewpoint.”

Iarthur H. Kent, "The Development and Application of
a New Concept of Internal Auditing,” The Internal Auditor,
XIV (March, 1957) p. 7. ’




"Operations Auditing” was the loglcal outcome of -
internal auditors' attempts to meet management's need for

1nfarma£ion.

I. THE PAFER
Purpose of the paper. The'Statement of Responsibilities

stipulates:

Internal auditing is an independent appraisal activity
within an organization for the review of accounting, :
finanecial, and other operations as & basis for service

to management. 1t 18 & managerial control, which functions
by measuring and evaluating the effectiveness of other
controls., . . .The internal auditor therefore should be
concerned with any phase of the business activity whergin
‘he"can beé of service to management. |[ltalics minel]

With this formal statement the Institute of Internal
Auditors expressed the "st1ll broader concept of internal
auditing,}ﬁhiéh it holds today." (See Appendix "B" for the
original 1947 “statement.”) Thus, the leading members
of  the 1nternai'auﬁiting‘profession have stated their
convictions that internal auditing 1s capable of assuming

the responsibility for a major management function: the

managerial control fﬁnction of measuring and evaluéting the
effectiveness of other controls by reviewing accounting,

financial, and other operations. Further, that the internal

auditor should be concerned with sny phase of the business

activity wherein he can be of service to management.

QStatement‘gg Responsibilities of the Internal Auditor
(New York: Institute of Internal Auditors, 1957) See
Apper‘dix Haﬂ N




It is the purpose of this paper to propose that
properly-qﬁalified internal auditing staffs should assume
the responsibility for "operations auditing.” ("Operations
auditing” being the term used in this paper to identify the
new, "managerial viewpbint,“ constructive phase of modern
internal auditing.) - The paber approaches "operatioﬁs
auditing" ihrough (1) the description of 1ts nature, scope
and methods; (2) the study of the applicatiqn‘or operations
auditing methods and consideration of the results of some
actual operations auditing cases; and (3) the raviéw ﬁfv
factors vital to the success of operations auditing.

Signifiéance'gg_ggg,pgggg. Operationg sudliting has -

grown to sizable proportions in large-scale:- business
enterprises which are instituting, or augmenting, 1nterné1
auditing staffs.a Each major buresu and/or department of
the federal government either has, or will soon have, 2n
internal auditing department.a These departments have as
one of their major activities the appraisal of operations
from a "management viewpoint" similar to that utilized

in operationa auditing as practiced by internal auditors.

3

- “The Fleld of Internal Auditing (New York: The
Institute of Internal Auditors, . b,

“&ric L. Kohler, Howard W. Wright, Accounting in the
Federal Government (Englewood Cliffs, N.J.: Prentice-Hall,
Inc., 1956) p. 205.



Many large, national public accounting firms
have offered a wide variety of "man#gement" eerviees to
their clients for many years. Medtum-sized, lcéal f1rus
have atarted to provide- management“ services. to their
clienta alsc.s These ”management servicea provided by
public accountants include some of the same apprcaches :
Tthat cperations auditing includea in 1nternal auditing.-

?hey are both performed as a aervice to management.

(?ublie accountants' traditional role 18 to serve the
stackholﬂera and other non—management 1nterests ) Thua,
buainesa rirms unable to'maintain full-sized 1nternal
auditing staffs can look to some public accounting firms,
as well as to management consultants, for the vital type
af information an 1nterna1 audit starf could provide by -
"operations auditing.

Considerable amounts of money, talentland time have
been invested in bringing the operations auditing concept
to its present stage of development in American business and

government.

§Amer1can Institute of Certified Public Accountants -

Research Department. "Management Services - A Survey,”
Journal of Accountancy, (June, 1957) p. 42.




II. DEFINITIONS OF TERMS USED

Three vital terms are defined in this section:
"Intérnal auditing”, "operations auditing”, and
"comprehensive audit.”" ,

N '“inteﬁnal auditing” 1s a major managémént control
function; “operations auditing” describes a procesa.w:thin
thatlfunction.A A complete definition of :he:major‘functian
has been ineluded to 1llustrate the framework within which
"operations auditing" works. , ”,‘

| MOoperations auditing? is the term used thrdﬁghcut
this paper to denote the operations éppraiaal process based
on the "broad audit" concept--a concept uhiéh'héé gﬁéétly
changed internal auditing since World War IIX. Hah& térma
synonomous with "operations auditing" are currently 1n uge
<u18hih the internal auditing prafessioh,»for examplez
"opérationé,audits," "audits of operations,?‘”opeiational
audits,” "operational auditing," and "management auditing.”

. "Comprehensive audit” 1s a term used within the
federal government to describe & type of audlt which goes
beyond the financial records and views operations in order
to ebaluate their efficlency and’econqmy,‘ The process of
operétional evaluation that the camprehenaiée audit

implements 1s the same process of operational evaluation



that 18 termed pperatiené auditing by 1hterna1 auditors.
Yhé‘ term was originally applied solely to the United
Statesfsénerél Accounting Office's "broad audit" program,
initiated in 1949. Recent references to a "comprehensive
audit"_appréach are found 1in literature concerniﬁg“internal
auditihg‘activ1tie§ within federai agenéiea‘and bureéus.
Thus 1t would seem that ccmprehensive audit" has become

a government—wide phrase connating a "brnad audit" which
encompasses considerahly more than finencial audits.A

Internal auditing. Throughout this paper the

,definition of ”internal auditing set forth by the
Institute of Internal Auditors in the Statement of" the
Responsibilities of the Internal Auditor (Revised 1957)

; 6
prevalls. The definition is as follows:

" Internal auditing i3 an independent appraisal
activity within an organization for the review of
‘accounting, financial and other operations as & basis
for service to management. It 1s a managerial control,
which functions by measuring and evaluating the
'effectiveness of other controls.

The aver«all objective of internal auditing 1s to
assist all members of management in the effective, dis-
charge of thelr responsibilities, by furnishing them
with objective analyses, appralsals, recommendations
‘and pertinent comments concerning the activities
reviewed., The internal auditor therefore should be
concerned with any phase of business activity wherein
he can be of service to management. The attainment
of this over-all objective of service to management
should 1nvolve such activities ast

6
- - Statement of Responsibilities of the Internal .
Auditor‘(New York: Institute of Internal ﬁuditors, 1957)




Reviewing and appraising the soundness, adequacy
and application of accounting, financial and
operating controls.

Aseertaining the extent of ccmplianee uith
established policies, plans and procedures.‘

Ascertaining the extent to which company assets
are accounted for, and safeguarded from losses
of all kinds. - A

. Ascertaining the reliability’of accounting and .
cther data developed within the organization. ‘

&ppraising the quality of performance in carrying
out assigned responsibilities. .

Qreratione auditing. Hanyfsqurces have~been consulted

in a search for a complete definition of "operations auditing”

for this paper. The Statement of Eesponsibilities of the

Internal Auditor (1957) was a principal definition source.

The Institute of Internal Auditors 1947 statement was

revised 1n,3une, 1957 because'

, THE IHSTITBTE. . . belleves 1t advisable
‘at this time to issue a Revised Statement, which
.shall express the still-broade? concept -of internal
-auditing which-it holds today.'. - ’

As admirable as the revised statement" 13, 1t can

’ not serve as the only source for the definition of a

highly personalized group of human activities and obJectives
called ”operations auditing. Uhat is needed 1s the
animating warmth of personal experience and 1nterpretation.
?ersonal discussion withvexperienced 1nternal auditprg has

been a remarkably rewarding source of information. - Moreover,

Ibid.



The Internal Auditor, the Institute of Internal Auditors'
quarterly publication, has been found to be x»e;alete with
articles on the "broad audit" concept. Many of these
articles have been written by prouinent executives in some

| nf:the'natian's largest éempanies; men who are almost
daily‘invalved'in.“opefétioné'auditing." 'Appéndix A"
contains several. pertinent quotations used in the preparation
" of this paper's definition of "operations auditing.”

~ operations Auditing. Operations auditing is the

phase,pf‘modern internal auditing that renders constructive
services to management in the form of objective mnalyses,
appraisals, and recommendations about operations wi%hinAA
the whole organization. '

- . Operations are examined from & management point of
#iew,'when and where they are occurring. Control systems
and procedures are appraised as to efficiency and economy.
,Sténagrdé are evaluated for their reasonableness. The
aéburaéy'with which performance data are developed and
‘standards are applied is studied in the light of their
, effectiveness and practicality¢ '

The paramount objective of operations auditing 1s
the accbmplishﬁentror‘the,”real” objedtives,:or goals, of
the institution being served. All operations and controls

reviewed and appraised are accordingly reviewed in
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relationship to their worth as contributors to the resl:
objectives of the Institution. To properly carry out
his operations auditing responsibilities, the auditor
- requires the objectivity and independence which comes
from management's acceptahce and support. Further, he
requires exemption from participation in "line"” activities
which he might review and appraise later. |

" Operations auditing penetrates into every phase of
activities where it may be of service to management; but
the possibility is'recognized that situations involving
extremely technical probléms_may arise. In Bﬁch<instancas,,»>
specialists {from within and without the organization) are
consulted, o ‘ »

Some of the methods of traditional financial auditing

© are utilized: most activities have some form of original
documents énd statistical summaries relating to their work.
These_can be appraised for relisbility and soundness.
However, the most important method of operations auditing
is the personal obseréation of activities as they occur.
The auditor sees whether the controls (such as policies,
standards,and,operating procedures) set down on paper are
being utilized;. if they are relevant to the actual situation;

and are helping to achieve expected performance.
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Personal observation is made of the general
environment of the operation being audited. The initlative,
imagination and total background of the auditor are
challenged to the fullest in this "creative" part of the
operations audit, The ability to talk with operators
and supervisors 1s of great significance. Thrdugh his
"practical” observation of the total situation, the auditor
can bring to light important weaknesses or strengths which
formal audit work programs would rarely, if ever,;uncoier;

Since operations auditing takes the internal
auditor 1n£o virtually every activity of the ofganization,
the "communications" service that the internal auditor |
may render 1s recognized as a potent means of direct con-
tact between the4home office and fleld operations. The
audltor can be the salesman of ideas and information to the
Vfield by discussing}interpretations of central office
communications. He can carry back to headquarters his
considered opinion about the morale and general climate of
the 1nstaliatiens visited.

Effective operations auditing recognizes that
"management 1s gettiﬁg things done through people.” Thus,
a spirit of enthusiastic "team play” 1s necessary. The
recognized goai 18 1mpro§emen£ in the future, not
retribution for hast mistakes. Since the auditor is in

a staff relationship hé makes recommendations and suggestions;
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top management and local management make the decisions.
In 1ts highest sense, operations auditing is performed
by cdmpetent and imaginative people who are devoted to
the betterment of the whole organization.

. Comprehensive Audit. The General Accounting -

Office Policy and Procedures Manual for Guidance of

.Feder&dl Agencles serves as the source of the definition

which is used throughout this paper for "comprehensive
audit.”

- Although the term "audit” is a general term
normally applied to the process of examining
accounting records and documents, the term
"comprehensive audit" 12 not restricted to
accounting matters or to books, records and
documents . . . A comprehensive audit is an

analytical and critécal examination of an agency
- and 1its activities.

IXI. THE LITERATURE

| Operag;onsiauditihg 18 st1ll 1n(1té formative
stage; Complete codification of iﬁs ndmeﬁciafure‘gnd
méthoés has not yet come abouﬁa Thefefore; artiéieslin
current périodicals form the largest fund of information
about this déveloping "broad audit* concept. vThese
articles résemble the reports onlindividual experimentation
and thpught cbntributed to.préfesaional Journals By
physical scieﬁtists. In the business periodicals, operations

8General Accounting Office Policy and Procedures
Manual for Guidance of Federal Agencies (Washington:
Government Printing Office, 1957) p. 3. GAO 2020.30
See Appendix "A" for abstract from manual.
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auditing experiences withiﬁ;specific,companiea are
described; hypctheses are-suggested;sénd tentative con~
clusions are set forth. Since all internal auditing work
is:.done for the benefit of a particular business firm or
government organization complete unanimity of nomenclature
and methods will probably . never be attained. . The
1iterature. about operations auditing reflects this fact,

A variety of terminology and methods 1s evident. Through-
out the literature, however, there is & dominant and con-
stantly repeated theme. 1nterna1 auditing has jJolined the
management team, 1t now has a broad audit concept which
includes operations 1n its scope. :
Igstitute‘gg InternaI~Auditor8?~Pub11cétions. The

chief source of material for this thesis is the publications
of the Institute of Internal Auditors. The Institute of
Internal auditors holds a position of leadershiﬁkin internal
auditing comparable'to the American Iﬁstifuté'of'Accountants’
lleadefship in the fleld of public accountancy; The Institute

of Internal Auditors' Statement of the‘Resﬁonsibilities‘gg the

In't-.emgl Auditor (1957 revised edition) 1s the present,
formalized, professional concept of the nature of internal
auditing. The "statémentf presents a picture of the whole
internal auditing function, of which operétions auditing
is the.newest phase;
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One of the earliest books published by the
. Institute of Internal Auditors-was Internal Auditing

Philosopgz,andtPractice,‘published‘in 194%; It 1s one

of the ‘most revealing and searching considerations made of

thé internal auditing concept. ‘The Institute of Internal

Auditors has sponsored, throughout the years, many other

books dealing with internal auditing theory and practice.
"Since September, 1944, a quarterly periodical;

The Internal Auditor, has been published regularly.

ﬁrticles*in The Internal Auditeriare'written'by leading

personalities in the- fields of 1nternal auditing, business, }
and education. The ehiet value of thia quarterly publicatioh
is thatw;t portrays-the unfolding picture of developments
in iﬁternal-audiﬁingrtﬁeory and practice as they occur.

Federal Government Publications. The United

States Government Printing Office hab made material

' available'regarding the activities of theinnifed-sﬁates

Generél Accéunting'dffice. Under the dynamic leadership

of Lindsay C. warren, Ccmptroller General of the United

States, 1940-1954, & new broad sudituconcept-~the
"comprehensive audit"--was instituted by the General = =

Accounting Office in 1949. In 1ts review and evaluztion

of agency policies, procedures, praotices,;and‘Operations,i
the General Accounting office empioys operafions éuditing |
techniques. The "management evaluation” (Operations éuditing)



15
techniques of the General Accounting Office comprehensive
audits are inherent in many agency internal auditing
programs .. | o ,

Recognition of the similarities in the’ General
Accounting Office comprehensive audits and operations
auditing was made In a recent address, by the Assistant
Comptroller General when he said, "The comprehensive-type
audit 1s not unique to the General Accounting Office.
Thére is a similar development in internal auditing."g
General Accounting Office Iiterature has, accordingly,
been utilized in thié,péper as a major source of
inrofmation.

" fThe Government Printing Office also publishes
congressional committee reporbé;~-Chier among these
publications consulted are the reports of Senate and
HbuséGCmﬁittees»oq governmehﬁ operatioﬁsx The "Hoover
Commissions" reports” have also been studied for
"background" value.

- Miscellaneous Literature. ‘The American Institute

of Accountants publishes the Joﬁrn31 g§.Accauhtancx'

monthly. . This publications has been used as a minor source

for this paper since it 1s primarily concerned with the

' field of certified public accountancy. The Federal

9

Looks at Auditing in the Government” (address before the
Federal Qovernment Accountants Association at the sixth
Annual Symposium, Oct. 30, 1956) p. 28.. (Mimeographed)

“Frank H. Weitzel, "How the General Accounting Office
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Government Accountants Assoclation publishes a quarterly

review of current developments and trends in federal

accounting. ?he‘peribdical,"?heﬁ?ederél Accountant,
contains articles written by top*ofricialsviﬁ’goverﬁment
and education as wellrascreports on symposiums 1t has

sponsored;z The Aceounting Reéiew, published by the American

Accounting Association, primarily contains articles by and
for accounting profeassors and teachers.  Theoretical
considerations are given exhaustive treatment in "Review"

articies.

IV. HISTORICAL BACKGROUNRD
- OF INTERNAL AUDITING
CONCEPFPTS

+. Three broad, evolutional stages in internal.
aud1ting concepts have been defined By.A. H. Kent as
follows:.

1. The verification of mathematical accuracy.
Particular attention to cash matters,
reconciliation of bank accounts, payrolls
and check of approvals on documents.

2. Verification of accuracy and propriety of
company accounts and financial statements,
This was more detailed, but very similiar
to the same type of audit performed by
Certified Pudblic Accountants,
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3. The adoption of top management point of view,
rather than a strictly accounting one, in
all areas under examination. :The logical
effect of this change of viewpoint was to
extend gradually the scope of verification,
inquiry and appraisel into areas of
‘business beyangothose usually designated
as accounting.’ ' :
Two significant dates divide the three stages of
development in concepts: December 7, 1941 and
December 9, 1941. Japanese treachery on December 7, 1941
instantly united the productive skills and energies of
American labor and management to the task of winning a
war, wa'days later, December 9, 1941, twenty-fbur‘men .
met in Neé’York City, after months of preparation, and
elected the first officers and directors of the Institute
of Internal Auditors.

' fThe impact of bombs on battleship decks and the
dignified éharteriﬁg of4alpEOfessional Organizééiéh;
bothihéd=§“profound effect on internal auditing. Stage "3",
the contemporary "broad audit" era, is gehérally recognized
to have received 1ts impetus from the accelerated demands
of all-out war and its contimuity from the steadying and
guiding influence of the Institute of Internal Auditors.
Stages "1" and "2" in theevolution of internal auditing =
concepts largely belong to the pre-wox-m War:- II, pre-Institute
of 1nterna1 Auditors era.

19, | H. Kent, "The New Internal Auditing and the

Need for Specialized Preparatory Training," The Accountiﬁg .
Beview, XXX (October, 1955) p. 639. o s
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'Old‘Internal‘Auditing Concepts. Pre-World War II='

concepts of internal auditing were largely concerned with
the protective functions and verification aspects of
financisl auditing. The typicai method of operation in
that era was the "centralized voucher audit." Carloads of
dccuments'were>shipped to central audit offices where vast,
detailed, "paper-mill" operations were employed. This
included the totaling of control accounts, comparison of
disbursing_checks and vouchers against involces, and other
"accountability" verification. A fallacious impression of
”ﬁanagement control” was thereby created. Actuali&; only
bookkeeping accuracy and the legality of disbursements

. 11 .
was proven. S

In the same period "traveling auditors” were not
unknown in large business firms. Their functions, however,
were on the whole, just as restricted as the centralized
voucher audit. They counted cash, verified bank balances
and receivables, and'ekamined documents for approvals.
Most operating managers saw little reason for the
auditors? existence; since their activities added little

of a constructive nature to the business of making profits.

However, desplte their limited objectives, they did

il
Arthur H, Kent, "The Development and Application
of a New Concept of Internal Auditing,"” The Internal Auditor,
XIv (March, 1957) p. T1.
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contrihute'sémething of‘vaiue* the knowledge that auditors
would examine transactions served as a stimulus towards
praper bookkeeping,lz

New: Internal Auditiqa Canepts. Dﬁring ﬁhe period

of the 'thirties, some:internal auﬁitars scattered in .
 variaus:parts~of tha~c9untry‘éere beginning to see the
possibilities af,greater=serVieé to their companies. - Time
and earnest thﬁught:developed this nebulous idea until 1t
- assumed & clear shape and form. The potentialities and :
'possihilities were intriguing._
The germ of the new concept of 1nternal auditing

was rnund 1n the often expressad viewpoint that the .
difference between 1nterna1 auditars anﬁ outside auditors
was that the internal auﬁitor warked on behalf of management,
and the outside auditor represented the stockhalders.ls

, The 1ﬂea began to ﬂevelop that the 1nternal
auditar could serve management most completely by extending
the scope of his audits. One ef the picneera of chia idea |
was Victor Z. Brink, the author of the first nationally-
tecogniaed study of 1nternal-éuditing. Dr. Briﬁk*s book,
Internal Auditing, written in 1941 when he kas an associate
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professor cr:éccounting~atEColumbia University, summarized
the then-present status of internal auditing and Jooked -
forward with great imagination to an almost limitless
future, Typical of Brink's vision 1s a ‘statement he made
on page 38. He sa# Internal-auditing serving‘the-needs of
management by‘meaﬁs~af~“the appraisal of existing rules,
procedures and policies relating to accounting and financilal
and: assoclated-activitiers, together with constructive
recommendations which are directed toward the: improvement
of general company welfare.”
Even mcrek§isionaﬁy,.wathisrcbntentiens that
internal auditing=ehould’give~
Other services to management of a direct nature
in the way of providing an effective means of contact
with field operations and an impartial reporting
agency; the provision of personnel for executive
$hd econony of the oucside mwdte.lo o ricieney
The words of men like Victor Brink stirringly
pointed towards the management role Internal auditors might
attain. The way towards operations auditing was clearly
shown.
Nevertheless,_the verification of figures and
determination of the propriety of transactions was, and

still 13, an 1mportant phase of 1nternal auditing since

v
1 Vietor Z. Brink Internal Auditmg (New York:
The Ronald Press Co., 1941) p. 35.

15
Ibid,
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management.is'therEby assured of the integrity of
financial accéunts and controls within the organization.
However, today's internal auditor does not livé‘atfa-
desk. . He visits the site of the audit and personally -
pbserves operations in progrgss; " When he checks records
he uses modern sampling &echniques. iﬁis}chief
responsibility 1s the appralsal of contfols;rbut~ﬁe»1ooks=
at all phases of the work going on around him.: He 1s more
rthan-Juét a competent technician: in the eyes of fileld -
perSOnneI; from top local managemént on doﬁn,'he has

become 2 home office representative‘ls

6 o o ; B

Elmer Johnson, "Becoming More Than Just A.
Comggtent Technician,” The Internal Auditor, XIYI (March, 1956)
P. .




CHAPTER IX

NATURE, SCOPE AND METHODS OF
OPERATIONS AUDITING
.A process providing service and information
primarily to top management and secondarily to all levels
of management and delwving into every activity of the
institution being served must of necessity be complex.
Operations auditing can cover jiat such & broad scope.
The underlying concept 48 that of appraising control
systems to insure efficlent and economical performance,
Records and performance standards are reviewed and
operations are personally observed where and when they
are ocgurring. The obJective of operations auditing is
to promote the over-all objective of the institution
served.
I. NATURE OF OPERATIONS AUDITING
In considering here the nature of operations auditing,
the factors reviewed are: comparison to financiai.auditing;
appraisal of operations; standards; objeetiveq; anﬁ
auditor's viewpolint. Thé briefest possible description
of the nature of operations auditing is: Operations

auditing 18 an analytical appraisal of a business activity.
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The'vnited States General Accounting Office has |
made this statement, "A comprehensive audit 1s an analytical
and critical examination of an agency and its_activities."l
The comprehensive audib‘utilizey operations auditing
technidﬁesfta accomplish its "ménagement evaluation”
~objectives.

Thus, by definiticn;.the techniques and audit
activities termed “oberations auditing” and "comprehensive
audits” ére primarily analytical in nature. The techniques
and'activities inﬁolved‘delve intu areas first piéneéred:by

"management engineers."

Gperations-éuditing,compared to financlal auditing. A
comparison between operétioné aﬁditing ahd financialiauditing
‘bringé to 1ight some of the fundamental differehééé in-the
nature of these, the two majorvphaseé of internal auditing.

Fiﬁancial éuditingbis concerned primérily with
the verification of financial statements, both as to
mathematicéi accuréby ahd adherenéé-to recdgnizé&iaccounﬁing"
princigsles.- Tt 1s most typleally perfbrmed by certified
public accountants;}who represent ownership and are primarily
‘concerned with the fairness and accuracy of the financial
staﬁeménts.v Tt must. be ré-emphasized, however, that‘financial

auditing 18 st1ll one of the major phases of internal

auditing.

1

General Accounting Office Policy and Procedures
Manual for Guidance of Federal Agencies (Washington:
Uovernment Printing Office, 1957) D. 3 GAO 2020.30
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The Statement of the Responsibilitles of the

Internal Auditur'ineludeS'these;financial auditing obJectives

of internal auditing:
Ascertaining the extent fo which company assets
are accounted for, and safeguarded from 1osaea of
all kind. .

7 Ascertalning the relilability of accounting and
 other data developed within the organ:zzation.?

Thus the financial auditing re3ponsib111ty ia
strongly set forth 1n the yrofession's formalized statement
The operations audiﬁing activities are outlined in- the same
8tatement as follows: '

Reviewing &nd appraising the soundness,

‘adequacy and application of accounting, flnancial

: and operating controla.

© 7 Ascertaining the extent of comyliance with
established policies, plans and proeedures.

E Appraising the quality of performance in
'carrying out assigned responsibilities.3

'}The true nature of operations auditing hecomes more
apparent after comparing the relatively limited viewpoint
of financlal auditing with the hroadly~cenceived
aperations auditing activities of reviewzng and appraiaing.
The’very nature of the words‘ "reviewing" and apppaising
is personal and acti&e; ~The auditor 1s seen to be‘éctively
- and pefsonally.reviewingvand éppraising not only financial

and statistical data but also the soundness, adequacy and,

statement of Resgpnsibilities cf the Internal Auditor
(New York: Institute of Internal Auditers, 195?) f

3Ibid
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application of accounting, financlal, and operation
controls. Furthermore, he 1s seen appraising the
quality of performance. Inherent in his reviewing and
appraising work is the actual observation of operations
where and when they occur. |

 The importance attached to on-the-site observation
of operations 1s one of the major cheracteristics of the
modern broad-audit concept. It 1s interesting to note
that two professors of sclentific management had this to
say about the value of personal observation in this era
of scientific techniques:

In any'preodcupatzon with the devices of
managerial control, one should never overlook the
importance of control through personal observation....
Management 1s, after all, getting things done through
people, and, while many scientific devices aid in
making sure that people are dolng that which the
manager has hoped and planned for them, thehproblem
of control is still one of human relations.

The full resources of the individual auditor are

_ called upon in the process of personal observation. His

entire fund of skill, knowledge, past experience,
imagination and ability to reason are challenged to the
utmost., It is this activity that results in the achlevement
of "ereative"” appraisal and which ultimately determines the
quality of operations auditing.

4 | - -

Harold Koontz and Cyril 0'Donnell, PFrinciples of
managgment (New York: McGraw-Hill Book Co., Inc. 1955)
piS?O .
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Appraisal of controls. The principal result of the
auditors analysis of records and observation of operations
is an appralsal of controls. H. B. Lichtenberger, Chief
Field Auditor, Reynolds Metals Company, in a discussion
with the author of the thesis recently said, "The appraisal
of control systems 1s internal auditing's field,”snlﬁis
brief description of the evaluation of the controls over an
operation 1is:

.~ Does a formal system of controls over the operation
exist?
If so--is 1t enforced?
If enforced ~
Adequate?
: vvalid?
Ir not being enforced~—why not?
Obsolete?
Misunderstood?
Neglligence?
- Dellberate obstruction (possibly
fraud involved)?
If no formal controls exist--Why?:
L 6

| What kind of informal controls exist?.

‘Lichtenberger's concise description recognizes that
there 15 some kind of control system involved in every
activity--be 1% formal or informal., If fcrmél policies
or procedures have been designated, the queatian of
enforcement occurs. Where no formal palicies or procedures

are foﬁnd, the determination of the nature of the formal

SStatement by-H B. Lichtenberger, personal interview.
Permission to quote secured.

m1a.
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céntrols becoﬁes the auditor's concern. As was pointed
ocut earlier, the appraisal of control systems is
"internal auditing's field.” The fundamental assumption
belng that operatibns carried on under proper control
systems will prbbably be successful operations.

There 1s a possibility of confusion in the oﬁerly-
simplified idea that proper~conbrols systems will probably
result in successful operation; It is necessary to -
remember that "proper controls systems” are not limlted to
the evaluation of actual performance égainst "expected" orA
”pre-determizied” standards. , Rathei-, there should be included
'rin proper controls systems a method of measuring the pre-
_determined standards themselves. The internal auditor's
reparta themselves provide 1nformation which managément can
use to reappralse the wisdom of its planning (which set-up
the procedures and expected performance standards. )

Standards.»'znherant in the appraisal of controls
18 the use of “y&rdstieks” or'“standérdﬁ." How can the
internal auditor hape,to:“msasure# the effectiveness of
controls In the multitude of operating situations he faces?
Must he be an “expert" in every type of activity he attempts
to evaluate? Bradford Cadmus, Managing Director of the
Inetitute of Internal Auditors, has anaswered this in part

7George Albert Smith, Jr. Folicy Formulation and

Administration. (Homewood, Illinois: Richard D. Irwin,
Inc,, 195%) p. 11.
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by ?ointing oﬁt that control requirements differ with 7
every anditing‘situation,s Such things as the management
policies of the company, nature and abilities of the
executives and the cost of control measures will determine
the .standard of control appraisal.. He knows that 1t would
be very convenient if there were & "fixed standard” for
every.operatién.f He feels that’it is fortunate both for
business and the internal audifor that such a situation
~ does notrprevaix¢8

Thué,'a widely-experienced auditor recognizes the
fact that operations auditing 1s not a‘simple matter of

"check~-1listing" againat standarda.

. A professional internal auditor has expanded this
point further by noting the multiple meanings of the word
"standards.” The objective in mind must be considered.

The internal auditor 1s personallyrobaerving the operation
as a whole, from the viewpoint of managémant.' He has had

a “hriefiﬂg” on the operation under audit; has tested what-
ever records and reports exist; and probably has talked with
"local” management about 1. He does not perform "industrial
engineering”--stop-watch-in-hand. Rather, his objective 1s
to make an over-all evaluation based on all the facts and
observations at his disposal. His standard and dbjective

is--does there seem to be a reasonable system of control

BBradfcré Eadmus, ”Auditing the Purchasing nepartment,

The Internal Auditor, XII {September, 1955) p.
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in operation? It must be remembered that any suggestions
er reeommendations he max-make will be discussed thcroughly
at the local Ievel o S

In snmmary, ‘the "standards” may be well-defined
and easily applied but more-than-likely they will largely
dépehé?ﬁgdﬁ the skill, intelligence and experience of
the auditor. His function 18 not to "split hairs” but to
raise a question where improvement seems possible.

" Objective of operations auditing. As already stated,

the overall obJective cf operations auditing 1& the. promotion
or furtherance of the interests of the crganizabion. The
Institute of Internal Auditors sees the overall objective
‘of internal ‘aud:tiﬁg'éé that of assisting management in
"achieving the most efficient administration of the
operations of the’drganizatibn.ng
' The broad scope and personal nature of operations

auditing have been depicted earlier in this paper. Equally
‘brsaénébjectivéa'are’éaéaclaﬁed'uith‘the new audit concept.
This reaults from the broader'management viewpoint necessary
ta the suceeasfulxaceomplishmant of operations auditing.

A'aimplirieﬁ, but reasonable definition of internal

auditing objectives was proposed by D. S. Grubbs:

gstatement of Responsibilities of the Internal Auﬁitor
(New York: Institute of Internal Auditors, 18577
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1. .See that people are doing the things they were
told to do; 1.e., following authorized policies
and procedures. , ,
23, ~ Ascertain if the authorized policies and prccedurea

provide adequate proteetion against loss at a
reasonable eost.» ,

3, ‘ Observe. opportunities for increasing prafits.;°,

, Simple as the above. definitinn seems, it effectively
'Asummarizes operatianz suditing objJectives. All of Grubbs'
audit ubjectives are ultimately directed tcwards the '
accemplishment ef the over-all abjective: promoting the
.organizstion;

ﬁuditar’s viewgoint. A very important element in

the accomplishment er operations auditing is the internal
audita; s viewpe;nt, ,Thraughoat the literature ‘consulted
e”céﬁéistenﬁif'reéuéring theme was found: the auﬁitor who
is to perrarm erfective operations audits must have the
viewpeinc of a regreaen&ative of management. That is to
 say, he ia no lcnger merely a 'calarless figure checker"
but rather, cembines the skill of a techniclan with an
undergtaading»uf business procedures and the outlook of top
management.

‘rTo bé'really'erfective, the auditor must also work
from a viewpnint ef impartiality breught about by his
1ndependance fram 1ntimidation. Furthermare, it 18 felt
that thevauﬁztcr’s viewpoint should be rooteé in the enthusiastic

D. S. Grubbs, "Internal Auditing ObJjectives,”
The. Internsl Auditor, XIV {march, 1957) p.. 29.




notion that he 1s & "salesman of ideas and informtion.”
Thia means that he must know himself to be a "member of the
management team."

It 1s emphésized by many professional internal
auditors that individuals with an air of "policemen" and
those who give thé impression they are waiting to "trip
someone up" are not going to be effective in the highly
personal fleld of operations auditing.12 A'spirit of
ebjectivity and teamwork, looking towards future improvement,
rather than’backwarﬁ upon past mistakes, 1s the viewpoint
indicated'fcr_succesaful operations auditing activities,

II. SCOFE OF OPERATIONS AUDITING

Operationa auditing éan encompass thé agency or’
organization as a whole, The extent of the detailed
examination work is largely governed by the evaluation
‘of the effectiveness of controls. Where édequte and
effective controls have been exercised by manageéenb over
ité bperations,-detaileﬁ examination is proportionately
‘reduceﬁa

" F. E. Mints, Resident Internal Auditor, Lockheed

Alrcraft Corporation, has made some pertinent comments about A

victor Z. Brink,'”The Internal Auditor Joinas the
iement Team," The Internal Auditor, XIV (June, 1957)

1 , o _
Arthur H. Kent, "The Important Factors of &

Successful Internal Auditing Program," The Internal Auditor,

X (June, 1953) p. 12, ,
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the scope of cperational audibing. He has pointed cut
that audits of hia company's. operatluns are sometimes
conducted on & purely functional basls, and &t other times
on an arganizatzonal basis.. A combination of the two is
much'more common, however, . An example would be the exami-
nation-af a8 functién or .group of functions within an
organizational unit =

‘It was further pointed out by Mr Mints that broad,
general reviews are frequently broken down into smaller
pleces.  He cited a specific instance:

-+ In studying material management, we might have a
serles of eight or ten projects, each covering some
phase of the activity, such as: the determination of
what, how much, and when to buy materials; the actual
placing of the order or buying function; the paper-
work and follow-up involved in a purchase and the
payment of the invoice; the receiving of the material;
1t8 handling in stores; the eventual disbuigement of
the materials to the shops, and so forth.
Thevﬁenefal Accounting Office has performed many of

its eempreheneive audits on a "segmented” or "plece" basis.
This is because of the tremendous size of many of the
activities audited. _Moreover, there might be certain
activities aﬁd functions which have presented control _
difficulties in the past or are suspected of having
weaknesaes in them, or are so vital they must be reviewed

Management consultants. Sinece writers in the field

of 1htééﬁal'aﬁdit;ng 1naicate an ekﬁremely broad scope in

1
3F E. Hﬁnta, ”0 erational.ﬁuditing,” The Internal
Auditor, X1 (June, 1954) p. 34. ,
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operations auditing activities, the question arises as to

-where the managément»consultant, or engineer, fits into

the scheme of things. If internal auditing were to |
live up to the prediction of the first president of the
Institute of Internal Auditors it would become: ”1ntna~~

'company management engineering.” 13'_

CMpl C. Oliver'wellington;‘former,president of the

American Institute of Accountants and The Association of

 Maﬁagément7Sbnsultanﬁ"Engineérs,’writing'1n'anfear1y'

Inastitute of Internal Auditors publication, undertook to
s&@gesi the*role’bf the p:1véte‘¢an§ggmeht consultant in a
large;busipess firm along with a complete internal audit
staff. Specifically, he thought that management consultant
eﬁginéers_gheuld ée'called-in to'direct}or supplement the
work of the internal auditors,” His reason was that the |
1ndepeﬁdent'management”engineers-hava.a broader variety of
experience in their hackgréunda;

ﬁnéther‘circumstanée pointed out by Wellington was
the lack of time for the 1nterna1’audit1ng étaff’ta'
accomplish needed operations auditing. Thus, he sew the

consultants as a supplementary wcrk‘rdrce,,brought in when

activities are at a peak but which is not "carried” on the

payroll throughout the year.

R 11 T ' » , .
.John B. Thurston, "The Past, Present and Future of

Internal Auditing,” Internal Auditing Philosophy and

Practice (Stamford Connecticut: Brock and Wallston,
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Knbthér"JnStificaéibn for hiring managément"
eonaultants, 1ven hy Wellington, involved the solution of
spgeialzzed problems. ﬁe‘recagnized that prnblems would
probably be encountered requiring specialized lmowledge
and skill to solve. Thus he saw the several management
consulting firms as a source of specialists which could
be’drawn“uéon for expert advice in areas outside the
capabilities of the resident Btaf'f

“ From ‘the backgrﬁund ‘of his own broad, practical
experience, wﬁilington observed ‘that there are areas’ in
whiah only the "outsider” can 8ay things that "must" be
satd--areas in which pefééhéiitias“ are involved. In
theaa:eaSes,zalthéugh the internal auditing staff's
appraiaal,and conclusions may be right, the consultant
can collect the facts abaectively“ and make suggestions
not subject to thekcharge of “partiality."

In summing u§,<we111ngtan cbﬁtendéd'that a maximum
benef1t could be derived at 2 minimum cost by having the
internal auditing department include the bulk of the work
in 1ts scope and look upon the management consultant both as
a_husﬁwseasan reserve force and as specialists and impartial

agents in matters involving personalities.l”

' 150 Oliver Wellington, "The Relationship of Internal
Auditing to Management Engineering," Internal.ﬂuditing
Philosophy and Practice, pp. 88-97.
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The author‘or'the‘thesisAreels it necessary to
point-eﬁt that Wellington is primarily a management
céﬁaultant'and'hié remarkafshould be considered accordingly.
Hia idea that management consultants should "divect" the work
of thé\internal auditors because the independent consultants
have_af"broaéer variety of experilence” should not be |
accepted without qualifications. If the internal auditing
staff 1s competent, "outside” consultants directing their
‘wcrk‘ﬁbuldprsefa:seriaﬁs“threat‘to their organizational
préstige,‘vﬁlsa,'the-use of "outside" consultants-to say
things that "must” be said can not be accepted without
comment. Although such a situation 1s concelvable 1t must
be reéégﬁizéd #hat tap.manégement must approve the hiring
of the canéultantfin the first plaée; With dictatorial
’managewent‘thia might be the only Way,but most\managements
would prbbably feel better 1f the internal auditing
members of the management{team would frankly state what
the diffieuity 1s rather than hire an éxpenaive intermediary.

III. METHODS OF OPERATIONS AUDITING

 Some of the techniques and methods of traditional
financial audits are utilized in operations auditing.
However, operations auditing cannpt be confined to the

exaﬁinatidn of recbwds and statistical data. Personal
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observation and cpgversaticns at the site of the audit are
impartgnt.‘ Specialization in large Suaffstiﬂ common.
There are alternative means within and ﬁithout'the'
erganizatienvby wﬁich management can receive the.
1nfcrma£ian developed by operations auditing.

©.- Examination of records. The polnt of departure in

most audits can be the examination of records.  In almost
anyiﬁype;af:activity some ‘original documents and work
éummarieé are found. These documents can be stated in terms
offdollars,;guantities,ftime, percentages of .completion,

or cthe;wdéneminators of human activity.t.The denominator,

whatever its nature, can be audited as to 1tsgintegrity,16

 :gAnather,fam111ar metho& that is applicable in
operaggghs auditing is the,segking out of source data to
eeé whéthey it,substantiates:summary reports such as status
of work,,flc#;sf operations, labor utilizationﬁstatistics
and,similar~mperating_data¢1?,

Persongl observation and conversation. Eventually the

auditor who 13 attempting to apply the appraisals, _
perspectives and tolerances of management will be forced into
methods mﬁre suitable for arriving at Judgements than the
rigid me thods of’finaneial.auditing. .

Peraonal contaet with operating levels of management

and labor will produce much valuablevinformation, Therefore,

ISArthur H. Kent "The Development and Application of
a New Concept of Internal Auditing,” The internal Auditor,

SIV (March, 1957) p. 11.
1
?md,
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personal observation and conversation will become one of
his most 1mportant methods.

‘ Anotherfdeviation from traditional auditing is
the free use uflcamﬁcnfsensé and 1mag1nation that forms
one of the mnﬁt’impbrtanb methods in operations auditing.
 The auditar mist be eonstantly asking why things are done
in a certain way. ?his questioning is most effective
when 1maginatively applied. ‘However, common sense can
save a great deal of lost motion 1r it enables the
; auditor ta recagnize ‘the practicality of the way certain
| things are done.

As 1maginat1ve as same af the "methods” used 1n
ugeratiana auﬁiting aeem, it 15 1nteresting to note that
the Reaiﬂenﬁ Internal Auditor of the Lockheed Aircraft
| Corpuratien firmly maintains that operatiana auditing ;
eonsists of 8&5 or more pmactical,analysis and only 208
or less special teehnical know-haw.;a'

Speeialxzatian.‘ The structure of 1nterna1 auﬁiting

'departments variea 1n different organizatians.A The Internal
auditing functien 13 largely a centralized funetion carried
on in decentralized arganizationa.' John B, Thurston,
founder and the first nres&dent ef the Institute of Internal

18
" F. R, Mints "Operational Auditing,” The Internal
Auditor, X1 (June, 195&? P. &5. L N
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Auditcrs, indicated the degree of specialization which
may occur within a large internal auditing group.lg
Figure 1 1llustrates the organization of'é forty man
-starf of a company with large central office, a limited
nuﬁber bf mannfacturing divisions and distribution outléts
located threughoat the country. The “Internal-Auditor”
‘léesignated on Thurston & chart might be designated

"Vice President~management Cantrols.“ ‘The dotted line
to the public aecountant indicates that allx auditing
details are cleared through the internal auditor. 'Yt
does not preclude the public aeceuntant from preaenting
-his final repart to the stuckholders, board of directors

or president§

: Alternatives‘gg operat1§na audiﬁing. Inherent in
any organlized human activitieé is a control function.
ﬂcti?ities;must be observed and appfaised in the light of
actual performance versﬁs planned or exgécted performance.
Management must have general information which can also
be used to make adjusﬁmént& in plans and procédures.
Gperations auditing 1is the perfofménce by internal auditors
of a prscéss which gives management timéiy information and

evaluations of operatiéns. It élso recognizes problems and

ig .
John B. Thurston and others, Basic Internal Auditing
Principles and Technigues {Scranton, Pennsylvania:
International Textbook 80;, 1949) PD. 30—31
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‘mekes recommendations ror their correction. ' There are
valternative ways of aceomplishing thia process. Within
‘ ﬁhe organiz&ticn, top management can gather the B
| 1afarmat1an peracnally‘ The impraeticality of this is |
immediately evident: gecgraphy and time rule this outA
Line reports are a possible alternative within the company.
: Alsu, central gontrol grcups such as the "chpers idea
might be used Bcth of these have thﬁ weakness that they
,put sueh great.reliance upon reports originated by “the
eperators . There are tendencies ta “tone~down unfavcrable
aapects 1n these eparts. Perscnal observation 13 still
the best method of evaluation known Thus the operationa
auditing proeess 18 not replaced by ‘paper reports"
because 1t uses on*the~aite personal observation and
conversation as.its‘ehief method.
~ "External" to the organization are management
‘engineering rirms and public accounting firms. léoth of
these gruups may perform studies and "surveys” which supply
the Bame infermation operations auditing dees. The principal
drawback here 18 the considerable cosis 1nvolved Heavy |
nan—productive time" of their staffs have to e "absorbed”
by the‘client, Internal auditing staffs are with the company
throughout the year and their time can be constantly
productive. Also. the internal group is familiar with company
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'pracedurea and pereonnel and therefore doesn't lose as
much time merely heccming acclimated |

‘The function has to be performed, It can wbe'performed |
by top management, line management, management consultants
‘and qualified public'accounting rirms. Gperations auditing,
by internal suditing groups, is the best means because |
1t relies upon unbiased personal observation at the site
of operations; and 1t is @ continuous year 'round activity
- with little or no unproductive "between jobs" overhead.



' CHAPTER ITI

PROCEDURAL STEPS IN OPERATIONS AUDITING
AND HIGHLIGHTS
| FROM sﬁme&'sn ACTUAL AUDITS

- The proceéural steps used in operations auditing
airectly parallel those found in financial auditing.
They,are the: §re~auﬁit survey; preliminary audit
program preparation; on the site activities; and
prépafatiaﬁ‘éf reports containing "findings” and
“feéomméﬁdatisns.“ Here the similarity ends. The
fi%ancial audit report is full of columnar tables and formal
presentations of accounts. The cperations auditing rEpcrt

is langelx narrative, it is in essence the result of a

management study._ The reports differ because their

o eﬁjeéﬁi#es differ and the auditing methods used in their
" ‘p£epérétion.ﬂiffer.l:The financial audit 1s based on &
pragraé intent'upon détermining'if the company's financial
statements present fairly the finencial position of the
‘eampany and the rasults of its operations for the pericd
audited.” The operations auditing_program is based on &
braadiy conceived program which, if effectively carried
“out, wills
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Prﬁvide the administrator and his subardinatea .« v
with an abjective appraisal of the manner in which policies
and procedures have been carried out, along with recom-
manﬂatiana Tor 1mprovement 1

I. PRE-AUDIT SURVEY

Organizational baekground study. Prior to the

audit the seniar in charge makes a 8tudy of the background
 _'uf the nrganization under aud1t. This study 1nv01ves the
review of organizational manuals and charts, applicable
policies, methods of operation and {in the case of
governmental audits) the pertinent legal regulations aﬁd
’congressianel intent as to activities and functians. He
‘.Aalso considers the organizational responsibilities and may,
"in the ceurse of his study, aetually visit the 81te and
talk with various echelons of management for clarirying
'any questiona he may have about the material studied.2
o The purpose of his backgrounﬁ study 1s to obtain

a broad aver*all viewpoint of the organization to be
'auditeé.' The extent of the study is dependent, to«a
certain degree, uponn whether or not it 1s an 1n1tial audit.
The stuéy also serves the purpose of familiarizing_the

1.
‘U. 8. General ﬁcceunting Office, "Statement

of Acccunting Principles and Standards for Guidance of.
Executive Agencles in the Federal Government"” (Washington:
Government Printing Office, November 26, 1952) p. 5.

QBradfbrd Cadmus, “Auditing the Purchaaing Department,”

The Internal Auditor, XII ( Sseptember, 1955) P 10.
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auditor with any special technical prdblems and

nomenclature which may be encountered.

Examination of previous audit re reports, speclal

- studies, and intra~companx gorrespondence. concurrently'

- with the arganizational‘backgruund study, the senior anﬂ
members of_his staff will refer~to any exlisting work papers,
| spécial studiés an&rintrafcompany correspondence on file
pertaining to the brganizatian to be audited.
- E Aveas 6f.paét weaknesses in‘the organization's
activities, as noted in prior reports, will be cqnsidered
for particular examinatisn'to ascertain 1f corrective
. measures have been taken. - Hew areas #hat pose potential
control difficulties will be included as ”sensitiveiitehs"
in the over-all estimate of the nrgahizational,survey,
Thus, &n estimate will have been obtained of areas where
the greatest audit activity might have to be concentrated.B
IT. PRELIHIHARY AUDIT FROGRAM FREPARATION
As & result of the estimate obtained through the
backgronndistudy anﬁ examination of prier reparts, broad
objectives will be brought to focue into specific audit
objectives., ‘
The préliminary audit program must be flexible in
its nature aﬁd scope. Areas that loomed large in the -

3 | .
F. E. Mints, "Op rationai Auditing,” The Internal
Auditor, XI (June, 1954 P. 35. ‘
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pre-audit survey may be found upon actual investigation
to be insignificant. The program also should be so
devised as to make expansion of scope possible when actual
audit conditions indicate greéter attention to'a'partigular o
AﬁhaSetié necessary. One widely-used'apprqach to the
preparation of a preliminary audit program is for the =
auditor to set up que8£1ona which management wbuid,'dr
shauld; be 1likely to ask.g 'The'purpoée‘of‘operations audit-
ing is to render a service to management. Therefore, if
management has not asked SpeciricfQﬁestionsgregarding the
aperatidn'te be audited,fthe " programmer” assumab'the
manager's viewpoint. It is interesting to note, in this
respect, that‘the‘seneral Accounting Office comprehensive
audits give meticulous attention to "Congressional intent.”
laws, authorities and records of congressicnal hearings .
are studied to determine what Congress 1nténded the agency
to do and how to accomplish 1t.

Less abstract matters. than policy intent are also
involved in the prepaiation‘of the audit work program.
Tentative man-hour time budgets must be worked ub which
break the audit down section-by-section as to estimated
work time and also assign the work to specific members

of the étaff;

: Ibid »
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 TII. AUDITORS' ON THE SITE ACTIVITIES

= 'Preliminariesf It 1a»customary for the audit

staff to have a conference, upon arrival, with local
management personnel. The meeting serves a dual purpoée:
formal introductions;and local management's cooperation

is made evident té everybody. Following the meeting, a

" "walk-around” is made of the instellation to familiarize

the»auﬂitcrs,withiiocationﬁ and give them a pilcture of
all the operations being carried on at the audit site,

Records examinations. The examination and besting

of recorda and repartslbf the operation being audited

usually beging the "work program" phase of the auditQE
This précess helps the auditor to become familiar with the
way performance data are developed and summarized; their
accuracy and timeliness; and their relation to existing
standards 6? performance. |

- FPersonal observation. The value of personal

observation 1s very great in operations auditing. The
auditcr‘has had a certaln amount of "orientation” ﬁy the
time he really takes a look at the work going on. This is
the part of operations auditing dividing "figure checkers”

frum “managemént-m1nded” professional internal auditors.

‘Sﬁrthur H;<Kent,““The Development and Application
of a New Concept of Internal Auditing," The Internal Auditor,
XI1v {March, 1957) p. 11l. ‘
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The auditor sees whether.“paper~controls“\are utilized and
appear to bekeffactive, He looks at the wa& things are
being done and raises the gquestion--Why? ﬁe recognizes
that;éontrola theoretically sound on paper maj,not
necessarily translete into highly efficient operations;
In:thig»respectg.he makes & practical appraisal of
standards. Do they seem practical from a quantity and »
‘quality'cnnsideration?1~ﬂe 2lso looks at the surrounding
envi?cmeﬁ;.; Do things look well kept? A general impreasion.
of buainess—like'practices? In conversations with lower
management and the workers, is high employee morale evident?
\Tpe;yrogramsplanner knows -1t 18 possible that all of his
work’may'be of no consequence if the individual auditor
lacks the imaginatlon, initiatlve, and intelligence to
eventually puﬁ his work program down a2nd look around.

| Reports. Reports should state all the pertinent facts
fairly and completely.;»lf exceptions aré noted, the views
of lecal management should be included along with.
recommendations made and corrective measures agreed upon..
The timeliness of & report is-a major attribute. This was
recognized by Congress, when 1t noted that some of the
General Accounting Office's compfehensive audits reports
"

were ", . . too late reaching the Congress o be of maximum

S ,
R. €. Tyson, ”Ehat Management Looks for in an

Internal ﬁuditor's Regort, The Internal Auditor, X
(Septemher, 1953) p.
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aid in taking corrective actiopt - The Congress. . .
can regard these*:eports only as historical documénts of
limited 1ntereat,?7

-+ Format. The auditor is expected to prepare a
report that 1s "usable” by operating management. Simple,
direct narfative,zin plain words--not schedules and masses
of figures is what the operating managei wantsfs

: }The.typical report=subaitted as a result of the
operations'auditing prapess’is“aimast‘completely‘narrative;'
Certain elements are “"common” to this~typevof.repo?tA_

but there is no universally-accepted format. Each internal

: aﬁditiag staff prepares reporfs in the format that has been

found most usable by its company's management.
- Some generalizations can be made about the format
of the reports: (1) There 1s,uaually'an "1ntroductory”

or "summation” section which recites as briefly as possible

what the subject of the asudit is and what the major "findings"
(deficiencles) were. (2) A "recoumendations” section

‘briefly states the recommendations made to local management

73nited States Congress, Seventeenth Intermediate
Report of the Committee on Government Operations. The
general Accounting Dffice. A Study of its Organization and
Administration with Recommendations for Increasing 1ts
Effectiveness. -34th Congress, 2d Session, House Report No.
22623 Jung 6, 1956 (Washington: Government Printing Office,
1856) p. b. : :

- %Arthur H. Kent, "The Profession of Internal
Auditing,” The Internal Auditor, VIII (September, 1951)
p. 22. |
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by the auditing personnel. {3) The ”Sody" of.thg report
1s cross-indexed with the "recommendations" and "findings"
eectlions and "supports” them in detail, The "support”
sometiééSJincludes‘fcrmal accounting statements and/or

statistical compilations but the major portion of the

su?porting material’is‘éoncise'narrative.f Thia‘narrative
may iﬁdiqatet  the degree of reliability.Of records; what
was ﬁeréqﬂally absefved;~hew detailed the observation was;

' conve:aatiqns~—w1tﬁ wham and what they‘saidk areas observed:
outsi&é?the present audit's écepe which seem to require
later study; local managements™ remarks concerning
‘recommendations'made'and immediate or promised remedial
 aét1ons; and,othgf descriptive information whicﬁ adequately
reports what the "eyes and ears" of top management found
out.

A qualified internal auditing group is admirably
"fitted" to the taék of preparing reporfs of this type. Not
only because of their "technical” qualifications but also
because they are “buéiﬁessmen"'and "members of the firm."
Although they are weli¥grounded;1n "scientific management”
theory, they can "talk the language” of their company with
loéalpmanagement.,:Internal_auditors'alsq have the advantage
of being full-time employees of the organization;. they know’
1ts "informal” attitudes as well as 1ts codified policies.
Thué,\they pbsééss:sevéral important advantages which any

”outside?s“ would rarely, if ever, attain.
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In their personal contact with local management
any findings or recommendations are discussed. This 1is
in kéeping with the "Principle of Decentralized Decisions,”
as stated by Davis:.

" A decision should be made at the lowest level

in the organ3zation~tb§t has the requésite’

competenge, authority, and prestige.

If the major discrepancies are found top management
1s immediately notified so that immediate action may be
taken. ' But the usual procedure is to suggest corrective
. measures to local management for 1ts decision and report
to top management: the problem recognized; the recommendations

made; and local management's response.
' IV. HIGHLIGHTS FROM SELECTED ACTUAL AUDITS

" Much has been said of an abstract nature about
the;Qﬁalities of‘opefatioﬁs:auditiﬁg., Some actual audits
have been gleaned for highlights which 1llustrate some
appliﬁatiohs'éf internal aﬁditing's néweét:phééé.'}htphase
WHich;;chithe‘whoie,‘puts less'emphasis on'the‘co¢§ér1SQn
or analysis of records and stresses Suchftgghnfqués as
personal observatioﬁ of work being perfdfmed aﬁdiﬁéraobal

interviews with employees.

9 : | L
Ralph C. Davils, The Fundamentals of Top Management
(New York: Harper & Brothers, publishers, 1951} p. 307.
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Employement departmental operations audit - Lockheed

Aircraft Corporation. The Lockheed Corporation employs
35,000 workers in 1ts California Division. It has to
conduct extensive 1nterv1ewing of applicants for Jjobs
ainee there is a high turnover of employees in the industry.
It 18 important to know if the interviewing function
develeps the applicant’'s qualifications sufficiently to
permit(informeé deeisiona a8 to his:. general sultability
for sﬁﬁloyment; deéirabiliby for technical qualification
tests; and placement in a particular job. nanagemeﬁé also
wants to know if interviews éfe>gbnﬁuéfédwihﬂéffoééoﬁéb1é 
time and if they result in good publiec relations.

| The auditors first had discussions with department
heads and supervisors who make the requests for workers.
The object of the discussions was to get & clear plcture
of ﬁhat these managers' policlies and standards were in
regards to the hiring of new employeéa. The next 1hportént
step in the operations auditing'procéés wag to personally
abser#e interviews béing condudted Séveral‘experienced
suditors "sat 1n on" interviews being conducted.

Discussions were had with training department people

and foremen to get thelir opinions as to how well the
employment people had done. ’Statiétics giving the average

interview time and costs 1nv01ved were considereé. Also,
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an inspection was made of the physical environment of the
hirinskﬁrbéeés.z‘Itemsjcsésiéered were: efficiéntzﬁsé of
spaéé a#ailable; proper facilities for preparing
appliéétiﬁks; and pleasant appearing soundproof interview
boaths;}o}'

In the brief information given by Mints no definite
conclusions can be drawn about the audit in question. A
question can be raised as to whe ther the auditora o
thoroughly checked the Job standards to see 1f they were
correct. The extensive ‘use of personal observatinn and
diseussion 18 rea&ily apparent in this case. ‘Tt would
seem that-a more subtle methad af appraising interviews
cculd have been devised. The "normal” two~persun B
interview situation could not exist with a third party
in the room. | ' | |

Thé internal auditors have not participated in evolving
any éf‘the employment procedures s¢ they can give an
unbiased opinion~‘whieh persennel people might not have
been able to do had they'performed the audit,

Selected illustrative examples - Capitol Airlines.

The General Auditor of Cepitol Airlines recently showed
how his staff has been delving into operatibns 1h ways
that some might not consider "proper” audit functions.

10 F. E. Mints, "Operational Auditing,“ The Internal
Auditor, XI (June, 1954 pp. 43-44,
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However, cost-savings have resulted

Cash agcounts. The usual "financial verirications of

éash_are performed. But the internal auditors now gu ‘
beyond the records and stuﬁy’ the "cash management policies”
in effect and how well they are carried out. That 13,’is
temporarily—unemployed cash aﬁequately and properly invested?

Confirmation of accounts receivable. Not only is the

accuracy of amounts confirmeﬁ, but'special attentioh is
given to comments and criticisms written on confirmations
returned;by customers. "Following up" some of these"
comments and criticisms leads to corrective action which
can improve entire operations.

"Special departmental surveys. The two preceeding

11lustrations shawed the operaticns éuditing process originating
in the normal financial auditing phase. In the departmental
survey the internal auditing staff goea directly into
operations as a vesult of top management'a request. The
personal 1nterview of empicyeea w1th1n the department is
‘one of the chief methods used in these surveys‘ Employees
are encouraged to give their opinfons as to what they
consider wrong with the organizatiaﬁal set-up, supervision,
?rocedurea, office management, general working conditions,
and other matters. It 1s interesting to note that the
auditors‘wereJIcéking for potential supervisors as they

conducted the interviews. The results of oné survey was a
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'reorganization of the department surveyed with an

1mprovement of aupervisicn and a $25,GQG saving was made
11

paasible in annual salary expense‘

 Norfolk and Charleston Naval sn:tmards.' A General

Aceaunting Office éemprehenaive audit of the shipyards
presents an excellent 111ustration of the prablem
recognitian” function. Instances were noted where work
on ships had been cancelled due to the Iack of design
plens. & racemmendatian was maﬂe to the Bureau of Ships
to havé design work at all shipyards brought to a current
status, ?his auggestion was adopted and a report was
initiated to estimate ﬁesign personnel needed to eliminate
bottlenecks caused by lack cf‘design plans.12

U. S. Armx, corps of’Engineers - Synchromatic

Accounting ﬁaehine System. ‘In 1952 a synch:omatic accounting
machine system was installed by the Corps at a cost cf"
$767,000., The purpose of thevsysiem was to piepaﬁe‘reports
showing the status of funds, by appropriations, for each
district office. After a year of testing;‘th# Corps was
unable to prepare an accurate summary of fnnés\in 8 reassonable

length of time.

116’Ferre11 Estes, ”The Audit of ﬂperations, The Internal

_Auditor, XIIX (Deeember, 1956) pp. T-8.

12 Bnited States Congress, Senate, Committee on
Government Operations, Review of Audit Reports of the Comptroller
general, S4th Congress, 2d Session, Report No. 1572, February
33, 1056, (Washingtons Government Printing Office, 1956)
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The aenerai Accounting Office recommendation was
to abandan the system. The réccmmendatién was apﬁfévéd
and thé system was abanéoned

| Questions as to the pla:mmg function could be
raised in this case, was.there a real necessity to have
sueh»fund status:reparts 80 readily avallable that over
threé»qnartérs of a million dollars would be Invested
in 12 Secondly, had there been an adequate preliminary
study made uf’the capabilities nf the syatem° Was 1t .
1mpassib1e tu predict that the system coulﬁ nat produce
the desired results?lB

| In the brief examples of operations auditing that
have been considered a w1de range of interests is nated‘
“Personnel” audita were perfcrmed; 1mportant public
relationa facts were faund by the examination of commenta
anﬁ camplaints written on customera* confirmations.
The reeognitiun of a ”bottleneck“ holding up major
operatians and the recognition that a costly’piece ar
accounting machinery was nmt warth—the money -—all of
»theae show that many auditors are not restrained by
atereotypéd ideas about their "proper” functions. Rather,
they are delving into operations and performing valuable

services ta their erganizations.

. Ibid. p' 79:



CHAPTER IV

FACTORS VITAL TO THE SUCCESS OF
OPERATIONS AUDITING

Internal auditing's new phase has been variously
described and defined in this paper. This chapter.
considers the factors vital to the success of operation
kauditing in the hope that a study of 1ts basic "success"
elements will further reveal its essential nature,

In'1%§3 a poll was conducted by thé.Iﬁééifﬁté of
Internal Auditors. The purpose was to get representative
members of the inStitutetc rate (in order of importance) the
- factors they considered most important to successful
internal auditing. A comprehensive picture of the irternal
"auditing function.cankbe seen by cénsiderihg the raaﬁlts
of the study. The more important ele&eﬁts'ihdicétéd will
be expounded upon in this chapter. Beforévdbingzéhis,
however, we give the complete rankings of factors indicated

by the poil:l

1 2

Arthur H. Kent, "The Important Factors of A
Successful Internal Auditing Program,” The Internal Auditor
X (June, 1953) p. 1l.
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Pactor e -Position

Competency and characteristics of Staff
© members
Acceptance and support of management and
supervision at all 1evels
Organizational status
Audit program concepts
Staff policies .
Selection of Staff
Audit reports
Training of Staff
Administration of Staff
Audit planning (schedules)
. Conferences--prior to report issuance
Outslide accountants
Miscellaneous

e \
Lhbtboom~oveswn -

I. COMPETENCE AND CHARACTERISTICS OF
THE AUDIT STAFF MEMBERS.

This factnr drew the most votes, and more comments -
| ‘than any other category A good picture was presented of
what 1nternal auditors themselvea consider impartant in |
the gtaff‘man‘, A brief resume of qualitiea cited inclndes:
expe:ience and professional,gompetegce, constructivevthinking'
abili?&;'qdﬁmand respect §y reaaan of fairness; thoroughness .
and speed; ability to think in terms of management at all
levels; avoidance of "policeman,” ”1vory tower" or

superior creature” attitude; and the ability to express
1deas clearly:"in terms of the particular audience.” The
last-mentioned attribute--that of being able to adjust
effectively to the 1evé1 bf the audience?;wgs thought to be
particularly important to superviéorg and managers. ”Thae 18,
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thosawhq_dealqwith top—management;fmiddle—managementﬂand
operating'managemént.a |
The importance held by competence is well 1llustrated
by a letter seﬁt‘to Senator McCleilan, Chairman of the
Senate Committee on Government Operations, by D. O. Beasley,
Assistant Secretary of the Department of the Interior, about
a recent General Accounting Office comprehensive audit.
A recommendation had been made as to a more proper overall
organization of the department's three major bureaus. Some
of Beasley's remarks were:
' We believe that many of the recommendations of
the auditors pertain to fields of administration
outside the competence of the auditors to evaluaste. . .
We feel that our people who are responsible for making
policy and who have years of background experience in
this fleld, should not be expected to change sound
and proven pollicies, procedures and organization
alinement because an auditor feels that it should
be done some other way...An accountant is not
ordinarily qualified-~either through professional
training or broad administrative experience--~to 3
determine the scope and pattern of a complex organization.
_ ‘Beasley's Ietter is quoted because it represents
an adverse management reaction ta operatiens auditing.” |
The cempetence of the auditor is the first factor questioned
when adverse findings have been stated - The “accountant's"
qualifications (training and management experience) are oon=

sidered inadequate. No valid conclusions can be drawn as to

(zzbm., p. 12

3United States Congress, Senate, Committee on Govern- -
ment Operations, Review of Audlt Reports of the Comptroller:
General, S4th Congréss, 2d Jession, HReport No. 1572, February
23,1956, (Washington: Government Ppinting Office, 1956)
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the justice of Beasley*a charges, because all of the facts
are not known. kny~adequate defense of the audit
recommendations would largely revolve around the'ebmpetence
of’thé indi&idual auditors who participated-in‘the audit
in question.

It is obvious that Beasley has been thinking in
- generalities. He questions the competence of "auditors”
- to make evaluations in the field of éﬁministrationjand,
maintains that "accountants" are not ordinarily qualified
‘through training or experience to determine the,séope and
pattern of a complex organization.

' Tt seems to the author of this thesis that some of
the most crucial points are illustrated here in the
acceptance of the internal auditing staff as organization-
wide controls ‘evaluation runcticn.' The old eannotations
of the words "accountant” and "auditor" are seen as decided
restricticns to Beasley’a understanding of the new, managerial-
viewpoint auditing. It is 1mpaaaible to state the case.
definitely, but 1t chld seem that Beasley is not aware of
the fact that interﬁalfaﬁditéfs;now make a strong distinction
,between themselves and ‘accountants. They see accoutants
as campilera of historieal data and auditors as evaluators
'and 1nterpreters. |

| The auditors in ‘the Department of the Interior case
obvicusly railed to win management approval of their
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rgcommgnﬁationa@,_Thg‘aﬁditors,mustv?séll?:their new
function as an objective progrem if they are to. gain ‘the
confidence and cooperation of operating management, In
this instance, management. seems to be hostile. This
hostility may have been provoked by suditors who lost
‘sight of the fact ‘that their function 1s to recommend and
not commsnd;~;ar.ﬁopAmanagement (cohgreas) miéht:have~--
impeded thewpbjecﬁivity-and coaperation:néededgror=effective
'cperétiona-auditingftﬁrcugh'the:use of "findings’ as a
punitive bludgeon.

;Some-ratﬁer}grave'questicns,have‘been raised in.a
‘Ganaﬁian_businesé‘ﬁeriodical about "the accountant” as -
managemeﬁt.méterial. The fact was conceded tﬁ&t many top
executives were originally accountants but “the accountant”
as a type was thaught to be such a c¢hild of precedence end
80 suspicioua of non-figure facts that he would be "1ncapab1e
of creative thiukinga nt. . Further, “The sclid atmosphere
faronnd the ledgers 18 not conducive towards develeping ani
understanding of hnman nature, 5 Although the article
,concluded that accountanta could become executives by
‘eztraorﬁinary effort, its chief effect was. te generalize
"aboutﬁ;accountants- as a type (in a mannerﬁaimilar,to

Secrétafy:Seasléy;)

~ %Article 4n The Accountant's Digest~«XIX (June, 195%)
P. 215. "Can Accountants be Made Into Executives?" A digest
of gn editorial in Cash and Management, Canada, February,

195

Orpd.
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. "pype” generalizations about "accountants” and
"auditors” in the opinion of this paper's author, are -
manifestations cr'théipresent#day penchant to £it not only

§egs but also: people” into neatly-compartmented slots.
It has not been demcnstrateﬁ that all accountants and auditors
‘are completely introverted, narrow, unimaginative and
incapable of creative thinking and -succéssful relations with
other people. Neither has 1t ‘been demonstrated to this
writer's knowledge, that all successful managers are
cqmpletely'eztroverted;‘broad,'imaginative, creative
thinkers anﬁ'campietely effective in their relations with
others. There are ﬁany successful auditors and managers

who do not fit such a "pat" description.
| A”Accauntants‘ and - "auditors” capable of - broadened
hbrizona~do'exiét; ‘Roger Wellington, partner in the firm
of Scovell, Wellingtbn9and;80mpany; commented recentlys

. Men develop into management consultants only

after years of learning and experience; but they

usually begin 1n ‘a’' relatively narrow,; specialized

field. PFrom this starting point, they gradually
broaden out until_they possess qualifications of

a general nature. 6

13 reeent survey of maderate~size 1ocal accaunting
firms was made 1n arder to discover what "management eervices
these acccunting firms were rendering. (It is a well-knuwn

fact that many of the large, national accounting_firms have

6Rager ﬁellingtan, "The Development of Management
Service," Journal of Accountancz, (June, 1956) p. 57.
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performed management services for many years,) The
survey included firms with one owner to fourteen partners
‘and averaged six pariners,: | :Wenty-three: states were
—repreeented;:sevgnafirmS'being‘thellargest'numherAinQIuded
from any one state; ‘An "activity index" was incorporated '
in the: tabulation of: the results end the management ‘services
were grnuped“ into ten major: categowiea as follows:

< MAJOR GROUPS OF MANAGEMENT SERVICES RENDERED BY" CPA’S '
'~ RANKED AS TO ACTIVITY

vActivity -
Index
Flnance '79
General Management and Administration Th
Office Management 71
Purchasing : 64
‘Other Professionzl Services 50
Personnel 36
Research and Bevelepment ’ 21
Traffic and Transportation 20
Production - 18
Sales 16

#The activity index would be 100 1if each
accounting firm had rendered al% of the
types of service in each group.

A de%ailed'ligtiﬁg71sfgiven'of specific activities
within the ten ﬁajor'“grchps.”"some'of these specific
activitiea are presented here to show the scope of
management wark being done by public aecountants and

"auditors."” They are shown,in the following paragraphs

under major group headings. The examples used were

7"Management Services - A Survey, AICPA - Research
Depk., Jaurnal of Accauntanqx (June, 1957) p. 43.
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seleeted here bEQause they are more in the area of
operatians than 1n the traditional "financial” areas.,
{Activity indexes are in parentheaes )
- General ﬂanagement and Administratian. Specific

actlivities of this group included: Surveys and design of
internal reparting systems {73); surveys of management
pcliciea ané.rendering advice asytnvbusiness expansion or
cantraction»(ﬁe);réhd surveys 9£:internalycrgénization‘(53).

ﬁffiae ﬁanagement. Some speci fic activitles under

»this group heading were',_gurveys_of o?fica,arganization;"
analyses of-office personnel workloads; and personnel
evaluatians {72).

?ersonnel. Qome of the activities grouped in the

personnel” heading had low activity index factors but

they'arerincluded here to indicate the scope of the work .
these medium size firme have undertaken as follows:
Advice as ta compensaticn for various types of wark,
advice as to wage 1neent1ve and employee benefit programs {70);
9reparatien of Job classification (31); advice as to safety
and health prcgrams (21), and advice as to labor union contracts
and preparing evidence as to “ability to pay” wage increases
in lahor union negotiations (9).

Production. Some of the activities reported under the

production heading falx directly in the category of
”1nﬂustrial engineering.” Activities mentieneﬁ include:
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Development of inventory controls and survey of productibn
records (26); and time and motion studies; development of
production standards, and survey and evaluation of
production methods {10). | | -
§§;§§.‘ The conducting of market research for
products and services had an activity index of (7).,8 |

N The great diversity of management services indicated
N by the above-cited study 1s found in medium size public

accounting firms, It i3 true that many of these firms

heve hired "management engineers” but 1t is 2lso true that

many of the auditors have become involved in the newer
phase of the business. This point was made clear recently
byinpu;s‘&. Ryan, partner in Andrews, Bnrket.and co. of
Richmond, Virginia, When & medium sized firm decides to
embark upon the provision of management services Ryan
suggests a:

Thorough review should be made of the education,
experience, aptitudes and personalities of all the
partners and staff to determine which persons in the
group are best equipped to satisfy the client and
bring esteem to the work."

Ryan thus 1mplles that the accountants and auditors,

of the existing organiaation should be considered as source

albid., pp. ﬂ& hS.

gnauis A. Ryan, " "Organizing For Management Services,"”
Journal of Accountancy,.(February, 1957) p. ¥6. -
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material for the management service work. There is also

a tacit recognition of the importance of the whole man to
the prnperwaccomplishment‘ar this "dynamic” service.

IX. ACCEPTANCE AND SUPPORT OF MANAGEMENT

-

The Statement of Responsibilitles of Internsl

Auditors formally recognizes .the fact that the service
rendered to management by the: 1nterna1 auditor is- éirectly
affected by'"acceptanee. Kent paints out that the real
-/differenee between<ald 1nterna1 auditing {checking and
verirication of acconnting dccuments) and the modern cancept‘
(management service) 1s bound up in “Acceytance.‘
J. ﬁ. Sullivan of the General Accounting foice put the
importance of management acceptance very well when he said:
It is only with the enthusiastic support of
management that any figincial management device can

prove successful ¢ . .

General Electric Company furnishes an outstanding
example of management acceptance and support of 1nterna1
auditing.‘ The audit grOgram reaches 2ll of the company s
foperatians and has played a major role over the yearsa, The

internal audit work has been of such & high standard that

.10
o Arthur H. Kent, The Important Factors of 4 .
Successful Internal Auditing Program, The Internal Auditor,

X {June, 1953} P. 13. .

11
Joseph M. Sullivan, “Are wOrking Capital,Funds the
Answer?" {paper read at the Financial Management Roundtable
Hashingtcn, D, C., April 24, 1956) p. 5. (Mimeographed)
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the independent auditors accept a very large part of the
findings. In fact, the internal auditing program 1is ‘
closely coordinated with the work of the outside auditors,lg
- The internal auditing estaff is the keystone of.the ripaneialz
management training program. The "most promising recruits”

‘ are sent into the internal auditing staff so they cen have
the opportunity~to=‘

Strengthen their business background, supplement
their business knowledge, develop thelir initiative
doupany audits probloms.tis oo onaing of the
“The iﬁtérnal auditor ﬁas‘Jainad‘the maﬁagement team”

an e#er»érowiné reaiity; Victor Z. Brink; Executi#e Assistant
t& the'vice'Présidént ahd General Manager, Lincoln Division,
?ord’ﬁctor Co., has pictﬁr&d what ia ﬁeént by ”Joihing the
managément team." He maintains that the internal auditor

does not merely;furnishvéata but 1s "actually participating

in management asctivity and positively contributing in a
cénstfﬁctive manner to the solution of significant management
prebiema;”ih | |
This raises a problem 1nvo1§1ng auditors’ independence,

in the opinion of the writer of this thesis. If the

128, L. Knight, "The Internal Audit Aspect of the
General Electric Training Program,” The Internal Auditor,
XIIT (June, 1956) p. 37: |

14 :
Victor Z, Brink, "The Internal Auditor Joins the
Management Team," The Internal Auditor, XIV (June, 1957)
p. 13.




67

internal auditor is to be "positively contributing” to

the "solution” of managenent problems, might it not

weaken his claim to "impartiality” in the review of
operations affected by "solutions” 1n which he participated?

| III. ORGANIZATIONAL STATUS

- The common viéw of "organization status” is that
the internal auditor must be rigidly nnderstood to be in
a “staff eapacity" and therefore not tu be expected to
prejudice his pusition (1ndependence) by working as an
operatpr*ls‘ There are also human relations considerations
1nvc1ved' If the internal auditing organizabien 18 to
have surficient prestige, it must report high up the
ladder. A practical matter of auﬂitor morale is aiso
1nvolved, Cantinued disregard or lack of action on
audit fiadings anﬁ reeammendatiens eventually have a diss.
heartening influence upon the morale of the internal audit
atafr. _
 Ralph C. Davis has formulated "The Principle of Staff

Independence” as follows:

SKent; op. cit., p. 14.
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“The extent to which the responsible line
executive receives competent, franikt advice and
~assistance from staff subordinates depends on
their ablility to recommend or take whatever
gtaff action 1s demanded by the situation.
without fear that conflict of ideas between 2
staff executive and his line superior will
Jeopardize the former's position."l
Thus, the internal auditor's "frenk adviee and
agsistance” to line superiors 18 shown as being dependent
upon 2 rreedom from fear of retaliation. The “level" at
which the auditcr reparts is a vital factor in this
“independence,“ in the opinion of the author of this
thesis.' The "backing" he can expect to ‘recelve 18 usually
relateﬁ ta the atatus af the africial reported to. Experience
1n the military made this quite clear. A captain, tor
example, who 1sg the representative of a lieutenant ‘general
can expect full cacperabion from officers many'ranka his
seniar,, Were he representing a full colonel the cooperatian
ﬁould_Qiminiah‘appreeiably‘ A somewhat comparable situation
exists regarding the internal auditor. If the internal
auditing staff 13 reperting to & high level they are in a
situation analegous to the officer representing a
1lieutenant general.
~ Since most internal suditing staffs do work out of
central headquarters they have the prestige which attaches to

those who are "from the home office.” If they have the

lsﬁal h Currier Davis, The Funéamentais of Top
ﬁanigzment New York: Harper & Brothers, Publishers, 1951)
p. 454,
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full support of top management they are in a better position
than any "line" personnel {other than top management
iteelf) to'receive the active cooperation throughout the

organization.
IV. AUDIT PROGRAM CONCEPTS

'Make it broad in scope and company-wide." "Base
i1t on providing management with information as to con-
ditions in variaus}company'aetivities.” "Direct efforts
to controls, trands ahd conditions."” "Don't get’too deep
" into technical. subjects, unless you have auditars equipped
to do so. These weré some of the cammants made on replies
to the Institnte of Internal Auditors" po11,}7

The audit program cenceps 18 of utmost lmportance
ir aperationa auditing 18 to be carried on, it seems to
the writer af this thesis.. Bnleas the program goes
beyond financial auditing, a modern concept of 1nternal
auditing is not present.

AT o -
Kent, loc. cit.



CHAPTER V
' SUMMARY AND CONCLUSIONS
 SUMMARY

Until the year 1941 not one book was available
in the United States devoted exclusively to the subject
of 1nternal'auditing. In that year, Victor Z. Brink
published his famous book and in that same year the
Institute of Internal Auditors was founded.

In the ten years since the Institute of Internal
Auditors issued their first formal Statement of the

Responsibilities of the Internal Auditor (1947), & whole

new idea has swept through many of America's largest
business enterprises and the federal government. With
the awareness of the top-management need for current
énd accurate information about business operations, Internal
Auditing Departments have advanced from relative obscurity
to great importance. The "broad audit concept" advocated
by ‘the Institute of Internal Auditors has been translated
into "operations auditing.”" Internal auditing's emphasis
is now on constructive aervice to management with the

auditor himself a member of the management team.
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Although the modern internal auditor's work
emphasis has changed from financial auditing to the
observation of practically every operation in the
organization, he has retained some financial auditing
approaches. He has recognized that most work activities
generate statistical data to record performance. . The data
might be stated in terms of dollars,‘work units produced,

man. hours of service rendered or other measurements of

human activity. The auditor is familiar with mathematically-
stated accounting records; statistlcal operating data. is
stated in mathematical terms. Thus a starting point for
operations auditingﬁwas availablea

The auditor*s inherent hnman abilities to cbserve,,

Teason, compare and arrive at Judgamenta was also a

starting point. "Eanagement" pioneers such as Taylor,
Harringtoa,Aﬁi;breth and others prepared the way for
objective analysis of human wérk aétivities.‘ Thié was .
another starting poih6§

i: With businéssés and government constantly getting
larger'énd more widely diﬁpérsed, hbme'offibé éontrol andA

’knawleége of what was cccurring 1n the riela has become

1n»rgasing1y more difficult, The 1dea was conceived that
in the intefnal éuditing ataff there was a ready-made group
of individuals who were familiar with the control concept.
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They had observed most of the organization's activities
on an informal basis at one time or another. Also, many
internal auditors were students of "scientific menagement” -
“ procedures and they felt that they and their staffs should
be givéa-é‘chancefto prove theméelves. Top manégemegtkin
manyviarge-scale businesses and the federal government,
listened to what the internal auditors were saying. The
work of thejxnatitute of Internal Auditors was of -
inestimable value. Thousands of reprints of the'1947
Statement of Hesgonéibilities'weté sent to federal -
‘government aétivities and businesses thrsughvut America.
As a result, many internal auditing groups received top
management approval to broaden the scope 6f thelir work to-
include operationg auditing;~ Today most largeescale |
business enterprises and federa1 Sgenéies,maintain internal
auditing staffé which are regularly performing some degree
of operations suditing in addition to their still-vital
finaacial auditing responsibilitiesi :

| ‘Thus, 1nternal~auditbrg are now cqﬁcerned that the
policies, plans, and procedures being used in operations

result in efficient and economical performance.
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CONCIUSION

In ccnsideration of the facts presented in this
paper, it 18 coneluded that operations auditing 1s a R
‘legitimate and logical function of internal auditing.
The validity of this concluaion 18 dependent upon certain
qualificaticns, (1) There must be a competent 1nterna1
auditing staff which represents a wide range of technical
’abilities,and practical experience. Thoee in supervisory
capacities should possess superior "financial" and -
“mbhagément":au&iting‘skiliaandlbfbadvbﬁsinéés éxﬁéﬁiénée
which are utilized to review staff members' work; actively
train Junior auditors, and plan and eocrdinate the work |
of the internal auditiﬁg group, Field auditors should
be sufficiently qualified to be able to accompliah the -
work assigned to them. Tha ability te meet and wark with
other people in a ecoperative manner sheuld be one of thelr
chief personal characteristics. Another personal
characteristic of great 1mportance that must be present
1s a broadness of background that enables them to look.
at operations from an over-all management viewpoint.
Imaglnation, 1n1tiat1ée; an inguiring mind, and common-
sense on the part of auditors are vifel to the success of
operations auditing; without them the audit is merely a

verification of mathematical balances. {2) Management must



wholeheartedly accept and support the internal auditing
stafffs operations auditing endeavors and make 1t evident

that the auditors are full-fledged members of the

“managegent team.? (3) The internal auditing group must

| work strict1y in a "staff" capacity. They should be

relieved of "line" responsibilities so that they may.
retgin‘impaftiality;;-?hé auditors’ independence must

be protected by gﬁaranteeing,:reedom‘from intimidation.

(4) 3road'audit work programs must be 1n*effect~-prograhs
which ehceurage‘the individual suditor to exercise ;maginatioﬁ'

and initiative. {5) It nmust be undergtood at all levels

of the organization that the primary purpose of operations |
auditing>1s to provide forward-loeking, consﬁructive
service to managemenﬁ and not to serve as a "police force"
intent upon puniti#e—measures against individuals
responsible for past mistakes. (6) There must be a high
morale spirit within fhe auditingvgroup as a result of
fair an& effective staff management policies whichA
recognize the uniﬁué contrihution each 1ndividuai éuditor
can make. (7) There must be a real enthasiasmvamohg the
auditors for the idea that their "mission” 1s to help
,impiave the organization by serving as-management‘s'

"eyes and ears,” (8) The auditors must understand that
management bears the responsibility for the success of

the»o:ganizatian; it the:efore makes the decisions. It must



| 75
be recognized that management will not always accept the
auditors? suggéstions. If this happens frequently the
staff must be capéble af self-examination to see where it
has failed, A

If the foregoling qualifications are met 1In a
reasonable degree, the internal auditing staff will be
qualified ta.feview and appraise operations from
ﬁanaéement‘s viewpoint because: (1) They are technically
qualified to trace the complex buildup of accounting and
statistical data from 1ts sources of origination to the
"eost" or "control" centers where actual perrermancé is
compared to expected performance standards. {2)-Their
tfaining in the principles of management plus the broad

| experience they regeive through seeling most of their

company's activities enables them to relate "paper”
standards, procedures, and controls to the facts revealed
by tests of recorded data and personal observation of
operations. Thus they are able to make "practical”
appraisals, from an oﬁer-all management viewpoint.

{3) They are intimately acquainted with the "informal,"”.
as well as the "formal,” procedures and objectives of
their company. (4) They possess an "independence” and
"impartiality” of viewpoint which "line" personnel would
find difficult;, if not impossible, to maintain. (5) There
18 an ever-growing body of technical literature available
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to internal suditors in the publications of the Institute |
of Internal Auditors., JIn addition there is an sctive
profesaiona1~program'being‘carried on by local chapters -
of the Institute. Some of the keenest minds in American
business are dally adding to the store of knowledge
available tovinternal auditors concerning methods and
techniques that have been found to be successful in
1m§1ementiug their new fole as "members of the management
team” in the reviews andrappraisél of operations. (6) They
have proven themselves cabable iIn many business enterprises
and'navelwoﬁ management's cbntinuing support because of
the valuable service they have rendered,

Therefore, it 1s thé considered opinion of the
" author of this thesis that operations auditing presents
the most»practical,methsd for top management of large~
scale enterprises to obtain timely and unbiased reports
about the efflciency and economy with which opératians
are being conducted. Also, to_obtainfinformation and
constructive recommendations about actual, or potential,
weaknesses in operatioﬁal‘plans; policies, and procedures

within the organization.
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 APPENDIX "a
PERTINENT QUOTATIONS CONSIDERED IN PREPARING
THE DEFINTTION OF "OPERATIONS AUDITING"
| USED IN THIS PAPER

Defintitions.

"An operations audit may be described as an
analytical survey of & businesas activity, to determine and
inform management whether that activity 1s being performed
in such a way as to comply with management's policies and
insure that management's cbjectives will be met.

By: F E Xints, Resident Internal Auditar, Lockheed
Aireraft Corperation
In: The Internal Auditor, XI {June, 195#) p. 32.

An internal audit is an analytical survey of
various business actlivities, which in general uses as its
base or entree, the various records--original or summarized--
of the company.

Such a definition suggests two phases of the
survey: ’

- (1) The verification of the reliability of the
figures from which analyses will be made, and
conclusions drawn....no analysis of business
operations can be entered into without assur-
ance that the basic data are accurate. :

(2) This verification, however, while important
in itself, also becomes a prelude to the really
distinctive phase of internal auditing. That
phase is the analytical survey, the scrutiny
of the operations themselves through the eyes
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Definitions.

of management in which we use our training
and experience in the realm of figures.}

By: Arthur H. Kent (Formerly General Auditor, Standard
011 Company of California)

In: "The Profession of Internal Auditing,” The Internal
Auditor, VIIT (September, 1951) pp. 16-1T7.

Specific Areas.

Constrnctive Service.

At thia point, it may be advantageous to consider

briefly the main tenets of what 1s generally described

in North America as management auditing. It is a
service to management which, through appraisal of #11
aspects of business performance and evaluation of the
facts revealed, provides Information on weaknesses

existing in the organization, or important events,

trends, their causes and effects, together with ‘
appropriate recommendations for improvements.

G D. Bunce, chartered Aceountant, London, England
"Auditing for Hana%ement," The Internal Auditor, XIV
{(March, 1957) p. 46. (Reprinted Trom The Accountant -
April 14, 1956 issue)

5%

yo oe

: Basiealiy then, the new look in obJective, céntera-

around the constructive rather than the protective
phase of auditing. To be speclfic it i1s the phase
which allows the auditor to review and appraise:
policies and plana in the 1ight of related data;
internal records and procedures in terms of adequacy

end effectiveness and, performance under policiles, plans 

and procedures, ultimately to further the interests
of the organization. Make no mistake however, that
such an objectlive 1as to be attained to the complete
exclusion of the fundamental protective phase with
which you are already familiar.

By: David J. Dawson, Boston Ediaon Company ,
In: "The New Look in Internal Auditin " The Internal
Auditor, XII (December, 1955) p.
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{December, 1954) p. T.
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Ccnstructive Service.

This being the case, the internal anditor must
make the most of his other oclass of service to
management--constructive service. This might be
defined as the service which leads directly to the
reduction of costs or to an increase in revenue,
thereby increasing profits. - This does not mean
that 1t will be necessary for the internal auditor
to engage in systems work. It is the internal

‘auditor's Job merely to point out things that

require corrective action and make whatever suggestions
occur to him and to have others do the systema work

William J Lehmann, General Anditor, Lockheeﬂ Aircraft
COrporation

"How to ﬁsaist»management to Increased Prcfits Thrcugh
Internal Auditing,” The Internal Auditor, XI

Management Viewpoint.

- How can you supply constructive service to manage-~
ment? How can this besat be done? In attempting to do
this it is imperative that the internal auditor
approach his work in the right way; that he attain a
management viewpoint, He must think like 2 manager....
And how does he do this? Just try to put yourself
in the manager's place and try to determine what you
would have the auditors do 1f you were the manager.

william J Lehmann, General Auditor, Lockheed Aircrart
corporation S

"How to Assist Management to Increased Profits Through
Internal Auditing," The Internal Auditor, XI .

(December, 1954) p. 7.

 They (operating management]| are interested in
efficlency and economy. They are interested in
relationships both inside and outside. They are
vitally concerned with supervision and with people.
They are correspondingly interested in profit and loss,
salvage and waste. These are the things that consume
the time of operating management; and these are the
things on which they will enthusiaatically accept aid
and assistance.

- L - - - . ”» - » * - - - - - » - L - - - * - L
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Management Viewpoint.

: If operating management is to develop a hunger
for the service of the internal audltor, we must
first let them taste the wares. - In every audit let
your thinking clearly embrace the needs of the
operating management as well as the financial . .
verification, As you snalyze and verify, ask

these questions--"What are the operating aspects?”,
"Who will be interested in this?", "How can 1t be
presented?”. - - : S

By: E. F. Ratliff, E11 L1lly & Company
In: "Extending Auditing Into Operations,"” The Internal
~ Auditor, XI {September, 1954) p. 15,

. The internal auditor's work and interest in his
business will follow organization lines--the way that
the business 18 organized and operated. He 1s inter-
ested In controls and procedures as much as or more ‘
than in the end results.  If controls are correctly
developed and properly operated, the end results will
have to be right....The internal auditor is interested
in the effectiveness of operation, in how individuals
perform thelr work, how the operation amd control of
one office compares with a similar office elsewhere in
the organization. The Internal auditor is always
interested in improving the operation, improving
control and increasing profits--and has a definite
responsibility for this., p. 5.

. The internal auditor will be one of the very few
who goes into all departments and works in them
sufficiently to know now they operate and just how
they mesh into the whole structure of his buainess.

"Po T

. .As the internal auditor is concerned with.the
welfare of his business above all, he must have a
well-developed sense of proportion and values--or
business sense as it is called, In his work, he must
be able to separate the trivial from the important. .
The internal auditor cannot be a 'hair-splitter’. 5
ol ' p* -

" eese.Must be able to get on well with others;
he must have ‘*contact abllity'. This does not mean
that he should be a complete extrovert but it does
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Management Viewpolint.

'mean that he cannot be secretive and intolerant of

the opinions and actions of others. He must be a
fsquare-shooter', fair and tolerant, yet with -
determination to follow through without fear or
favor. P, 9.

The Institute of Iternal Auditors
The Field of Internal Auditing. Pamphlet, 1956.

- HiB mind has been taken out of the books, and has
been directed into all except the most scientific and
technical aspects of his company’s affairs. He has
turned into a businessman, in the broader definition
of the term. He has had to become a salesman of
ideas and information.

Elmer Johnson, Staff Assistant to General Auditor,
Standard 041 Company of California -
"Becoming More Than Just 2 Competent Téchnieian,

.The Internsl Auditor, XIII (March, 1956) p. 12,

Independence.

The auditor today must have mure than a sense of
knowing what is right or wrong in the recording of

financial transactions: he must also have a knowledge -
‘of the better technique or procedure in accounting

for these transactions. He must be constantly aware

" that one of his functions 1s to challenge pelicy¢
‘Donald J. Bevis, Partner_of the firm of Tauche,

Niven, Bailey & Smart.
"Recent Developments in Auditing Techniques," The

| Feder&l Accountant, VI (March, 1957) p. 50
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Communications,

. Actually, an internal auditor, particularly one
of the traveling kind in the larger corporations,
is a roving ambassador. : He 1s attached to one of the
stronger cables used by top home office management

“to bind the organization together. In the eyes of

field personnel, from top leocal management on down,
he 1s'a home office representative; In fact, usually
he spends more time in their srea than any other
Home Office staff man.

Elmer Johhson, Staff~ﬁssistant to General Auditor,‘

Standard 0il Company of California
"Becoming More Than Just a Competent Technician,”
The Internal Auditor, XIIXI {March, 1956) p. 12.

The internal auditor can materially aid in
effecting this better relationship [better human
relationships among employeeé] by demonstrating
his 1interest in these programs [émployze training] ’
and by carrying back to management the interest of
employees in the enterprise, and by suggesting how
the Intensity of human interest in industry may be
enhanced.

Glenn T. Bodman, Assistant Controller of the
Continental 011 Company - : R
"Human Relations With Management,” The Internal -
Auditor, VIII (September, 1951) p. 55. N

Timeliness.

It 1s worthy of emphasis that control information
should be much more than a gathering of historical
data. Rather, it must be & gathering and using of:
live, ‘stilli-happening’ data, so that a timely, usable
basis is provided for reappraising, in the light of
newly unfolding events, the wisdom of original
analysis and plans and the effectivenesa of the
organization's actions.
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Irwin, Inc., Homewood, 111inois, 195%
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Timellness. /

If the boss finds that the expectad results are
being achieved, 1t is probable (although not absolutely
certain) that the size~up and the program were of

good quality and that the organization is efficient...
Very'often,the expected results are not being achleved.
Then the boss is put on notice that there were
weaknesses or breakdowns in one or two, or all three,
of the aress: size-up, plamning, taking action. If

_the control information is good, it will help him to

discover where the actual or potential trouble seems
to lie, and will thus indicate where corrective or,
preferably, preventive stepa should be taken.

George Albert Smith, Professor af Business

Administration, Graduate Schocl of Buslness

Administration, Havard University.

Policy Formulation and Administrationj (Richard D.
P. ll.f

Control.

If you keep in mind the functions of control--that
of seeing whether an organization is achieving its
purpose and obeying the rules--you will find a
definition of the basic job of an internal auditor.
The most common means of control {defined as here) is
internal reports, whether from thc comptroller or the

" internal auditor. You are aprt of the control staff,

charged to investigate adherence to company procedure
and policies and to submit reports thereon to higher
management. You &re charged to provide dats on which
higher management can revise its planning, its organ-
ization, 1ts command and its coordination. As
auditors, often times as the only head-office person
who spends much time in remote parts of an organization,
you are beling used to check measurable facts and to
report opinions on an increaaing range of apecified
tcpica.

E. D. McPhee, Director, School of Commerce, ﬂniversity
of British Columbia

"Scientific Management Control,” The Internal Auditor
) (Hareh, 1953) p. 25.
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Scope.

, While often limited to the auditing of accounts,
in its most useful aspect internal auditing involves
the appraisal of operations generally, weighing actual
results in the light of planned results.- Thus, the .
‘internal auditors, in addition to assuring themselves

- that the accounts properly reflect the facts, might

also appraise policies, procedures, use of authority,
quality of management, effectiveness of methods, and
other phases of Operations.

Harold. Koontz and Cyril Q'Dcnnell School of Business
Administration, University of Galirornia, Los Angeles

Principlee of Management, p. 567..

If our work 1s to be of value, we must go beyond -
the mere verification of accounts and enter the field
of 1nspection,and appraisal of operations. -

O'Ferrell Estes, (Oeneral Auditcr, Capitol Airlines :
"The Audit of Operations,” The Internal Auditor, XIIX
{December, 1956) p. 7. :

Many of our managements have been brought 'into the
picture, to the point that they have learned that their
internal auditing staff is an ideal group to aid in -
keeping thelr organization functis-ning, by on-the-~
ground investigation of many matters which have little
or nothing to do with accounting, but have a great deal
to do with keeping the business healthy and profitable.

'Elmer Johnsan, Staff Azeistant to General Auditor,

Standard 0il Company. of California
"Becoming More Than Just A competent Technician,”

" The Internal Auditer, xnx (Maxrch, 1956) P. 12
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Scope.

Por example, our |Lockheed Alrcraft Corporation]
statement of functioua and responsibllities says - A
that we shall "review and appraise the performance of
the various accounting, c¢ontrol, custodial, and other
units to determine whether these activities are ,
carried on in accordance with management's directives‘
and in a manner expected to achleve management'
objectives.” We interpret the phrase "control
activities" to include planning, scheduling,
1nspecting, recording, budgeting, and safeguarding,

P, E ‘Mints, Resident Internal Auditor, Lockheed
Alrcraft Corporation -

"Operational Auditing," The Internal Auditor, XI
(June, 1954) p. 34.

Persbnalrﬂbservatian.

In any preoccupation with the devices of
managerial control, one should never overlook the
importance of control - through personal observation...
Management is, after all, getting things done through
people, and, while many scientific devices aid in ,
making sure that people are doing that which the
manager has hoped and planned for them, the problem
of control is still one of human relations.

Harold Koontz and Cyril O'Donnell, School of
Business Administration, University of California,
Los Angeles

Principles of Management, p. 567.
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STATEMENT OF RESPONSIBILITIES
OF THE INTERNAL AUDITOR

FOREWORD

In 1947, THE INSTITUTE OF INTERNAL AUDITORS published for the
first time a “Statement of Responsibilities of the Internal Audstor.” In
the Foreword to that Statement recognition was given to. the fact that
“new conditions and needs, and further development in the professional
stature of the internal auditor might well warrant in future years some
revision of the Statement.”

Over the period of nine years since the Statement was published,
there has been o continuing development of the profession. TuHE INsTI-
TUTE, therefore, believes it advisable af this time to issue a Revised
Statement, which shall express the still broader concept of internal audit-
ing, which it holds today.

NATURE OF INTERNAL AUDITING

Internal auditing is an independent appraisal activity within an
organization for the review of accounting, financial and other operations
as a basis for service to management. It is a managerial control, which
functions by measuring and evaluating the effectiveness of other con-
trols. '

&

OBJECTIVE AND SCOPE OF INTERNAL AUDITING

The over-all objective of internal auditing is to assist all members
of management in the effective discharge of their responsibilities, by
furnishing them with objective analyses, appraisals, recommendations and
pertinenf comments concerning the activities reviewed. The internal
auditor therefore should be concerned with any phase of business activity
wherein he can be of service to management. The attainment of this
over-all objective of service to management should involve such activi-
ties as:

— Reviewing and appraising the soundness, adequacy and application

of accounting, financial and operating controls.

— Ascertaining the extent of compliance with established policies,
. plans and procedures.

—- Ascertaining the extent to which company assets are accounted
for, and safeguarded from losses of all kinds.
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— Ascertaining the reliability of accountmg and-gther data developed
within the organization.
— Appraising the quahty of performance in carrying out assigned
.. responsibilities.

AUTHORITY AND RESPONSIBILITY

Internal auditing is a staff function rather than a lin€. function.

Therefore the internal auditor does not exercise direct authonty over
other persons in the organization, whose work he reviews, *~

The internal auditor should be free to review and appraise policies,

fpl:gms procedures, and records; but his review and appraisal does not
in any way relieve other persons in the organization of the responsibili-
ties assigned to them.

INDEPENDENCE

Independeqiﬁg is essential to the effectiveness of the internal auditing
program.-Thi§ independence has two major ’aspects :

(1) The organizational status of the internal audltor and the sup-

port accorded to him by management are major determinants
% of the range and value of the services which management will

“  obtain from the internal auditing function. The head of the
internal auditing department, therefore, should be responsible
to an officer of sufficient rank in the organization a8 will assure
a broad scope of activities, and adequate consideration of and
effective actlon on the findings or recommendations made by
him. _

(2) Since complete objectivity is essential to the audit function,
internal auditors should not develop and install procedures pre-
pare records, or engage in any other actxv1ty which they normally
would be expected to review and appraise.

;
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GEMNERAL ACCOUNTING OFFICE
'  WASHINGTON 25

May 1, 1957

PURPOSES AND OBJECTIVES OF COMPREHENSIVE AUDITS

As an agent of the legislative branch of the Government, the Comp-
troller General has from time to time been given extremely broad statutory
authority to review the activities of executive agencies, Important among
the various statutes are sections 312(a) and 313 of the Budget and Account-
ing Act, 1921, section 206 of the Legislative Reorganization Act of 1946,
section 206(c) of the Federal Property and Administrative Services Act of
1949, and, most recently, sections 111(d) and 117(a) of the Budget and Ac-
counting Procedures Act of 1950, Auditing on a comprehensive basis was
instituted by the Comptroller General of the United States in 1949 as a means
of more effectwely discharging the audit responsibilities placed on him by
law,

‘Purpose of the comprehensive audit

Stated as simply as possible, the purpose of the comprehensive audit
is to determine how well the agency or activity under audit has discharged its
financial responsibilities. Financial responsibilities in this case are con-
strued as including the expenditure of funds and the utilization of property -
and personnel in the furtherance only of authorized programs or activities
and the conduct of programs or activities in an effective, efficient and eco-
nom1ca1 manner, .

Authoritz

Congressional authority for audits with this objective clearly exists
in the legislative history of the Budget and Accounting Act, 1921, and the
Acc0untmg and Aud1t1ng Act of 1950.

Section 312(a) of the Budget and Accounting Act; 1921, states:

"The Comptroller General shall investigate, at the seat of Govern~
ment or elsewhere, all matters relating to the receipt, disbursement,
and application of public funds." (42 Stat, 24, 31 U.S.C. 71.)



" Section 117(a) of the Accounting and Auditing Act of, 1950 provides
that: ' ' '

"Except as otherwise specifically provided by law, the financial
transactions of each executive, legislative, and judicial agency,. mclud-
ing but not limited to the accounts of accountable officers, shall be .
audited by the General Accounting Office in accordance with such prin-
ciples and procedures and under such rules and regulations as may be.
prescribed by the Comptroller General of the United States. In the de-
termination of auditing procedures to be followed and the extent of ex~
amination of vouchers and other documents, the Comptroller General
shall give due regard to generally accepted principles of auditing, in-
cluding consideration of the effectiveness of accounting organizations
and systems, internal audit and control, and related administrative

- practices of the respective agencies!' (64 Stat., 837, 31 U.S.C. 67.)

Audit objectives

' In order that the full responsibility of the General Accounting Office
in the audit of a Government agency may be d1scharged the following deter-
minations must be made: :

1. That the agency is carrying out only those activities or programs
authorized by the Congress and is conducting them efficiently and
in the manner authorized. ‘

2, That expenditures are made only in the furtherance of authorized
activities and in accordance with the requirements of applicable
- laws and regulations, mcludmg dec1s1ons of the Comptroller Gen--
- eral, : -

3. That the agency collects and accounts properly for all revenues and
receipts arising from 1ts activities,

4, That the assets of the agency or in its custody are adequately safe-
guarded and controlled and utilized m an efficient manner.

5. That reports by the agencies to the Congress and to the central con~
trol agencies, such as the Bureau of the Budget, disclose fully the
‘nature and scope of activities conducted and provide a proper basis

for evaluating the agencies' operations.
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Nature of the comprehensive audit

In order to make these determinations and to take the actions which

may be necessary, the comprehensive audit includes:

1.

A study of the pertinent laws and legislative history to ascertain con-
gressional intent as to the purposes.of the activities engaged in by the
agency, their intended scope, the manner in which they are to be con-
ducted, and the extent of the agency's authority and responsibility,

A review of the policies established by the agency (and to the extent
applicable, by the central:control agencies) to determine whether

(a) they conform to the intent of Congress, and (b) they are designed
to carry out the authorized activities in an effective and efficient
manner.

A review of the procedures, practices, form of organization (par-
ticularly as to the segregation of duties and responsibilities), and -
system of reporting, review, and inspection as well as other ele~
ments of internal control to determine whether they (a) provide

reasonable assurance of control over expenditures, receipts and

revenues, and assets, (b) assure the accuracy, reliability and use-

fulness of financial data, including the budget statements and support-

ing data presented to the Budget Bureau and the Congress, (c) pro-
mote operational efficiency,. (d) result in adherence to préscribed
policies, and (e) assure compliance with the requirements of appli-
cable laws, regulations, and decisions.

A review and analysis, by activities, of receipts and revenues, ex-

penditures, and the utilization of assets together with all related

control processes as a basis for evaluating the effectiveness with
which public funds are applied and property utilized, This will in-
clude comparisons of performance with budget estimates and with
results of prior periods and evaluation of costs of performance in

relation to accomplishments,

The examination of individualvtransactions, the confirmation of
balances with debtors, creditors, and depositaries, and the physi~-.
cal inspection of property, to the extent necessary to determine

. whether (a) transactions have been consummated in accordance with

applicable laws, regulations, and decisions, and have been correctly
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classified, (b) resources and financial transactions have been prop-
erly accounted for, and (c) control processes of the agency are func-

tlonmg effectively.

6. The exploratiOn and full development of all important deficiencies
encountered and the presentation of appropriate recommendations
for corrective action by the Congress, where needed, agency heads,
or the control agencies such as the Bureau of the Budget, the Civil

- Service Commission, and the General Services Administration, ‘

This will include the reporting of any programs undertaken or trans-
actions completed without authority of law disclosed during the audit
as well as the stating of exceptions against accountable officers and
the making of collections resulting from illegal or otherwise improper
expenditures, ' ;

‘The satisfactory completion of this type of audit, in addition to ful-
filling the audit responsibilities imposed on the Comptroller General, will
enable the General Accounting Office to furnish assistance to the apprbpria-
tion committees and to the Bureau of the Budget in connection with their con-
sideration of annual budget estimates and to furnish more satisfactory come
ments to the Congress on substantive legislation affecting the operations of
the various agencies. ' ' ' ' :

Deviations from laws, regulations, and established policies and pro=-
cedures, and other deficiencies noted in the audit by the General Accounting
Office together with any suggestions for corrective action will be discussed
promptly with the agency officials responsible in order to obtain theu‘ views
and assure a fair and accurate reporting of the findings.

While General Accounting Office ‘auditors are not empowered to direct
changes in policies, procedures, and functions, they do observe opportunities
for improving efficiency and for obtaining better results. When warranted,
they will make recommendations for simplifying and developing more effective
operating procedures and eliminating those procedures which involve duplica~
tion or which do not serve a purpose commensurate with the costs involved,

Although the term "audit" is a general term normally applied to the
process of examining accounting records and documents, the term '"compre-
hensive audit" is not restricted to accounting matters or to books, records
and documents. The term is descriptive of those.audits in which all the above-~
listed steps are performed. A comprehensive audit is an analytical and criti-
cal examination of an agency and its activities. While the goal is an evaluation
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of the discharge of the agevncy‘s financial responsibilities, the scope of the
comprehensive audit extends to all of an agency's operations and activities
and to all of their aspects. The existence of good accounting records and
sound accounting procedures is not a condition precedent to making a com-
prehensive audit. The accounting function is a management responsibility,
the discharge of which is subject to aud1t review in the same manner as any
other f1nanc1a1 respons1b111ty

The comprehensive audit of a Government corporation will include the
performance of all work deemed necessary to keep the Congress informed of
the operations and financial condition of the corporation as required by law.,
When practicable, this will include an examination of accounts and financial
statements to the extent necessary to obtain and express an opinion as to the
fairness with which the corporation's fmanmal statements present its finan-
~ cial position and operations,

Differences from commercial-type audit

The comprehensive audit may be contrasted with the usual annual audit
of business enterprises made by independent public accountants, . Although the
term '"commercial-type audit' has sometimes been used synonymously with
"comprehensive audit' and although commercial audit techniques are used to
the utmost, there are some important differences between the comprehensive
audit and normal annual audits made by independent public accountants.

‘ - In the first place, the General Accounting Office stands in a uniquely
independent relation to the agencies being audited because it is responsible
solely to the Congress, a third party, Public accountants are generally
responsible directly to their clients and only indirectly to third parties,

Other differences exist in the objectives of the two types of audits.
Usually the annual audit of a business enterprise is made primarily for the
purpose of arriving at an opinion as to the fairness with which the financial
statements present the financial position and results of operations of the
enterprise. The opinion of the independent public accountant as to the finan-~
cial statements is an end result and is of importance to creditors, investors,
and regulatory bodies. As already stated, the objectives of comprehensive
auditing require the making of determinations on a number of matters in ad- -
dition to the reliability of reported financial data,

Government agencies are generally financed by congressional appro-
priation rather than by investors and creditors, and such agencies are pre-
ponderantly of the nonbusiness and non-revenue-producing type. Also, the
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Congress circumscribes in great detail the manner in which funds may be

used or expended. For example, fixed amounts may be appropriated for
specific programs and additional limitations placed upon the amounts avail-
able for various phases of a program and for specific types of expenses such
as travel or salary. In addition, the manner in which the funds may be obli-
gated and expended may be specified; e.g., prohibiting negotiated purchases,
providing salary scales and the precise manner in which pay may be earned,
and designating the manner in which travel may be performed. The compre-
hensive audit is sufficiently broad in scope and enough individual transactions .
‘must be examined to provide a basis for an opinion as to the agency's com-
pliance with all these legal requirements as well as many others imposed by
Executive direction, regulations of other agencies, and decisions by the Comp~
troller General. '

Another difference exists in the responsibility of the General Account-
ing Office to examine into areas of inefficiency and waste in the administration
and expenditure of public funds., Because of the manner in which a Govern-
ment agency is financed and circumscribed in its activities, the stewardship
concept in the handling of public funds is of great importance and must receive
extended audit treatment. Similar conditions do not exist in many private
enterprises and except in special cases, these matters normally are not ex-
plored by independent public accountants in making an annual audit leading to
an expresgion of opinion of financial statements.

A fundamental difference also exists in the authority and responsibility
of the General Accounting Office to adjust and settle accounts after audit. In
the case of most Government agencies other than corporations, the General °
Accounting Office possesses and exercises the power to refuse credit to ac-
countable officers for payments made illegally or improperly. In substance,

- this means that the auditors have the responsibility to disallow credit for and

to enforce recovery of money improperly paid out by action against the account-
able officer or his surety. This relationship is, of course, materially differ-
ent from that between the independent public accountant and his client.

- Differences from centralized vducher audit

The comprehensive audit also differs in a number of significant
respects from the centralized voucher audit, the type of audit applied in the
past to most of the agencies of the Government other than corporations,

The centralized voucher audit consists of the examination, at some
central location, of expenditure and collection vouchers and related documents
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submitted periodically in support of financial transactions of Government of-

ficers having personal accountability for public funds. The main objectives

of this type of audit are to determine whether expenditures are made legally

and solely for the objects for which appropriations were made. The extent

of detailed voucher examination in this type of audit is not regulated by the

effectiveness of operating or administrative controls exercised by an agency
over its financial transactions except indirectly based on past audit experience,

In contrast, the comprehensive audit is performed at the site of opera-
-tions, its scope encompasses the agency as a whole and its activities, and the
. extent of detailed examination work is governed by the adequacy and effective-
ness of the controls exercised by the management over its operations, as de-_
termined by a study and testing of those controls.

. Site audits

Another term sometimes used is the so-called site audit, All com-
prehensive audits are performed at the site, However, an audit performed
at the site is not necessarily a comprehensive audit. The distinction between
site audits and comprehensive audits lies in the objectives established in
each case, Site audits include in varying degrees certain phases and objec=:
tives of the comprehensive audit, but when the term is used it means that all
the objectives of the comprehensive audit are not present. For example, in-
a specific audit assignment it ‘may be that because of lack of availability of
personnel to accomplish the necessary review of vouchers to settle the ac-

- countable officer's account, documentation may continue to flow for a period
of time to one of our central audit branches for audit review, However, one,
two, or three persons may be assigned to the activity on the site to make a
preliminary survey or to inquire into certain specific areas of activity, In
these cases we might use the term '"site audit."

Agency responsibilities

The primary responsibility for establishing and maintaining adequate
systems of accounting and internal control, including internal audit, is vested
by the Budget and Accounting Procedures Act of 1950 in Federal Government
agencies themselves. In addition, the establishment of effective controls is
required from the standpoint of sound fiscal management practice. However,
‘systems of accounting must conform to the principles, standards, and related
requirements prescribed by the Comptroller General pursuant to the Budget
and Accounting Procedures Act of 1950, ‘
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RESPONSIBILITIES OF THE INTERNAL
AUDITOR

FOREWORD

This statement of the Responsibilities of the Internal Auditor was prepared
by the Research Committee and approved by the Board of Directors of THE
INSTITUTE OF INTERNAL AUDITORS, INC., at its meeting July 15, 1947. In
taking this action the Board was desirous of lending its full support and that
of THE INSTITUTE to the Statement. It was not intended, however, that the
treatment of the various matters in the Statement was considered in any sense
to be final or fived. Rather it was recognized that the principles and concepts
relating to internal auditing are evolving constantly. The approval therefore
represented essentially an endorsement of what the Board believes to be a fair
and considered statement of the responsibilities of the internal auditor at its
present stage of development. The Statement is therefore subject to such fur-
ther modification in the future as may appear to be warranted in the light of
new conditions and needs and through further development in the professional
stature of the internal audstor. '

NATURE OF INTERNAL AUDITING

Internal auditing is the independent appraisal activity within an
organization for the review of the accounting, financial, and other opera- -
tions as a basis for protective and constructive service to management.
It is a type of control which functions by measuring and evaluating the
effectiveness of other types of control. It deals primarily with accounting
and financial matters but it may also properly deal with matters of an
operating nature.

&

6B]ECTIVES AND RELATED ACTIVITIES

The overall objective of internal auditing is to assist management in
achieving the most efficient administration of the operations of the organ-
ization. This total objective has two major phases, as follows:

(1) The protection of the interests of the organization, including the

pointing out of existing deficiencies to provide a basis for appro-
priate corrective action.

The attainment of this objective involves such activities of the internal
auditor as: :

(a) Ascertaining the degree of reliability of accounting and sta-
tistical data.developed within the organization.

(b) Ascertaining the extent to which company assets are prop-
erly accounted for.and safeguarded from losses of all kinds.




(c) Ascertammg the extent of compliance with estabhshed poli-
icies, plans, and procedures.
(2) The furtherance of the interests of the organization, mcludmg
the recommendation of changes for the improvement of the van-
ous phases of the operations.

The attainment of this objective involves such activities of the m-'

ternal auditor as:

(a) Reviewing and appraising the policies and plans of the
organization in the light of the related data and other evi-
dence.

(b) Reviewing and appraising the internal records and proce-
dures of the organization in terms of their adequacy and
effectiveness.

(¢) Reviewing and appraising performance under the pohc1es,
plans and procedures.

SCOPE OF AUTHORITY AND RESPONSIBILITY

Internal auditing is a staff or advisory function rather than a line or
operating function. Therefore the internal auditor does not exercise
direct authority over other persons in the organization.

The internal auditor should be free to review and appraise policies,
plans and procedures but his review and appraisal does not in any way
relieve other persons in the organization of the primary responsibilities
assigned to them.

INDEPENDENCE

Independence is basic to the effectiveness of the internal auditing
program. This independence has two major aspects, as follows:

(1) The head of the internal auditing department should be made
responsible to an officer of sufficient rank in the organization as
will assure adequate consideration and action on the findings
or recommendations. The organizational status of the internal
auditor and the support accorded to him by management are

- major determinants of the range and value of the services which
management will obtain from the internal auditing function.

(2) Internal auditing should not include responsibilities for proce-
dures which are essentially a part of the regular operations of a
complete and adequate accounting system or of a properly or-
ganized operating department. In some instances marnagement
may assign current operating responsibilities to the internal
auditing department, but in such cases the execution of the cur-
rent operating responsibilities should be performed by separate
personnel and be subjected to the same review and appraisal as
is accorded other operations.
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