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". 
Auditing Financial Operations­
A Systems Approach 

\"J 

This article discusses a systems approach to auditing financial 
management operations andfocuses on the procedures involved 
in obtaining, processing, recording, and (eportingfinancial 
information. 

$& 

,­, ,. 

One of the primary purposes of audit- ington regional office has implemented 
iIIg financial operations is to determine a systems-based approach to review the 
l the financial reports of an organiza- major activities of an organization, such 
lion are reliable. In the past the auditor as purchasing, selling, or production, 
was able to focus attention on the finan- which ha\'e a direct effect on the finan· 
fiaJ reports, examine internal controls cial reports. 
rtlating to line items on the reports, test 
'number of transactions, and gain con- The Systems Approach 
/idence as to the reliability of the Systems are made up of sets of corn­
Itports. However, since the processing ponents that work together for the over-

r t( tremendous volumes of transactions all objective of the whole. The !lystems 
l las become commonplace in financial approach is simply a way of thinking 

'Perations, the auditor has been forced about total systems and their compo-
! ~Place greater reliance on the systems nents. Activities with financial signif­
~. generate financial information, icance have as an objective; the pur­
~. ifically, the auditor has had to chase of an asset or service, the sale of 
~t attention to the procedures in- an asset or service, the production of an 

I ~'ed. in obtaining, processing, and asset, the payment of employees, the is­
f ,,~r.d.lQg financial data from the point suance of a grant of subsidy, or the 
- ~t~a"ion of a transaction until final processing of a claim or default. For 

Sllion in a report. convenience, let's call the systems used 
ReC() " 

~nlzll1g the need to emphasize to carry out these activities the buying 
~Ing systems and the necessity for system, selling system, production sys· 
,~vative audit techniques, the Wash· tem, etc. 

"------------------------------------------':r. MichelJon iJ a supervisury auditor with the Washington regional office. 
tr: has a B.S. degree from the University of Maryland and an M.B.A. degree 
Ir' ~ George Washington University. and is a CPA (,\la ry/an d). He has been 

I ,.," GAO '''·flce 1972 and i.! a member of the As.wcilltiun of Goce",ment 
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AUDITING FINANCIAL OPERA TlONS 

Within each system financial data 
must now through a set of related func­
tions and be recorded in similar ac­
counts. For example, within the buying 
system (e.g., purchase of inventory, 
fixed assets, services, supplies, in­
vestments, home mortgages, etc.) data 
generally flows through such functions 
as (1) establishing authority to purchase, 
(2) ordering, (3) receiving, (4) paying, 
and (5) recording. Accounts affected as a 
result of buying activity would normally 
include the specific asset account, ac­
counts payable or other pay ables, and 
cash . 

In this approach, the auditor evalu­
ates, the procedures in effect in each 
system and each function within the 
system. This evaluation is done to deter­
mine if the procedures provide ade­
quate controls so that the system can be 
relied upon to produce reliable financial 
information, hence reliable financial 
reports. Because of the complexity of 
these systems, the auditor's effort is 
separated int~ two parts: the study of 
the system and the evaluation of the 
system. 

Study of the System 

The study of the system is divided 
into three segments: (I) obtaining an 
understanding, (2) recording the under­
standing, and (3) confirming the under­
standing. During this study the auditor 
will also make a judgment as to whether 
the system itself is auditable. 

Obtaining and Recording 
an Understanding 

A detailed understanding of the sys­
tem is required. Sources of information 
to obtain an understanding include: in-

60 

'f 
terviews, loration tours te' I 

. d 'View fir counting an procedure rn ", 
memorandums, and reviewanUa\a ~ t 
documents, such as flow ch of ~. f 
and regulations. a~.~ t 

Recording the understandi~" ";'f$~ . 
complished through narrative g -~ - l 
schedules, flow charts, or any:~ 'I 
tion of th~ three. T~e rnethod n~' 
the Washington regional office ~ •. 
flow chart. The purpose of record" .~ 
understa~di~g is tha.t it: (1) serv:tl· . 
communication vehIcle arnong .~. 
personnel, (2) aids in analyzing" ~ '''' 
tices, (3) provides evidence for :: 
nesses to be disclosed in reports, and" 
provides a basis for reviewing syste;. 
changes. . }~ 

Regardless of whIch method is used .. 
record the understanding, it rnust"1I) 
describe the major functions withuit\e 
system, (2) identify significant con~ 
(3} desc.ribe th~ init.i~tion, processiD&, 
and ultimate diSPOSItIon of importQa 
forms an~ documents, an.d (4) iden'~1 
and descnbe the preparatIOn and mali:' 
tenance of journals, ledgers, ani 
reports. 'i\~:': 

..... ,r.2. 
Confirming the Understandi,. .' ;\:: 

.:.' 1;;f ~ 
Confirming the understanding is'~; 

complished by tracing a limited numblir~ 
of transactions through the system rr6i1 
origin to ultimate disposition in the'~t 
counts. Tracing transactions fromli';,i 
ginning to end allows the auditor :tO~; 
verify that the flow of transactions ailf:, 
the operation of controls within eaCh 
function in the system are consistent: 
with the understanding as reconj'ed. FoE. 
example, in the buying system fOl' . ' 
tory, the auditor will trace tral1ls11(:tiollll;~ 

through the authorizing, ordering, 
cei\"ing, paying and recording f"n"ti~,nlL'.} 
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Be or she will review such documen Is as 
purchase requests, purchase orders, re­
ceiving reports and payment vOllchers, 
and review purchase journal or general 
;lUrnal entries. Information contained 
in these documents and journals will 
provide evidence to the auditor that the 
process and the conlrols were followed 
IS recorded and that journal entries are 
Cllnsistent with Ihe recorded under· 
danding. 

During the study, the auditor may be 
able to obtain, record, and confirm the 
tlIderstanding simultaneously, depend· 
ag upon the system under review and 
lfIe experienre of the auditor. Using the 
hying system as an example, the au· 
~lor can obtain the understanding of 
tie au.thorizing and ordering functions, 
Itleet a tr"nsaction recently compleled. 
IIId verify that the transaction is proc· 
_d in accordance with the under· 
~ding. While verifying that the 
llinsaction :s processed according to 
die understanding, the auditor can 
~~d the process. 

~Iity of the System 

J As the auditor proceeds through the 
.g is J(' I ::, of the system, a judgment can be 
nuntt>tf ( "It e as to whether the system is audit-
e(llo(rc~ ""d ~r nOL The auditor will obtain a 

/J the J(' 1 ~ Idea on whether adequate proce­
(rol'l~, tit.. are actually followed and effective 

I,' ~ -kola . 
Iditot d • ~ ~Xlst to allow the system to pro-
joPg &II ,-'.i rehahle information. If, however, 

~ - ··'ud· 
hi" ea· • 'I Itor has noted that the system 
onsi,;!tf!' I ~ & cannot be relied on or an in· 
rded. f··( 1 tliI'tyelll audit trail exists, then_ the 

' .. , (" I of.L 
or I.. L . 'fie system to produce reliable 

til'" 1 ~claJ inC, . 1.1 b' . 

,.·:u~",·::~ltil1,:~~_ .J,t,,_ ~ !OUbl. ~:::':I~~e ~;:a~ci:1 ~:P~:I: .. " ~ Ie unreliable. It would be meaning· 
o fUlly complete the study and 

,. 
• ~() R." 
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AUDITING 'INANCIAL OPERATIONS 

evaluation of the system. The auditor 
would develop this reportable area and, 
if practicable, perform other audit pro­
cedures to verify the reliability of the 
financial reports. 

Evaluation of the System 

The evaluation of the system involves: 
(1) ascertaining whether controls in ex· 
istence are effective and (2) determining 
whether controls are co,~prehensive 
enough to allow the system to produce 
reliable information. 

EffectlveMSS 0' Controls 

To determine whether those controls 
as documented and confirmed in the 
understanding are effective, tests must 
be performed so that the auditor will be 
assured that: (1) controls found to be in 
existence at the time of the study have, 
in fact, been in existence throughout the 
period under review and (2) controls 
have been correctly performed in their 
entirety. Transactions in sufficient 
quantity should be selected and tested 
by the auditor. 

In order to test whether controls have 
been in existence throughout the period 
under review, the sample selection of 
(ransactions must be representative of 
the entire period. For instance, in the 
buying system for inventory a number of 
purchase transactions occurring in each 
of the months within the period must be 
selected. 

To determine whether controls were 
performed in their entirety. as 
doucmented and confirmed in the 
understanding, the auditor must ex· 
amine the supporting documentation 
for the selected sample of transactions. 
This examination is done by inspecting 
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AUDITING FINANCIAL OPERA rlONS 

authorizations, reviewing desk audits, 
recomputing calculations, or reviewing 
output. Again using the buying system 
for 1m'entory as an example, the auditor 
will inspect the purchase order for ap­
pro\'al, review the payment voucher to 
determine if the im'entory had been 
received by a receh'ing report, and 
recompute footings and ext\~nsioIlS on 
the invoice. 

forward receiving reports to tb 
. . d'l e It-<:ounlll1g sectIOn al y. 

The IIIt·thod of documenting tb' 
phase of the evuluation of Controls' II 

he accomplished by either completi ~ 
narrutive or a checklist-the lalterllh 
ferred t~ as ~ qu.estionnaire. The Use ~ 
a questIOnnaire IS the most practical if 
properly devised. The questionnaire' 

Comprehensiveness of Controls 

Deciding whether controls arc com. 
prehensive enough to meet intended ob­
jectives is perhaps the most difficult task 
and certainly the most subjective. The 
first task is to determine the objectives 
of the controls within the system. 

Using the buying system as an exam. 
pic, specific objectives can be set out as 
follows: (I) only authorized assets should 
be ordered (purchased), (2) there should 
be a timel)' and accura1e recording of 
the asset receipts, (3) assets should be 
adequately safeguarded from r(!ceipt to 
delivery to the ultimate user or custo­
dian, (4) correct payment should be 
made, and (5) reliable accounting rec­
ords should be maintained of purchases. 

In order to achic\'e thesc specific ob­
jectives, various controls should exist. 
For example, to help achieve the objec. 
tive that there should be a timely and ac­
curate recording of asset receipts, the 
following controls should he present: 

• The individual authorized to 
receive assets should be required to 
note quantity and quality of assets 
received in a timely manner. 

d' 'd d . . h' h II IVI e IIIto sections w IC address 
purticular objective. Uncler each se~lio: 
there arc the controls generally thoUgbt 
to be necessary to accomplish the objet). 
tive. Each control should be follOWed 
with a "yes" (in existence and found to 
b ff ') " "( . , e e ecllve or no not III eXistence Or 
in existence but ineffective) indication. 
The questionnaire acts as an "ideal" or 
"standard" with which the actual sv. 
tern in practice can be ju\:ged. • 

Results of the System Evaluation 

Determining the effectiveness and 
comprehensiveness of controls wi:M!I 
each syslem will permit the auditor to 
ascertairl if reliable information i. 
generated to produce usable reports. 
The stronger the controls in the systclDS, 
the grea'ller the reliance the auditor can 
place on the system. The auditor rna, 
feel conHdent that transaction data has 
been prl:)ccssed accurately, timely, and 
properly, Conversely, if controls are 
weak, additional testing is necessary if 
the audilor wishes to form an opinion an 
the reliab ilit)' of financial reports. 

Conclusion • Assets received in poor quality 
should be segregated for subsc-' 
quent return to supplier. 

• The individual authorized to reo 
cleve assets should be required to 

The Washington regional office hIS 
deVeloped materials for the Field Oper. 
tions Division which explain in detail 
the concepts b(~hind the systems ap-
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preJch to auditing financial operations.' 
The material includes tcchniql'l's on 
dCl'urncnting the study and e\'aluating a 
5).tem. 1'hi5 refercncc material has 
been pren·nted in a numbpr of senli· 

r nar5, both in the Washington regional 

I office and for othN regional officl's, dur­
. ing which case studies based on actual 
! audits were complcted by seminar par-

ticipants. 
I It is fdt that this approach facilitates 

1 

understanding and documenting COm-

I Mr. ~Iichds()n wa5 3s~istell in dc\c!oping the 
m~ter.ials by frank Manganiello ami Dale Wille, 
1I!0 or the Wa,hington regional orflcc. 
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AUDITING FINANCIAL OPERATIONS 

plex agency financial managcment sys­
tems, aids in reducing the degree of 
testing previollsly done, improves the 
basis for identifying systems and control 
weakncs~cs, and allows for better plan­
ning of future audit efforts. It has also 
aided in creating uniformity in ap­
proaching and documcnting audit work 
on financial operations. Ove;' time it is 
anticipated that this systems approach 
will redll~e thc lotal time and effort 
needed to review financial operations 
and at the same time increase ollr con­
fidence in the reliahility of financial 
reports. 
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