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The Increasing importance
of Internal Auditors
in Today’s World

dress.

The General Accounting Office
a3 taken a strong stand on the
teed for internal auditors in gov-
toment. Federal agency heads
i':l’e made responsible for creat-
m& and maintaining effective

ernal audit in their agencies
\stthe Accounting and Auditing
"t of 1950 which states that:

The heag of each agency should estab.
and maintain systems of internal
rOl._including appropriate inter-
"“‘:l:lt, to pmvidlc‘ effective control
”Operte accountability for all fun.ds,
e Y, apd other agsets for which
gency is regponsible

l

vae 10t at GAO in 1950, but I

nlesn the Bureau of the Budget.
'ncf Organizations were the
at; npal architects of this legis-

Nan, Loday there are about

o860 p

iy

tont

mmerSons in the Federal
nal ent who cal! tbcmsclvcs
g auditors. Similar func-
1(},ersa'e performed by many

Who identify themselves

On June 20, 1977, the Comptroller General addressed
the 36th International Conference of the Institute of

Internal Auditors at Hollywood, Florida, on this sub-
Ject. The following remarks are adapted from his ad-

by different titles, such as man-
agement analyst, internal re-
view, etc.

In the Federal Government to-
day, auditors are among the
principal providers—if not the
principal providers—of factual
information to Government offi-
cials, legislators, and the public
on economy of operations and fi-
nancial integrity. The same audit
goals that are in the 1950 act are
being adopted almost uniformly
by State and local government
auditors.

Examples of GAO Audit Work

Before discussing the increas-
ing importance of the role of .
internal auditors, let me provide
some examples of the work gov-
ernment auditors do, drawn from
the operations of the General Ac-
counting Office, with which I am
most familiar,
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: 1‘. ’ INTERNAL AUDITORS IN TODAY'S WORLD

Financial Audits

GAO sends reports on audits of
financial statements to the Con-
gress on such Government corpo-
rations as the Federal Deposit
o Insurance Corporation, the
Commodity Credit Corporation,
: and the Federal Prison Indus-
L ; : tries, Inc. We also make audits of
I ' many other aspects of the finan-

“ C cial operations of Government

- agencies,
[ For instance, in the last few
T s ‘ ~ , years, sales of U.S. arms to
' ! foreign governments have be-
\ come sizable. Legislation re-
quires that prices charged by the
Defense Department for these
. arms be sufficient to recover the
- Government’s cost. There is a
similar requirement in providing
foreign military students with
technical training in piloting air-
craft, helicopter repair, and many
similar skills. We reviewed the
Department of Defense'’s proce-
dures for recovering the Govern-
ment’s costs incurred in training
these students and found that
millions of dollars have not been
recovered due to faulty pricing,
billing, and collecting systems.
We reported this to the Congress
in December of last year, point-
ing out that in the Army alone,
such unrecovered costs totaled
$18 million during fiscal year
1975.

As one result of this report, the
Department of Defense took ac-
tion to improve its pricing sys-
tem, but it subsequently made
reductions in its tuition charges.
We followed up with a report to
the Congress in February which

pointed out that these p. .
would cost the Uniteq g::f"%
least $40 million in thig po &
year. In response to oyr rel“&l
and congressional concerp
Department, on May 3, raised iy
tuition rates to the cost-recovl
level as the law requires, ey
On the subject of cost recoy

we found also that, contrare '
law, the rates charged to :h
military medical personne] <}n-
the care they get in militao
facilities did not recover costg Y
fact, about $12 million in medim
costs are not recovered annya]]
We reported this to the Congrey'
iri March. The Department ofD:
fense responded favorably, ryj,
ing its rates to U.S. civiliang 4
foreign nationals in April. Wh;j,
these rates will increase th,
amount of reimbursementg sig.
nificantly, they will not recover
all costs that should be recovereq
because all applicable costs ape
not included in the existing rate
computation due to accounting
system deficiencies. The Depar.
ment has advised us that it iy
giving high priority to developing
the accounting procedures needed
to provide more complete infor.
mation for determining reim.
bursement rates.

Economy and Efficiency Audits

GAO has a long history of re
porting to the Congress on ways
in which Federal executive agen-
cies can do their job either asef-

fectively or more effectively ats

lower cost. Here are some recent

examples: .
Recently, we reviewed the effi-
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¥ ency and effectiveness of feder-
# ly operated hydroelectric power
f lants, such as those operated by

he U.S. Army Corps of En-
{ineers, the Department of In-
#rior's Bureau of Reclamation,
ind the Tennessee Valley Au-
thority. To put this review in
xoper perspective, I should men-
don that about 15 percent of our
Yation’s electric generating
apacity is hydroelectric, and of
that capacity, about 40 percent is
‘derally owned.
‘Hydroelectric power is pro-
ted by channeling water from
{ams through turbines that drive
(herators that produce electric
Qrrent. We found that the poten-
tal exists at some Federal hy-
telectric plants to increase
Wwer production because of
thnological advances in turbine
d generator designs and mate-
falg since the 1930s, when the
Wernment first became sub-
ntially involved in hy-
Telectric power production.
¢ March we reported to the
Ongress that if Federal hy-
Selectric power plants would
Odernize their turbines and
DBerators to increase efficien-
% and capacities, power pro-
in tion at Federal dams could be
e"‘“‘Seq. We pointed out that
N: additional hydroelectric
ihcrer Production not only will
n €ase the Nation's energy
'PPly but also will
,-;:fedllce pollution,
. Increase Federal revenues,
apd
~displace or delay construc-
lon of alternate power
Sources,

7
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We are hopeful that Federal
agencies that operate hy-
droelectric plants will recognize
these opportunities and act
accordingly.

Some of our economy and effi-
ciency audit findings involve
supplies, equipment, or facilities
that are either excess to the
needs of an agency or not used
sufficiently. One example in-
volves the Veterans Administra-
tion’s cardiac catheterization
laboratories, operated at a total
cost of about $20 million in some
67 VA hospitals. By way of ex-
planation, in a cardiac catheteri-
zation, a thin, pliable tube—the
catheter —is inserted into an in-

‘cision in the patient’s arm and

passed through a vein or artery
into the heart chambers. The
procedure is used to diagnose
heart ailments.

We reviewed the use of cardiac
catheterization units in 12 VA
hospitals and found that 11 of
them were underused. The prob-
lem appears to be that the VA
central office permitted cardiac
catheterization laboratories to be
established without adequately
determining whether they were
needed.

We found also that 8 of these
12 laboratories were not located
at VA hospitals where cardiovas-
cular surgery is regularly per-
formed, even though the medical
community and the Veterans
Administration agree they
should be. We pointed out this
problem in our report to the Con-
gress, issued in February, stating
that the Veterans Administra-
tion may be exposing its patients

3
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INTERNAL AUDITORS IN TODAY'S WORLD

to unneccessary risks by perform-
ing cardiac catheterizations in
hospitals without facilities to
handle emergencies. We are
hopeful that the Veterans Ad-
ministration will correct these
deficiencies.

Program Results Audits

Much of our work in GAO in-
volves audits designed to assess
the effectiveness of Government
programs in achieving the objec-
tives for which they were created.
An example is our study of the ef-
fect of regulation of the airlines
industry by the Civil Aeronautics
Board on passenger fares. The
study was made at the request of
the Chairman, Subcommittee on
Administrative Practice and Pro-
cedure, Senate Committee on the
Judiciary.

Our study estimated what fares
would have been on a number of
busy routes if the airlines were
less regulated by the Board and
compared those fares with fares
charged by the regulated air-
lines. Our analysis oftered reli-
able evidence that less regulated
airlines probably would have
charged lower first-class and
coach fares, primarily due to in-
creased competition. We estimate
that if airlines had been less reg-
ulated during the period from
1969 through 1974, passengers
would have saved on the order of
$1.4 billion to $1.8 billion annu-
ally. I should point out that while
passengers on the average would
have paid lower fares, they would
have been required to give up
some conveniences regulated air-

lines now provide. F
some flights w0u1d0;;aev"amv‘.;'
more crowded, and fewey oSt
might have been pmv-dﬂ'shq
some routes. tded (3]
Our report states th .
Acronautics Board its:ffti’e I}
cluded that economic re af e
of the kind that has beeng: Bisg
to the airline industry Ppligg
longer in the public interesltB '
has taken the position that gy
a fundamental change in th:u
proach to regulating air ¢
portation should be mandateg
the Congress. This case is ap
cellent example of the expand‘e"
horizons of GAO's work, parﬁl
larly in the evaluative area. i
Another example is GAOQ% fj
audit of the supervision of Star::
and national banks by the Con
troller of the Currency, Fedex:x
Deposit Insurance Corporatiop
and Federal Reserve System
From time to time, there are ig.
cidences of bank failures in the
United States notwithstanding
Federal supervision of banks, ip.
cluding periodic bank examina.
tions. We found that one reason
failures occurred was that Fed.
eral bank examinations em.
phasized analyses of a bank's
condition at the time of an exam-
ination but did not always pro-
vide sufficient attention to basie
management policies and con
trols exercised by the banks
themselves, which could lead to
detection of situations causing
deterioration of a bank’s opers-
tions. Fortunately, the Comp-
troller of the Currency recently
revised bank examination proce-
dures, which should result in ear
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jer detection of such situations. I

sm hopeful the Federal Depousit
nsurance Corporation and the
federal Reserve System will join
the Comptroller of the Currency
in using the revised bank exam-
ination procedures.

We also found that Govern-
gent surveillance of the Federal
Reserve System’s bank holding
‘impanies was not sufficient to
fisclose problems in the holding
wmpanies before these problems
iffected affiliated banks. We rec-
tmmended more frequent, in-
depth, onsite inspections of hold-
ing companies to improve the
ﬁetegtion of such problems.

..
Seiiputer Auditing

About a year ago we issued a
eport entitled “Improvements
~eeded in Managing Automated

ftisionmaking by Computers
m'O\lghout the Federal Govern-
‘:nt. In our audit work at a

val installation, we observed

. tcertain types of stocks in an
N Omated inventory system

¢re building up, though they
‘n‘;“ld not have been. After some

irgen't digging, we discovered a
wh hm the computer program

urft' had the effect of double
pans"‘g requests for issuance of

o and supplies. Naturally,
‘eh:()mputer ordered replace-

S automatically to accom-
th ale this apparent increase in
‘“ppl?eed for such parts and
U, SS. But the result was that

oe ed stock was ordered.
tom One had questioned the
lqokgé‘t.er's output. Before we
Into the cases, the com-
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puter’s actions were assumed to
be correct. Our auditors worked
to get the situation remedied.
Then one of our more thoughtful
staff members began to wonder
how frequently other situations
of this type might exist, where a
computer's input was resulting in
actions being taken automatic-
ally —actions that could be
wrong—with no review by
human beings.

We reviewed the reports of a
number of internal audit agen-
cies within the Government to
find out whether similar situa-
tions had been encountered
elsewhere. These internal audit
reports provided us the answer in
a short time at a minimum cost.
We were surprised to find that it
was rather common for internal
auditors to encounter automated
systems turning out bad deci-
sions—decisions not being de-
tected by operators and users of
the system. The internal auditors
had unearthed the errors in au-
tomated systems, had run them
down, and had corrective actions
taken. But—and here is the
point-—each of these had been
treated as an individual case
when, in fact, there was a pattern
of such bad decisions. Eventually,
we were able to attribute these
similar cases to bad programing,
bad data, or a combination of the
two. These factors, together with
almost unquestioning accept-
ances of the outputs of computers
as correct, had resulted in a loss
of hundreds of millions of dollars
through erroncous payments, or-
dering unnecded items, incorrect
eligibility determinations, etc.

iy
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INTERNAL AUDITORS IN TODAY'S WORLD

By establishing that this pat-
tern cxisted rather generally
across the Government, and in
disclosing the magnitude of the
errors being made, we were able
to convince the Office of Man-
agement and Budget of the
paramount need to issue specific
directives to all Federal depart-
ments and agencies directing
them to take the broad corrective
steps recommended in our report,

One of the most important of
these steps is the provision for
internal auditors to make peri-
odi¢ reviews of the output of au-
tomated systems to assure that
the decisions being made are cor-
rect. Another is to encourage
early auditor involvement in the
development of such systems to
make sure that appropriate con-
trols and audit trails are built in,
This report has made a vital con-
tribution to improving the use of
computers in the Federal Gov-
ernment and to demonstrating
the nced for continued, careful
surveillance by internal auditors
of computer systems.

Our report complements, in
many respects, the recent contri-
bution of the Institute of Internal
Auditors to improvement of the
entire area of computer systems
development and operation in the
Systems Auditability and Control
Project. The institute is to be
commended for its outstanding
foresight in recognizing the need
for such a comprehensive study of
the area of computers and infor-
mation sysiems.

Our office has already bene-
fited from this study. We are
using it in our computer training

courses because we feel jt ;
landmark effort in the stry 18
show the contribution thatggh}o
ors can make toward impi“d“‘
managerial efficiency in the Ve
tronic age. elg.

Earlier this year w .
pated with the institut: i‘i,amd'
tional Bureau of Standards:,
shop in considering Whego
supplementary audit standg
for situations involving ¢
puters would be useful, We hom'
concluded, as did these in:
workshop, that such standa
would be useful and we have
project underway to Prepare '
supplement to our GAQ aud‘.
standards for application Whe“
computerized systems are unde:
audit.

hey

How Internal Auditors Can -
Be of Help to Federal,
Stgte and Local Government

Today, Government at g])
levels is beset with financia)
problems; one need only read the
papers. Our larger cities have
serious financial problems—Mey
York, of course, being the prime
example. The Federal Goverp.
ment and State governments to
are feeling the pinch of steadily
rising costs accompanied by
widespread taxpayer oppositioa
to tax increases. =

In such a situation, the skills o
internal auditors are often just
what is needed. One answer b
such a situation is to reduce
costs, improve efficiency, and
eliminate unproductive or inef:
fective programs. These are pre
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“is a }:sely the things that internal
gleto Jawditors are skilled in.
audit-
roved For internal auditors who are
> elec- §in government at one level or
mother, opportunity is at hand.
wrtici-  § They need to be sure they have a
a na- Jound planning process so they
work- J:n concentrate on matters of
ether fiignificance; do the best work
wdard:s  §hey can so their findings will be
- com- §inderstood and their recommen-
2 have Jlations implemented; and, when
in the Jlecessary, educate those in
dards ] nanagerial positions who do not
nave & § Y know how internal auditing
pare ¢ 1:n be used as a tool for im-
audit }jrovements in efficiency and
. when §dffectiveness.

under ‘
For those of you not in gov-
fmment, I would urge you to
ke an interest in governmental
Wairs, Many levels of local gov-
‘fment still have no internal
t dit staffs and little work is
“Ne in such organizations to cut
111§ ™8ts or eliminate unproductive
nanc‘r""' ograms, Frequently, the lack of
ead "} Mernal audit is directly related

[

S h\‘\f i?lack of knowledge by local offi-
R, 1S Yalg * .

Sl e on how the audit function
e pPriv @0 help them. The same is true,

- ory .
jover” - 9 lesser extent, in State gov-

Bntf ;‘E\ n!'"ment and even in some agen-
5,"‘*3‘ . ﬁ‘ of the Federal Government.
1€ e ‘h"‘—’-emal auditors would take
051 an lead in helping government

¢ B ®nizations that do not have

skl"j‘u_ nae'nal audit staffs to under-
’er.‘er [y wgag the value of internal audit
s“dut" figh: and assist them in estab-
ret o DB effective internal audit

v, b Aanign ;.
AAFNE Eiiga'}'zilhons, they would help to

'nate f the budget
iy some o ¢ budge
fch that many government

! 1:"' "‘AO :
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organizations are experiencing.
Another area in which internal
auditors might help is to get
those government organizations
that are totally oriented toward
financial work to broaden their
scope into economy, efficiency,
and sffectiveness reviews.

Insofar as the Federal Gov-
ernment is concerned, there is a
strong movement to make the
periodic assessment of the use-
fulness of programs a require-
ment.

I refer here to what is called
“sunset legislation.” For those of
you not familiar with this term,
let me explain. Almost all Fed-
eral Government programs have
been created without concern to
whether they should ever end.
This, of course, means that pro-
grams tend to perpetuate them-
selves even though they may
have outlived their usefulness.
The objective of sunset legisla-
tion is to specify termination
points for such programs so that
they cannot continue unless
reauthorized specifically by the
Congress.

In considering whether to do
this, the Congress will want in-
formation. What is the program
achieving? Is it reaching the de-
sired target group? Has the prob-
lem been corrected? These and
many other questions will and
should be asked. As we see it, the
Congress, in its search for factual
and impartial answers, will
rely to a considerable extent on
auditors.
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Where Is Auditing Going
And What Must Auditors
Do To Get There?

Periodically, all of us should
take stock of the overall picture
in our profession, but too often in
the heat of battle, we sce the task
at hand but avoid looking at
where we are going and how we
are going to get there. In conclud-
ing these remarks, let us do a lit-
tle crystalball gazing about the
future of internal auditing.

There is a direct connection be-
tween the complexity of gov-
ernmental and business opera-
tions, and the need for auditors.
The more complex things are, the
more difficult it is for manage-
ment to get accurate information.
in such circumstances, managers
will rely on internal auditors to
provide them with such informa-
tion,

From what we understand
about internal auditing in indus-
try, the function now centers on
testing financial controls and
identifying areas in which opera-
tional efficiency and economy can
be improved. Audits of the effec-
tiveness of programs have not re-
ceived as much attention. We
have perhaps devoted more at-
tention to effectiveness auditing
in the Government because there
the bottom line is how well a pro-
gram achieves its intended pur-
pose. I think industry will do
more of this kind of work in the
future.

Industry has programs too that
can be advantageously evaluated.
For instance, training programs
might be evaiuated to see if they

8

are cost effective g
good results. The eff‘ecr;dofprod‘!tt
pians might be evaluateq etns,%
whether they actually g, t° Bey
and retain desired typeg zfmd.
-p]oxees. Programs to Protect .
environment might be evaly the
to sece whether alternat-a
might do a job more effecti:.v '
Thus, as I see it, the frontj, e
internal auditors lies ip ev;]f“
tion of whether varioug type .
programs are achieving thesb
jectives for which they wo
created. This is not to say t;:;
internal auditors will giye
their traditional roles in the‘;
nancial and efficiency ang eco’.
omy areas. Rather, they wi) "
called upon to add another fune.
tion to their traditional ski)ig
Although T see increasing.de,
mand for evaluation of the re.
sults of programs, internal audit.
ors are going to have to make
some changes of their own if th,
are to do this work well. They
will need to

—acquire new skills,

—learn to work on what ig
happening right now rathey
than what did happen, and

—learn more effective ways o
reporting their findings.

Acquiring New Skills

The demands on auditors for
greater skills in just the financial
and efficiency and economy
arenas are challenging enough,
but as we have seen, evenr
broader skills are necessary tods
the kind of audit that produces
information on effectiveness o
programs. To do this work well
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quires a mixture of a variety of
#ills—mathematical, statistical,
sctuarial, engineering, and
data-processing skills, Some of
these skills are also useful in
sonomy and efficiency audits.
Some of the basic auditing
skills needed to perform audits of
sperational efficiency and econ-
amy and program effectiveness
are not taught in schools. Ac-
cunting and auditing cur-
ticulums center almost entirely
o financial auditing. Cur-
riculums for other subjects —
engineering, mathematics, and so
forth—do not give tham the point
f view which the auditor follows
 doing his work. So we all are
faced with complex training jobs.
_While I believe more training
Bnecessary, training alone is not
¢ answer. The days are too
ort for anyone to acquire all
e skills needed to perform some
tudit tasks. Consequently, audit-
% must discard the idea that an
ndividual auditor can possess
tery necessary skill. Audit
"affs need to be teams of people
With varying backgrounds and
Professional disciplines.

Learning to Audit

3t Is Happening Now

loTl‘aditionally, auditors like to
th at records of transactions
%0 occurred weeks or months
o and check on the way they
'one handled, to reach a conclu-
tion on whether such transac-
ands Were proper, economical,
SUchSO on. The days in which
numbillldltmg can be done are

ered. In the systems of the

4]
40 RevicwiFall 1977

INTERNAL AUDITORS IN TODAY'S WORLD

future, we will have to audit
transactions as they occur, before
there is necessarily a recard to
look at. This will mean that
much better audit planning will
be needed so that many tasks
now performed sequentially can
be performed more or less simul-
taneously. Without far greater
planning than is now given most
audits, such audits cannot be
done.

Auditors will also have to rely
far more on systems functioning
effectively, after they have been
checked out, than they do now.
This will require some better
techniques for testing such sys-
tems than we now have. Both the
Institute of Internal Auditors and
GAO have done considerable
work in this area, but I believe
far more is needed before we can
say that we have this well under
control.

Learning More Effective
Ways Of Reporting

Reporting audit findings
promptly and in an understanda-
ble manner is perhaps the most
difficult problem auditors face. It
certainly is a constant problem
with us at GAO, and [ am sure it
is with many other audit organi-
zations. Difficult as it is, auditors
must learn to do it well, for audit
findings and recommendations
are of little value if not com-
municated effectively.

[ think use of innovative re-
porting techniques—more brief-
ings, video tapes, and greater use
of photographs when appro-
priate-——can help management
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,1'CHAEL J.F
“get the message.” However, we be happening so fagt on ¢
will also need a written report in processing systemg that he day,
most cases, and report writing for action and clear commy Prop,.,
audits that go beyond a simple will be demanded t, stomt.:ut.‘%
opinion on financial statements cient or uneconomicg) 0, T
remains a common problem. Au- dures. Togy,
ditors must communicate with
eople who are unsophisticated .
?n the technicalities of programs Concluding Remarks b
as well as auditing and account-  In closing, I must te) s. A
ing terminology. Writing reports we in GAO hold interng) aol:l.“% .
that communicate requires talent in high estcem and, ag you itor n
and hard work—especially the already heard, we rely hea“:.}\aw
latter —as in other challenges of their work. Without imly fconomi
life. audit staffs in the Fedéral irha; B bt
But difficult as this is, auditors cies, GAO would have tg be Bty B Tat 0
are going to be pressed to do far larger than its present sizer&ug ":\fr)ces. i

better in the future. Things will its job. “hairman.
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Reporting Waste and Inefficiency i Man has b
b s life su
to ot R ? ment of hi
***We create this independent establishment, answerable to . ] In the pa.
Congress, an cstablishment that has clerks and accountants, i our specie
who will go through every department of the Government. When A relatively
they find waste and inefficiency, when they find duplication in ‘ with the s
the service, they will come to the committee of Congress that has ity to bout
jurisdiction of appropriations and report that fact. That fact will g uize of our
also be communicated to the President of the United States. : ‘power of
With that system of checks and balances it is believed that this complexit
great overlapping of activities, this duplication that exists in . pouring i
every department of the Government, will cease, and that the N have begt
Government of the United States will be placed upon a business ; our plane
basis ***. . history of
. ! capacity t
Congressman James W. Good  +* . ruptey.
of lowa Fromah
Debates on budget and accounting
legislation -
1920 ) ¢ Mr, Falt
College
countan
sas City
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