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CHAPTER I
PROBLEM AREA AND,STUDY APPROACH

In a complex, industrial society such as exists in the United States,
business or economic organizations play an important role. The economic
structure of the United States consists of numerous organization units such
as private business, non-profit organizations, and governmental units. One
of the key factors in the control of these organizations is the communication
of financial and economic information and one of the important factors for
maintaining the accuracy and reliability of this information is auditing.

Auditing in some form is currently applied to almost all forms of
expressed or implied representations. Management uses internal auditors
to improve the reliability of internal reports and therefore to better control
its operations. Owners and stockholders rely on external auditors to as-
sure the reliability of management reports in order to better control the
organization and the investment of their capital. Creditors and government
agencies similarly use managements' reports for their decisions.

Whenever financial and economic information is communicated
bet\nieen two parties with dissimilar and often conflicting objectives, there
is a question of its reliability. The basic audit function serves to improve
the reliability of this information through an independent review of its
accuracy. The external and internal audit of financial accounting, reports
is well established; however, there is increasing interest in further develop-

ment of broader audits. When information is communicated there is an

expressed or implied representation of its accuracy, completeness; and,



in business, implied assertions that resources have been utilized ef-
ficiently. This study is an investigation of one aspect of a broader con-

cept of auditing; that of management auditing.

The General Problem and Need for Research in the Area

Two basic problem areas establish the need for this research;
the first comes from the need for more and better information with which
management performance can be evaluated and the second is the result c;f
a need for more information about auditing so that its general nature,
scope, and limitations can be better defined. Since World War II there
have been increasing requests for some form of management audit and
growing numbers of groups conducting examinations called management

audits.

Factors Leading to Management Evaluation

Dewing has written that regardless of the reasons given, lack of
success in business or any organization is always due to poor manage-
ment. ! While this has always been the case, some of the factors increas-
ing the current interest in management evaluation are:

1. the increased size of organizations and the resultant decline
in ownership control.

2. the increased competition among businesses due in part to
improved technology 1n all areas of operation.

3. the increased public awareness of the effect of management

1Arthu.r Stone Dewing, The Financial Policy of Corporations
(fifth edition; New York: The Ronald Press Company, 1953), II, pp. 1216-
17.




activities on the economy as a whole and on specific
segments of the economy.

4. the increased willingness to apply some form of control
to business operations to protect the public interest --
government controls.

5. the possible decline of the profit as the best measure
of business success and best business objective.

. 1

In writing on the rise of ""professional,'' self-perpetuating manage-
ment, Ernest Dale expresses concern for the continuance of the tradi-
tional role of "partial proprietors'' as restraints to help enforce proper
management behavior. He suggests that the stockholder practice of
selling stock when dissatisfied with company management permits the
rise of self-perpetuating management. An independent review of manage- |
ment; that 1s, a management audit in the broadest sense, is suggested as
a means of making management more accountable to stockholders. The
only alternative may be government intervention, 2 which itself would be
a form of management auditing.

A 1948 survey of financial analysts and bankers listed " . . .
more information which will facilitate in appraisal of management. . ."
as one of the principle things they wanted but which they were not getting
in annual reports. 3 Recent suggestions by spokesmen for the Securities
and Exchange Commission also indicate a need for more information by

which to evaluate managements' activities. In relation to the need for

2'Ernest Dale, '""Management Must be Made Accountable, "
Harvard Business Review, v. 33 (March-April, 1960), pp. 52-59.

3C harles P. Rockwood, '""The Changing Image of a Profession, "
The Journal of Accountancy, v. 110 (Octdber, 1960), p. 4l.
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an improved concept of income which would reflect the utilization of
resources controlled by management, Maurice Moonitz has written:

If you tell me either that we cannot measure these things
or that measurements are useless, then I answer that we are
in the intolerable position of asserting that management is
beyond control, that we cannot assess its performance with
respect to the objectives of profitable employment of resources.

The desire for better control over management activities is also evidenced

by the numerous recent law suits against corporate officers for mis-

management.

Limitations on the Reliability of Management Evaluation

Some of the factors that limit the effectiveness of management
evaluation are:

1. a lack of clearly defined objectives for the utilization of
resources by economic organizations.

2. a lack of clearly defined standards by which objective
evaluation can be made.

3. the traditional confidential nature of information about
managerial actions.

4. the inability of the general public to understand the
problems and implications of such evaluation.

There is not sufficient agreement on the objectives of an or-

ganization's use of economic resources nor on the standards for good

4Maurice Moonitz, '"Should We Discard the Income Concept, "
The Accounting Review, v. 36 (April, 1962), p. 180.

5See for example:
Thor Power Tool Company law suit against former officers, Chicago
Tribune, May 6,1965. Stockholder law suit against Texas Gulf Sulphur
Co.; Chicago Daily News, May 5, 1965.




management performance to make a completely objective evaluation.
Without standards an evaluation may be nothing more than personal
opinion which could vary with each examiner. Such evaluations are car-
rently made by many financial analysts and are apparently inadequate.
Some standards for management performance do exist and one problem is
whether these are adequate for objective evaluation.

The confidential nature of most information about management
performance is one of the most restrictive limitations on providing
additional information of this type. Most modern management will not
accept such reporting without some external pressure. Also there is
a question of the ability of the general public to interpret such information
if is made public. Stettler points out that reporting a management change
in the annual report leads to misinterpretation and confusion for report
readers because they have no way of judging the significance of the change
nor why 1t was considered important enough to be reported. 6 It may be
that management auditing will require more interpreting of the signi-

ficance of information reported than exists in present financial auditing.

Recognition of Need for an Expanded Audit

Several authors have written about the need to expand the
traditional external financial audit to provide more information. While
there have been few changes in external auditing, these writers recognize

the audit implications of the need for better information. Mautz and

6Howa,rd F. Stettler, Auditing Principles (second edition,
Englewood Cliffs, New Jersey: Prentice-Hall, Inc., 1961), pp. 556-
557.




Sharaf raise the following question about the limits of auditing:

Have auditors reached the limit of their services with the
examination of the information in the traditional forms of finan-
cial statements and the expression of an opinion thereon? If
the answer is in the affirmative, financial analysts must either
rely on unverified data in arriving at investment judgements or ‘
find someone else to give them the same kind of assurance of
reliability for such data thatauditing presently gives to tradi-
tional financial statements. In either case the implications for
auditing are unpleasant. 7

It is possible that if some kinds of unaudited information are acceptable
then unaudited financial statements might also become acceptable. How-
ever, it is also possible that financial analysts accept unaudited informa-
tion only because there is no way now of getting such information veri-
fied. 8

Internal auditors and governmental auditors do not limit their
exaimation to financial statement related data and their activity in non-
financial areas is in direct response to a need for more information about
non-financial activities. Other services of the Certified Public Accountant
may also be considered indications of the need for more than the tradi-
tional financial audit. The expansion of auditing into non-financial areas
" has also raised the question of whether all such activities are auditing and,
if so, what are the characteristics that permit a given situation to be
auditable. John L. Carey has written that the resolutions of the Com~

mittee on Long Range Planning of the American Institute of Certified

7

R. K. Mautz and Hussein A. Sharaf, The Philosophy of Auditing
(Madison, Wisconsin: American Accounting Association, 1961), p. 180.

®lbid. , p.188.
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Public Accountants implicitly suggests that the attest function need not
be confined to the conventional opinion on financial statements. A useful
social service may be performed by attesting to various other types of
data when the necessary conditions exist. ’ Bevis also suggests a pos-
sible expansion of the attest function; one area of this expansion may be
in the direction of business planning.

The Certified Public Accountant has expanded the scope of his
service to management through increased emphasis upon internal con-
trol, operational audits, and management services. This study does not
directly consider the audit by a Certified Public Accountant; however,
the various services are considered in relationship to a broader concept
of auditing which may ultimately be called 'full service auditing" with

the opinion on financial statements as only one of many audit results.

Objectives of the Study

There are several factors affecting the concept of management

auditing, each of which is material enough for a research project such

as this. The management audit concept includes too many variables to

be adequately covered inone project. Some of the specific questions

s

that can be isolated are:

9John L. Carey(ed.), The Accounting Profession: Where Is It
Headed (New York: American Institute of Certified Public Accountants,
1962), p. 62.

10Herma.n W. Bevis, "The CPA's Attest Function in Modern
Society," The Journal of Accountancy, v. 113 (February, 1962), p. 34.




1. what are the basic functions of management in its current
position in the economic community?

2. what management standards exist and may be used to evaluate
management performance?

3. should the boundaries of accounting and auditing be extended
to include management intentions?

4. what factors encourage or restrict opinions on management
performance by Certified Public Accountants?

5. is management auditing the same as management counsulting?
Research has been conducted on each of the above problems with the
primary or secondary objective of developing management auditing as a
means of providing better information by which to evaluate management
and control its performance. Some examples of the research previously
conducted in this area are an investigation of the probable future of
management auditing by the Certified Public Accountant, 1 a study and
survey of the possible range of extended services by Certified Public
Accountants, 12 an analysis of the theory and techniques used by manage-
ment consultants in conducting '""management au.dits,"13 development of a

theory of the corporate unit which might serve as a base for management

1Edwin C. Bomeli, "The Audit of Management Performance, '
(Unpublished Doctor's dissertation, Michigan State University, 1963).

lzJ ohn W. Buckley, '""Extended Services of Professional Ac-

countants: An Investigation of Management Services and Management
Audit, " (Unpublished Doctor's dissertation, University of Washington,
1964).

13C‘:eorge G. Miller, "A Critical Analysis and Appraisal of the
Theory and Techniques of the Management Audit, " (Unpublished Doctor's
dissertation, University of Texas, Austin, 1959).
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audits, = and investigation of the possible expansion of accounting to

include more consideration of management's intentions.

Assumptions Underlying This Study and Specific Objectives

The basic premise of this study is that there is a management
audit concept underlying each of the above problems which is not limited
to internal or external auditing. The two basic assumptions underlying
this study are (1) that there is a general concept of auditing which
includes both financial and management auditing and which transcends
the definition of auditing assumed by any one practicing audit group, and
(2) that there are identifiable features in current management audit pract-
ices which can be summarized to provide a basis for determining the
requirements and limitations of successful management auditing. The
subject is approached from an audit point of view which emphasizes
the audit characteristics; requirements, and limitations.

The research and findings are not oriented toward any particular
audit group as has been the case in most previous research in the area
of management auditing. Contrary to Bomeli's findings that there are
inadequate standards for effective management audits, 16 it is assumed

that such auditing exists and that adequate criteria are available to

14George C. Mead, "An Audited Public Report of Multiple Cor-
porate Objectives, '" (Unpublished Doctor's dissertation, University of
Illinois, 1962).

15A- Jay Hirsh, "Accounting for Managerial Intentions Under-

lying Plant and Equipment Investments,'" (Unpublished Doctor's dis-
sertation, University of Illinois, 1962).

16Bomeli, op. cit., p. 207.
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evaluate management performance in some fashion. Some of the specific

questions to be considered in this study are:

1.

what is the broad concept of auditing which encompasses
both financial and management auditing?

. which of the audit groups considered are wholly or partly

engaged in an activity consistent with the broad concept of
auditing developed in this study?

what are the prerequisites for successful management audits
and what is necessary for their attainment?

. what are the current limitations on management auditing and

what is necessary for their removal?

. what criteria are currently used to evaluate management

performance?

. what audit group or audit type, if any, 1s best suited to

conduct management audits at the present time and in the
future?

These questions are answered by using material available in published

literature and by analysis of the actual operations of some groups cur-

rently conducting management audits.

Organization of Research and Findings

The primary objective of the study is to organize, describe, and

analyze the concept of management auditing as it currently exists to

provide a basis for future developments. Littleton defines a concept as

a mental pattern of related ideas which include recognition of what a

thing 1s and is not. 17 The objective of this study is to investigate

17A. C. Littleton, Structure of Accounting Theory (Madison,
Wisconsin: American Accounting Association, 1953), p. 148.
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some of these related ideas and to apply them to the subject of manage-
ment audit.

The research and presentation is divided into two parts; the first

part considers the general nature of auditing, management criticism and

auditing, and the nature of judgment criteria; the second part describes
and analyzes current practices of management auditing by some of the
groups active in the area. Using the conceptual framework developed in
the first part, each of the six previously established questions is con-
sidered.

The first part of the study considering the general nature of audit-
ing and management auditing is presented in three chapters., Chapter II
analyzes the nature of auditing by consideration of its historical trends ;
of development, the current approaches to auditing, and some of the un-
resolved conflicts in audit practice. The emphasis is upon the develop-
ment of a consistent, broader concept of auditing which is independent
of accounting and traditional financial auditing. Chapter III is an analysis
of the fundamentals of criticism in general and specifically management
criticism. The nature of criticism and management criticism is inte-
grated with the concept of auditing to provide a basis for the management
auditing concept. Chapter IV investigates the nature of standards as
used to interpret and evaluate evidence. The general categories of
standards used in most professional endeavors are outlined for use in
the analysis of audit practices in the second part of the study.

The second part of this study is an analysis and description of
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some major current management audit practices. The groups considered
are: Chapter V, Internal Auditors and the Army Audit Agency; Chapter
VI, the General Accounting Office, Chapter VII, Certified Public
Accountants; and Chapter VIII, other external audit groups. Within the
framework established in the first four chapters, the nature of audit ser-
vice, the audit client, audit subject matter, and the criteria used to
evaluate audit evidence are analyzed. The criteria used to form audit
judgments are classified according to the outline established in Chapter
IV. The apparent prerequisites and limitations of the successful applica-
tion of management auditing are identified and summarized.

Chapter IX summarizes the research findings of Chapters V
through VII and integrates these findings with the broad concept of
auditing developed in the first part of the study. Answers to the ques-
tions identified on page 10 of this chapter are summarized and a con-
clusion is reached as to the audit group or audit type best suited to con-
duct management audits. The steps necessary for further development
of management auditing and the most appropriate direction of future re-

searcharealso summarized in Chapter IX.

Terminology Usage

No particularly new or unusual terminology is used in this study,
but there is enough confusion about '"common'' terms to warrant explana-
tion of the usage of some basic terms used throughout the study., The

terms which refer to the activities of one specific audit group are ex-

plained as they are used in the appropriate chapter.
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Audit
A broad definition of audit and auditing is used in this study. The

exact definition is not established; however, basically the term is used to

identify a specific, objective examination and evaluation of financial and ,
economic plans, policies, procedures, actions, and reports. The problem

exists that each reader tends to interpret audit differently depending upon

his background. In this study the definition and usage of audit is not

limited to the usage by any one audit group. One of the secondary assump-

tions of the study is that no one audit group should define audit only as it

describes its activities.

Independence '

Independence is one of the prerequisites of auditing in that the
examination must be conducted by someone other than the original per-
former. The term "independent" is often used to describe financial audits
by Certified Public Accountants, however, this usage is avoided in this
study except in Chapter VII dealing specifically with activities of Certi-
fied Public Accountants. Generally in this study independence refers to
the absence of responsibility for original performance of the audit sub-

ject.

Internal and External Auditing

These terms are used in the study to identify both the level of
audit independence and the audit point of view. The terms are not used |

to distinguish a particular type of audit. Both financial and managerial
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auditing defined below may be conducted as either internal or external
audits. Internal audits are those conducted by employees of the audited
organization while external audits are conducted on a fee basis by individu-
als not employees of the audited organization. Both internal and external
auditors may report to either management or outside interests since internal

and external as used in this study merely identifies the audit point of view.

Financial and Management Audit

Financial audit is used in the study to describe audits which have
the limited objective of evaluating financial report presentations. Manage-
ment audits are those which evaluate management's plans, policies, pro-
cedures, activities, and reports whether in quantitative terms or not.

In a general sense management auditing is inclusive and would include
financial auditing, but for clarity in the study, management auditing and
financial auditing are considered separate, and only the general term
audit includes both. Management auditing also includes the terms opera-
tional auditing and comprehensive auditing as used by internal auditors

and the General Accounting Office of the Federal Government.
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CHAPTER II
THE NATURE OF AUDITING

The term '"auditing' isused in many ways; yet, there seems to be
agreement that there is a concept of auditing and, according to a recent
American Accounting Association Monograph, a philosophy of auditing.
Audit activities are conducted by many different groups and the scope of
these activities varies considerably. The purpose of this chapter is to
investigate the characteristics of auditing in terms of their development
and existence in current audit practices.

An analysis of the general characteristics of auditing is a pre-
requisite to the investigation of the concept of management auditing, and
this analysis furnishes the framework for determining whether the
characteristics of management auditing are consistent with those of
auditing in general. The basic assumption underlying this chapter is
that no one group of auditors -- Certified Public Accountants, internal
auditors, etc. -- can appropriately define all auditing by considering only
its particular application of auditing, and that there is a broad concept of
auditing which consistently applies to many different types of audit
activity.

The approach used 1in the investigation of the nature of auditing
is to begin with a brief review of the historical background of auditing.

This review considers the stages of development, the reasons for each

stage of development, and the type of audit activities involved. Particular
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emphasis is given to the historical antecedents of a broader approach to
auditing than is usually found in writings about the historical development

of public accountancy and audits of financial records. Following this

review of audit history, current applications of auditing are considered
and points of similarity or divergence are investigated. The general
characteristics of auditing are then considered from the point of view of
the audit methodology, and audit subject matter.

No specific definition of auditing is attempted; the objective is
to summarize findings about the nature of auditing into a general descrip-
tion which is exact enough to identify auditing independently of the
activities of any one audit group and is general enough to include present
and future audit activities which are consistent with the audit character-

istics described and analyzed in this study.

Historical Background of Auditing

As a service activity, auditing developed to fulfill some particular
need and this section briefly reviews the needs giving rise to auditing
and influencing the development of present-day auditing. The current
nature of auditing is different from that of the past and this investiga-
tion provides insight into the background of present audit characteristics.
Historical factors which provide a basis for a broader concept of auditing
are of particular interest as justification for the inclusion of manage- -
ment auditing in a general concept of auditing. Three time periods are

considered: auditing before 1800, auditing between 1800 and World War

II, and auditing after World War II. The historical background of the



17

relationship of auditing and accounting is also considered.

Development of Auditing Before 1800

Evidence of auditing can be found as far back in history as there
are written records. Smith cites examples of auditing being used in
ancient Egypt, in Rome before the fall of the Roman Empire, and at
the time of Charlemagne after the fall of the Roman Empire. Auditing
was also used in the Italian Republics during the Middle Ages and at
that time auditors were in the same professional class as mathemati-
cians. ! These very early auditors served to improve the reliability of
clerical activities and records. Management used auditors to control
the work of other employees.

The use of auditing was accelerated during the time of English
manors due to the size of the organization and division of responsibility
present in the manoria_l system. The original meaning of the word
"audit" comes from this period in which the accounts of a manor were
publically read and heard by the people and representatives of the King.
Littleton and Zimmerman state that the essence of audit action at that
time was to examine, verify, and report and that these early audit
actions, and the underlying beliefs, may also explain modern auditing.

Audits in Manorial times involved examinations of account records and

1C . Aubrey Smith, Internal Audit Control (Austin, Texas: The
University Co-operative Society, 1935),pp. 189-95.

2'A. C. Littleton and V. K. Zimmerman, Accounting Theory:

Continuity and Change (Englewood Cliffs, New Jersey: Prentice Hall
Incorporated, 1962), p. 105.
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preparing reports to absolve fiduciary responsibility. Verification
applied to both the accuracy of the information reported and the complete-
ness of the information included in the report.

Lattleton writes that there were two types of audits conducted in

Manorial times. ''In the first instance the necessities of the case seemed

satisfied when the details of receipts were tested against common or
public knowledge of what should have been collected and when detail pay-
ments reported against the receipts were made sufficiently public to
reduce the temptation to fraud. wd The audit action was a public reading
of accounts and served the need for a means of evaluating the activities
of people entrusted with resources. In the second type of audit, ''the
auditor apparently made up a combined statement of account from all other !
officers' books making sure of the correctness of addition, examining
warrants for reasonableness in the meantime, and flna:ffy attesting to
the subamounts and totals presented in a charge and discharge form. n3
Both types of audit were a check upon accountability for stewardship
rather than profitability.

Manorial audits were a form of control over those in charge of
resources and the subject matter of the audit was the account records
of organization units. Account records were the only basis available
to evaluate past activities and these records contained more than just :

financial information. Historians have reconstructed social, legal,

31bid. |

4A. C. Littleton, Accounting Evolution to 1900 (New York:
American Institute Publishing Co., Inc., 1933), p. 264.

51bid.
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and economic activities of manors from account records. As will be
considered further later in this chapter, historically auditing applied

¢

to the best records available rather than to just accounting records

in evaluating the propriety of activities and reliability of reports.

At the close of the Manorial period in England small private
businesses developed and auditing was used less in business and more in
government. Littleton writes that the auditory process in business in
this period emphasized more scrutiny of written records and less evalua-
tion of stewardship. 6 In government, stewardship and operation in the
public interest continued to be the main audit objective. Some current
government practices, such as publishing property assessments, can
be directly traced to early English practices used to insure public control

over the reasonableness of government operations.

Development of Auditing Between 1800 and World War II

The British Companies Acts of 1844 and 1862 were a significant
factor in the development of one of the types of auditing developed
several centuries earlier. Littleton gives the following description
of the reasons audit requirements were included in these acts.

In framing the companies acts, Parliament undoubtedly
had public welfare in mind and the need to protect shareholders
against fraudulent promotions and directors' mismanagement.
To insure such protection would be a good public policy. Be- |
cause knowledge of the usefulness of adequate and audited
records had been transmitted from feudal days, it would have
been surprising if provision for accounts and audits had been
omitted from _the companies acts when these were under
development.

6Ibid, p. 265.
TA. C. Littleton, Essays on Accountancy (Urbana, Illinois:




BUEPA) B S AL,

20

These acts were an extension of the control function of auditing
to aid stocholder control over joint stock companies. The laws specifically
designated financial statement audits to the exclusion of the first type of
manorial auditing in which audits provided a means of judging detail
receipts and payments of those entrusted with funds. Management still
feels it is necessary to give some report on its activities beyond that
reflected on financial statements but these reports are currently without
the benefit of audit. The professionalization of auditing which began in
1844 has continued and expanded. Littleton states that this is a natural
consequence due to the need for independent check which lies deep in
human nature.

There is less written evidence about the develdpment of other
types of auditing during the period from 1800 to World War II, but
the use of auditing to control government representatives continued
and increased. One of the acts of the First Congress of the United States,
in 1789, made a provision for an auditor whose duties were to receive
and examine all public accounts. 9 This audit function continued to
expand and was the forerunner of the current audit activities of the
General Accounting Office in the Federal Government. Internal auditing
as a means of controlling the activities of various levels within an

organization, such as was the case in manorial audits, continued but

University of Illinois Press, 1961), p. 96.
81bid., p. 97.
9Smi’ch, op. cit., pp. 198-99.
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did not attract as much interest as external auditing. Until shortly before
World War II, activities of internal auditing were combined with manage-
ment duties of control and evaluation and little was written about the

development of a separate function.

Interrelationship of Auditing and Accounting

The British Companies Acts of the 1800's required audits of finan-
cial information which was the direct result of accounting effort. Up to
the middle of the 1900's almost all auditing literature and auditing practice
was directly related to accounting information. This close relationship is
well characterized by the following passage from a 1911 book on accountancy:

The accountant and auditor are often classed together and

with reason. One in his own person usually discharges the

functions of both, yet there is a difference. A man may be a

good accountant and still cut a sorry figure as an auditor.

He could scarcely be proficient as an auditor without a

competent knowledge of accounts. The auditor 1s par

excellence a critic. !

The simultaneous development of accounting and auditing has led to the
traditional viewpoint that only a competent accountant can be a proficient
auditor and that auditing is a part of the accounting discipline.

The interrelationship of accounting and auditing during the 1900's
is further evidenced by the inclusion of auditing as one of the elements

of a pattern of accounting in the American Accounting Association

Monograph, Structure of Accounting Theory by A. C. Littleton. The

sixth element in the pattern is '"enterprise events and reports critically

lOWillia,rn Arthur Chase, Higher Accountancy (Chicago: LaSalle
Extension University, 1911), p. 1.
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reviewed. ull Littleton stressed the fact that_auditing was a means of
doubling back to the starting point in the pattern and that an audit tests
the mass of transaction facts which are compressed in financial statements.

The interrelationship of accounting and auditing seemed to reach
a peak at about 1953, the time of the Littleton monograph. More recently
auditor's duties have expanded to include activities other than those directly
related to accounting systems and transaction data. In the same monograph
Littleton relates auditing and accounting to social service because account-
ing is an information service but beyond that it has become in part a social
instrument to make moral principles practical. '"Obviously a moral obliga-
tion rests on accounting to produce figures and reports that will avoid
deception as much as possible. The principles of accounting and pro-
cedures of auditing are directed toward that end. nl2 It is possible that
auditing and accounting developed simultaneously because social standards
required only accounting report reliability as evidence of management's
discharge of its responsibilities and as a means of controlling manage-
ment's activities. As illustrated in Chapter I, there is an increasing
demand for more and better information by which the public can evaluate
and control management. Auditing developments since World War II
reflect this changing requirement. Some accounting research effort has

also been directed toward increasing the range of accounting to provide

11A. C. Littleton, Structure of Accounting Theory (Madison,

Wisconsin: American Accounting Association, 1953), pp. 116-17.

12Ibid., pp. 14-15.
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more and better information.

Development of Auditing After World War II

In addition to the continued development and refinement of financial
auditing after World War II, several different approaches to auditing
Segan to attract increased interest and to be applied. External auditors
began to emphasize their services as general business critics in areas
other than financial reporting and external financial audits included more
non-financial data as evidence supporting audit opinions. Auditing within
the Federal Government expanded to include evaluation of management's
actions as a means of attaining more effective control over resource
usage.

During and after World War II, internal auditing became a more
important tool for management control. The Institute of Internal Auditors
was formed in 1941 to promote more efficient utilization and consistent
application of internal auditing. The emphasis upon operational auditing
by internal auditors is a continuation of the audit concept begun in early
manorial auditing. In organizations, such as the early British manors
and many present day corporations, some review of activities is needed
for control. In the manor the auditor was to judge between the lord and
his subordinates, 13 and in the modern corporation the internal auditor
evaluates the activities of lower management and employees for the benefit

of top management. 14 As in the manorial system, the best possible
13

14H. S. Arrowood, "The Modern Concept of Internal Auditing, "

Littleton and Zimmerman, op. cit., p. 104.

The Internal Auditor, V. 20, No. 2 (Summer, 1963), pp. 12-24.

Sacidad 3:
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available information is used for the internal auditor's evaluation and re-
port. The following section on current audit activities and the later
chapters in this study consider recent management audit developments in

more detail.

Summary of the Historical Development of Auditing

There appears to have been three distinct phases in the historical
development of auditing. In the first phase, which reached its peak
during the period of the English Manor system, auditing was primarily
internal and emphasized improved management control over activities of
an organization. These early audits included both an examination of the
correctness of accounting records and an evaluation of the propriety
of activities reflected 1n accounts. Auditing in this phase applied to all
financial activities of management and served to improve report reliabil~
ity as well as to evaluate management's decisions.

In the second phase of the historical development of auditing,
financial statement audits of organizations issuing public reports were
emphasized, During this phase of development the need for control over
the use of resources was satisfied by the publication of reliable, fairly
presented, financial statements.

The third phase of auditing development began after World War II
and is currently being formed. Auditing is responding to the demand
for more reliable information about management's activities than is

present in financial statements. Some current audit activities provide

a means of evaluating management activities such as was done six

e e b e——r
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centuries ago.l It is not within the scope of this study to investigate the
reasons for thg increased demand for better information with which to
control and evaluate management; however, it may be due to either the
increasing public responsibility assumed by business, a failure of account~
ing and financial statements to provide sufficient informat;on, or both.

The next section further analyzes the current concept of auditing as

practiced by different audit groups.

Current Applications of Auditing

In this section the nature of auditing 1s analyzed by considering
current audit practice as described in the literature. The audit groups
used 1n this analysis are Certified Public Accountants, internal auditors,
government auditors, and other groups using the termaudit to describe
their activities. Holmes suggests that the nature of external auditing
by CPAs can be distinguished from other types of auditing by the objec-
tives of the audit, type of audit work, areas covered by the audit, and
degree of independence. 15 These four categories, including the quali-
fications of the auditor, are used here to describe the nature of auditing
practiced by each group and to provide a basis for description of the

general nature of auditing.

15Arthu.r W. Holmes, Auditing Principles and Procedures (sixth
Edition; Homewood, Illinois: Richard D. Irwin, Inc., 1964), p. 1.




26

Auditing by Certified Public Accountants

Individual state laws regulate public accountants and empower
them to conduct audits leading to a professional opinion on financial
reports. State laws do not specifically define an audit, nor establish
what can or cannot be audited. The laws emphasize accounting skills
rather than auditing skills and their man function is to provide criteria
by which the quality of a public accountant can be evaluated. The
American Institute of Certified Public Accountants requires that audits
by its members be conducted 1n accordance with generally accepted
auditing standards as defined by the Institute. The Institute establishes
the pattern of audit practice by Certified Public Accountants even though
it has only the power to revoke membership, not the license to practice

auditing in a particular state.

Objectives of audits by Certified Public Accountants. The Amer-

ican Institute of Certified Public Accountants defines audit objectives
as follows: !

The objective of the ordinary examaination of financial
statements by the independent public auditor is the ex-
pression of an opinion on the fairness with which they
present financial position and results of operations. The
auditors report is the medium through which he expresses
his opinion or if circumstances require, disclaims an
opinion.

Commiattee on Auditing Procedure, Auditing Standards and
Procedures Statements on Auditing Procedure No. 33 (New York:
American Institute of Certified Public Accountants, 1963), p. 9.

oae st
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The Institute recognizes that this 1s a narrow definition applying only

to the special responsibilities and functions of the external auditor when
expressing an opinion on financial statements for the benefit of security
holders and others. The different objectives of external auditors' exami-
nations and internal auditors, which are considered later in this chapter,
tend to complement rather than duplicate each other. 17

Aucits by Certified Public Accountants provide service by attest-
ing to management's representations in financial statements. The audit
objective is to provide service directly to outside interests by improving
the reliability of the information communicated by financial statements
and is primarily critical in nature since management and not the auditor
is responsible for the statements. Much of the current literature on
auditing practices points out the additional service to management that
can be provided by auditors. This secondary objective, which can be
referred to as integrated financial service, 1s becoming more important
to the Certified Public Accountant. 18 Often no clear distinction is made
between the objective of rendering an opinion on financial statements and
the objective of providing service to management. Holmes distinguishes
the two by stating that the principle purpose of an audit is to report in-
dependently on financial position and results of operations, however, an

important corollary to this principle purpose is to act as an advisor to

7Commi1:tee on Bank Accounting and Auditing, ''Statement in
Quotes," The Journal of Accountancy, V. 118, No. 6 (December, 1964),
p. 60.

8Robert Beyer, 'Integrated Financial Services,' The Journal
of Accountancy, V. 115, No. 6, (June, 1963), pp. 30-33.
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and representative of owners and management.

Type of audit work by Certified Public Accountants. According to

a current auditing textbook, ''... auditing is concerned with the verifica-

tion of accounting data, with determining the accuracy and reliability of i
accounting statements and reports. né0 Auditing is primarily critical in
nature rather than constructive and the essence of auditing is verification.
Auditing techniques may vary in detail rather than in principle and the
principle activity is examining and evaluating evidence to permit the
auditor to form an opinion on the fair presentation of financial state-

2
ments. ! External auditors use various techniques and procedures to
verify financial statements and their underlying records and most of
them apply directly to data supporting financial statements.

A different emphasis in audit work is suggested by Carl Tietzen
who describes the business approach to auditing as follows:

It (the business approach) involves, among other things,

an understanding of the company, its product, operations,

problems and peculiarities, a knowledge of the industry

and the company's place therein and famailiarity with the

capabilities of management. . . . obviously such knowledge

enables the auditor to express a more informed opinion on
the financial statements.,22

19

Holmes, op. cit, p. 1-3.
20R. K. Mautz, Fundamentals of Auditing (second edition; New
York: John Wiley & Sons, Inc., 1964), p. 1.

1.]'ames J. Mahon, "Some Observations on World Accounting, "
The Journal of Accountancy, V. 119, No. 1 (January, 1965), pp. 33-34.
22

Carl Tietzen, '"Changes in Public Accounting, ' The Journal of
Accountancy, V. 105, No. 5(May, 1958), p. 87.
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Rather than a change in the nature of auditing, the business approach

is a new audit technique which enables the auditor to more effectively
accomplish his major objective of an opinion on financial statements

as well as in the secondary service of assisting clients by making helpful
suggestions.

E. L. Kohler summarizes what seems to be the most acceptable
description of the type of audit work done by Certified Public Accountants.
"An annual audit may be defined as an exploratory, critical review by
a public accountant of the underlying internal controls and accounting
records of a business enterprise... n24 This review which is essentially
the collection and evaluation of evidence will be further analyzed later

in this chapter.

Areas covered in audits by Certified Public Accountants. The

basic subject matter of audits by Certified Public Accountants 1s financial
statements prepared and published by management. The objective of an
opinion upon fair presentation of these statements establishes this subject
matter. However, iun reaching this opinion, almost all areas of internal
or external information serve as a source of evidence in the audit.
Holmes' description of the audit areas is typical of that found 1n most

literature dealing with external audits.

231__]9i£1_. , p- 86.

24E. I,. Kohler, Auditing: An Introduction to the Work of the

Public Accountant (Englewood Cliffs, New Jersey: Prentice Hall, Inc.,

1947), pp. 7-8.
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In his examination of the financial statements of a client,

an auditor relies upon the examination of internal controls,

statements, records, transactions and their underlying evidences

for authority and validity, and evidence obtained from outside
sources....

The business approach to auditing advocated by Tietzen does not
indicate a change in the areas considered by the auditor as much as an
inclusion of more evidence obtained about the general quality of manage-
ment performance to supplement evidence obtained from more traditional
sources. Financial records and documents are the primary area of audit

work by Certified Public Accountants, but no internal or external area is

excluded from consideration.

Qualifications of Certified Public Accountants. The final factor

in describing the nature of auditing by Certified Public Accountants --
auditor qualifications -- includes independence, knowledge of accounting,
and compliance with generally accepted auditing standards. The general-
ly accepted auditing standards established by the American Institute

of Certified Public Accountants include general standards of independence,
training, and due professional care; field work standards of planning,
internal control review, and examination.of sufficient competent evidence,
and reporting standards. 26 These standards apply to the fulfillment of
the basic objective of an opinion on financial statements.

Evidence of the importance attached to the generally accepted

25Holmes, op. cit., p. l.
26Committ:ee on Auditing Procedures, op. cit., pp. 15-16.
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auditing standards is found in a recent article criticizing layman audits
of nonprofit organizations. John Reeves writes that an audit by unqualified
laymen, not applying generally accepted auditing standards, is worse than
. ., 21
no audit because it creates a false sense of security. Another example

of this point of view is found in a Journal of Accountancy editorial which

reviews a 1960 ruling by a Chicago court. In this ruling the judge refused
to accept testimony that an audit not complying with generally accepted
auditing standards was not actually an audit. The editorial concludes that,
unless care is taken to require audits conducted in accordance with general-

ly accepted standards, the public may be grossly deceived. 28

Summary of the nature of audits by Certified Public Accountants.

The American Institute of Certified Public Accountants has established
a rather definite description of the nature of auditing by public accountants
which is generally followed by authors and practitioners in the field. The
objective is attesting to third parties on management’s representations
1in financial statements: the audit activities and subject matter involve
examining financial statements and related data by collectingand evaluat-
ing evidence by which to judge their fair presentation; auditor qualifications
are those established by generally accepted auditing standards.

Other approaches to external auditing, such as the business ap-
proach, use slightly different subject matter and techniques to attain

27John T. Reeve, ''Audits of Nonprofit Organizations,' The
Journal of Accountancy, V. 119, No. 2 (February, 1959), p. 65.

28The Journal of Accountancy, V. 109, No. 5 (May, 1960),
pp' 34‘-350
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the same objective. Other activities, such as management services
and integrated financial services, are performed by the public.accountant
but are considered services over and above auditing. Management ser-
vices by public accountants and their relationship to auditing are con-

sidered in more detail in Chapter VII of this study.

Auditing by Internal Auditors

Internal auditing is analyzed in detail in Chapter V in conjunction
with the analysis of current management audit practices. In this section
the nature of internal auditing is summarized for comparison with other
audit activities and for development of a general concept of audit. The
previous format of objectives, type of activity, area covered, and quali-
fications of auditors is used in this summary'. Internal auditing developed
as a tool for management control within an organization and has not, as
yet, attained the professional level of its external counterpart. The
duties and responsibilities of internal auditors vary in each organization,
therefore, 1t 1s difficult to determine the exact nature of auditing practiced.

While there is much diversity in internal audit practice, there
is some uniformity in the pronouncements of the Institute of Internal
Auditors. These pronouncements are general recommendations only
and the Institute does not have the authority to enforce its recommenda-
tions. The Institute's views on the nature 'of internal auditing are not
consistent with all auditing practices, but its pronouncements indicate

what its members believe constitutes good internal auditing.
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Objectives of audits by Internal Auditors. The Institute of

Internal Auditors describes the internal audit function as one of manage-
ment control. Internal auditing is a control function that is concerned
with examination and appraisal of other controls. 29 The overall ob-
jective of internal auditing is to assist all levels of management in the
effective discharge of their responsibilities. This overall objective is
divided into two distinct categories: (1) protection of the business --

are the assets on hand, are the reports correct, are prescribed pro-

cedures being followed, etc.; and (2) constructive appraisal of operations--

are prescribed procedures adequate, do reports convey a true picture
to management, are prescribed policies and procedures adequate and
effective, etc. 30

In comparison of the objectives of internal auditing and external
auditing, thereare several points of difference and similarity. Major
differences are: (1) internal auditors have no uniform end product or
opinion, upon which they stake their reputa.tion;31 (2) internal auditors'
work is for the benefit of management only, ratherthan outside interests;

and (3) internal auditors consider constructive advice to management

to be a primary objective and a basic part of the audit. Important

2C)The Field of Internal Auditing (New York: The Institute of
Internal Auditors, 1963), p. 1.

3OThe Institute of Internal Auditors (New York: The Institute
of Internal Auditors, 1962), pp. 5-6.

31Gedric C. Slain, "Internal Auditing and the World Economy, "
The Internal Auditor, V. 19, No. 4 (Winter, 1962), p. 12.
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similarities are: (1) the objective of both groups is a report on some
aspect of business operations; (2) both groups serve as 2 means of im-
proving control over business operations, the internal auditor for manage-
ment control and the external auditor for control by outside parties. Internal
auditors consider constructive recommendations to be an integral part of
auditing which is a broader objective than in auditing by public accountants,

but not a conflicting objective.

Type of audit work by Internal Auditors. The Institute of Internal

Auditors refers to internal audit activities as examination and appraisal

and as measurement and evaluation. Internal auditing, like external audit-
ing, is basically critical in nature, but obtains constructive results in the
form of opinions and recommendations. Most authors suggest that the
internal auditor not take part in the accounting for operations since this
lessens his value as an auditor. Internal audit activities include all of the
audit work in the financial audit as conducted by the independent auditor,

as well as activities that go beyond financial auditing. The audit manager

of a large manufacturing concern suggests three activities over and above
financial auditing which are typical of the work done; (1) determining whether
operating executives are adequately informed on the progress of their plans,
(2) determining whether established policies are complied with and whether
these policies are deficient in anyway, and (3) determining whether manage-
ment has the means of appraising the performance of people to whom respon-

sibility and authority have been delegated. 32

321,44, , p. 11
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The approach to collection and evaluation of audit evidence in
internal auditing is little different from that of external auditing. Recent
developments have extended the scope of internal auditing but have not
changed the basic audit work which is a critical review and report based
upon an examination of evidence dealing with expressed or implied manage-
ment representations. The implications of the distinction between ex-
pressed and implied representations for the nature of auditing are considered

further in later sections of this chapter.

Areas covered in audits by Internal Auditors. Since internal

auditing is considered an arm of management and the internal auditor is

an employee of the organization audited, the area covered by ir;;;rr;l
audits is whatever management requires. 33 Internal audits verify internal
financial data and question operations for the benefit of management. Major
policies and procedures as developed by top management are normally ac-
cepted as criteria by which operating policies, procedures, and activities
are evaluated. The subject matter for internal audits is usually a seg-
ment of an organization rather than the organization as a whole. Current
literature on internal auditing indicates the subject matter can be any

area of an organization in which examination, analysis, and reporting are
helpful to ma.na.gement;34 however, most current practice emphasizes the

accuracy and reliability of financial data and reports.

33I_b_l._d_-, p- 8-
34 .
Arrowood, op. cit., pp. 12-24.
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Qualifications of Internal Auditors. No national organization has

the authority to establish minimum qualifications for internal auditors who,
in the final analysis, must satisfy the management that employs them.
There are two approaches used in current practice to establish the general
qualifications for internal auditors. The first approach requires that the
auditor have a good background knowledge of accounting and auditing tech-
niques. From this background the auditor can develop familarity with the
techniques of operations analysis. The second approach used is to train
individuals already skilled in operations so that appropriate audit tech-
niques can be applied to the review of operations. In this approach the
auditor does not need a background in accounting to apply audit techniques.
It is more important that the auditor thoroughly understand the objectives
and functioning of his company. 35 Public accounting firms are currently
using both approaches to develop their management services staff; how-
ever, external auditing requires a background in accounting.

The level of independence of internal auditors varies and the
internal auditor is never independent of his employer. However, the
internal auditor is usually independent of the particular area being audited.
Orpganizational independence is important for obtaining meaningful audit
results. The same basic requirements apply to external auditors who,
by a broader audit responsibility, need more independence. E. B. Murray
writes that although the internal auditor is management oriented, he must

be organizationally independent of the business component he examines

35pid. )
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and have a virtually unrestricted access to relevant information.

Auditing by the General Accounting Office

Government auditors are a part of the broad category of internal
auditors in that they audit government activities and report to some level
of government. Their duties are limited to auditing activities of interest
to the government and those 1n which they can be of service to the govern-
ment. Current practices of the General Accounting Office are considered
separately in the development of the nature of current auditing because
the organizational characteristics of the Federal Government are different
from those of private business, and because government auditors con-
stitute an audit group which is highly organized and applies internal
auditing uniformly. The approach used in this analysis is to consider
the audit objectives, type of audit work, areas sudited, and general
qualifications as compared to internal auditors in general. A more
detail analysis of operational audits by governmental auditors is pre-

sented in Chapter VI.

Audit objectives and areas covered in audits by the General

Accounting Office. The General Accounting Office is an agency of the

legislative branch of the Federal Government whose duties include
auditing government accounts and operations. The audit function includes
both financial audits of Federally Chartered Corporations and more

36E. B. Murray, ''Invitation to Progress,' The Internal Auditor
(Spring, 1964), p. 9.
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comprehensive audits of almost all Federal Agencies. 37 The nature of
the financial audits is the same as those of the Certified Public Account-
ants in that the American Institute of Certified Public Accountants' pro-
nouncements are followed and that these financial audits may be per-
formed by either the General Accounting Office or public accounting
firms. Objectives of comprehensive audits are described by the follow-
ing statement:

Stated as simply as possible, the purpose of the com-
prehensive audit is to determine how well the agency or
activity under audit has discharged its financial respon-
sibilities. Financial responsibilities in this case are
construed as including the expenditure of funds and the
utilization of property and personnel i1n the furtherance
only of authorized programs or activities and the
conduct of programs or activities in an effective, effi-
cient and economical manner. 3
The objectives and areas covered in these comprehensive audits

include the efficient conduct of only authorized activities, whether
programs serve their intended purpose, whether expenditures comply
with laws and regulations, whether assets are adequately safeguarded

and efficiently used, and whether reports provide a proper basis for

evaluating operations.

37Ellsworth H. Morse, Jr., "The Case for Accepting GAO
Experience,'" The Journal of Accountancy, V. 109, No. 6 (June, 1960),
pp. 61-64.

38United States General Accounting Office, U.S. General Ac-
counting Office (Washington: U.S. Government Printing Office,
1954), p. 1.
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United States General Accounting Office, Accounting and
Auditing Developments in the United States General Accounting Office
(Washington: U.S. Government Printing Office, 1954), p. 1.
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The comprehensive audits are intended to result in reports to
Congress on how well Federal Agencies discharge their duties and the
approach used emphasizes the potential available in making recommenda-
tions for improvement. The audit objective or recommendation for im-
provement includes both recommendations to Congress and the audited
agency. The nature of auditing objectives and areas covered by the
General Accounting Office is similar to that of most internal auditors
because reports to top management on existing conditions and recom-
mendations for improvement are the final result and findings can come

from almost any area of operations.

Type of audit activity and auditor qualifications in the General

Accounting Office. The basic audit approach and qualifications of

auditors in the GAO are patterned after those of the Certified Public
Accountant. Many government auditors are Certified Public Accountants
and there is some effort to have audit experience with the General Ac-
counting Office accepted as meeting the experience requirement for the
CPA. In an article on this topic, Morse writes that the characteristics
of the government auditor are the same as those of Certified Public Ac-
countants except that the government auditor can and often does go beyond
the normal financial audit. The audit standards of the public accountant
apply as well as additional standards applicable to comprehensive atuditsfl0

The major differences between government auditors and public

40Morse, op. cit., pp. 61-64.
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accountants is in the scope of audit subject matter and degree of inde-
pendence. Government audits go beyond the fair presentation of financial
information and also consider nonstatement factors such as compliance
and efficiency. Government auditors are not responsible to third parties
directly and do not have to reconcile the interests of any party other than

Congress.

Other Approaches to Auditing

The term audit is used in general business to describe functions
within the accounting system of an organization. Titles such as "auditor
of accounts payable' and "auditor of freight revenue'" are often used. These
are not true audit functions because they involve a vital link in the pro-
cessing and summarizing of data, usually approval for further processing.
They are functions with considerably different objectives, scope, activi-
ties, and qualifications than the audit groups previously considered.

Auditing is also used in general business as a description of some
type of count or spot testing. For example, in marketing, terms such
as ''pantry audit' and ''store audit" are used to describe the actual ob-
servation of a customer's pantry or a retail store's display shelves to
determine products used or sold during a market survey period. 41 In
this usage auditing involves testing and drawing conclusions thereon.
While the technique is one used by the previously described audit groups,

the objectives, subject matter, and qualifications differ.

4

1Rober‘c Ferber and P. F. Verdoon, Research Methods in
Economics and Business (New York: The Macmillan Company, 1962),
pp. 20-21.
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Another use of the term audit appears in the field of management
consulting. The analysis of these activities and their relationship to
management auditing appears in Chapters VII and VIII, and are not con-
sidered in depth here. The basic objectives, activities, subject matter,
and auditor qualifications are similar to those of the audit groups con-
sidered here. These audits are most similar to those of internal auditors
because the subject matter includes all economic activities, policies, and
procedures of an organization, however, an external point of view is
present. The objective is to report findings and recommendations to
management. The audit activities of the American Institute ;)f Management

are also in this category.

Summary of Current Audit Applications

There are two general objectives of current audit practices, (1)
to improve financial or economic operations of an organization by pro-
viding more and better information about these operations, and (2) to
aid in the discharge of responsibility within an organization or between
the organization and outside interests. The type of activity used to attain
these objectives varies, but it is a critical rather than constructive activi-
ty. Audit activities are based upon the collection and evaluation of evidence
from which management representations are evaluated and opinions
formed. The representations can be either expressed, ‘as in financial
statements, or implied, as in the representation of skillful use of avail-

able resources. The subject matter of auditing is some form of identifiable

organization or unit within an organization and audit techniques are applied
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to financial and economic plans, policies, procedures, activities, and
reports of this unit.

Auditor qualifications vary but they consistently require at least

a knowledge of the subject matter audited and a high degree of independence

from the unit audited. The principle measure of an auditor's quality is
his economic usefulness in improving control over the operations of an
organization. Established audit standards provide a guide by which the
public can evaluate auditors whose opinion 1s available to the general pub-
lic. The remainder of this chapter considers the questions of audit

methodology and subject matter in more detail.

Methodology of Auditing

In a recent American Accounting Association Monograph, Mautz
and Sharaf recognize auditing as a specialized field of knowledge which is
distinct from accounting and in which it is possible to develop a theory
for testing present and future auditing practice. 42 One of the auditing
characteristics considered in the monograph is audit methodology. This
section relates the foundations of audit methodology in the monograph to
those found in current activities by different audit groups.

Auditing is a form of critical analysis and is a dicipline in which
judgment is required. Auditing uses an analytical approach and according

to Mautz and Sharaf, the auditing approach includes:

42R K. Mautz and Hussein A. Sharaf, The Philosophy of Auditing

(Madxson, Wisconsin: American Accounting Association, 1961), pp. 13-17.
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1. restriction of interest and inquiry primarily to matters on
which judgment is requested.

2. adoption of a position of impartiality in formulating and
expressing judgments.

3. basing judgment formation and expression on such evidence as
is reasonably available. 43

The above approach applies to the financial audit by external auditors,
but it appears to apply equally well to audits of managerial actions, pro-
cedures, and policies. When the area of inquiry is adequately defined,
the audit methodology can be applied.

Auditing judgment is based upon evidence and, unlike certain other
fields such as law, the auditor must collect and develop the evidence,
evaluate its adequacy, and form his judgment on the basis of the evidence.
Judgment formulation in auditing is similar to the basic methodology used
in all fields of scientific inquiry, but in auditing as in most practicing
arts, a co‘nclusiOn must be reached with less than conclusive evidence
and past judgments cannot be reversed. 44 In the current audit practices
previously described there is variation in the conclusiveness of evidence;
however, this variability does not lessen the value of the auditing, it in-
creases its importance as an art of evaluating evidence. Two possible
levels of criticism and evaluation are considered further in Chapter III

of this study.

14, p. 22

“pid., p. 23.

e L b ol AR Sonbemmbrarhle 4 W otnian e e e b e

LRPCY



44

Auditing Methodology for Problems of Fact and Problems of Value

Mautz and Sharaf point out that the auditor must be concerned
with problems of both fact and opinion. Financial statement facts such as
the amount of cash, quantity of inventory, etc., must be considered and
operating facts such as compliance with procedures and policies, com-
pliance with laws, etc., should also be considered. Problems of value
judgment 1n financial statements apply to the values assigned to items
such as receivables and liabilities. In operations, value judgment must
be applied to the appropriateness of policy, adequacy of records, and
reasonableness of actions.

The auditing methodology for problems of fact is outlined as:
recognition of the composite problem
. observation of facts relevant to the problem
subdivision of the composite problem into individual problems
determination of available evidence pertinent to the problems,
selection of applicable audit techniques, and development of
appropriate procedures
performance of procedures to obtain evidence

. evaluation of evidence
8. formulation of judgment. 45

(S 2 WY O I o S I ]

- o

The auditing method for solving problems of value is outlined as:

recognition of the problem
statement of the problem
formulation of possible solutions
evaluation of possible solutions
formulation of judgment. 46

Gl > W DN

Evidence is obtained in both of the above methods; although the nature of

the evidence may vary. The evaluation of evidence may come from past
451bid., p- 27.

40544, , p. 34.




45
experience, consequences of possible alternatives, and compatibility
of alternatives with objectives.

The auditing methodology can be applied to a wide range of activi-
ties and its application can be to both the financial audit and the manage-
ment audit. The major difference is that i1n a management audit most of
the emphasis is upon value judgment which includes formulation and evalua-~
tion of possible solutions to a problem. The particular type of subject

matter that can be the object of audit methods is the next consideration.

Subject Matter of Auditing

The characteristic of auditing to be considered here is developed
by analyzing the types of problems that are appropriate for application of
the audit methodology. The nature of auditing employed in this study and
in most audit practice is best described by a combination of the character-
istics of methodology and field of activity. As pointed out in the previous
sections of this chapter, it 1s generally agreed that independence is im-
perative for auditing. The auditor may be skilled in many activities,
but he must act exclusively as an auditor in any particular engagement
to maintain appropriate independenc efL

Most authors on the subject of auditing by Certified Public Ac-
countants assume the basic subject matter to be financial statements
of some eccnomic organization, while internal and governmental auditors

apply the methodology to all phases of operations including reports,

14, , p. 4.
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statements, and activities. Other more narrow activities often termed
auditing apply to a specific function within some organization such as in
an audit of disbursements or a marketing audit. The subject matter of

auditing chosen for use in this study is described here.

Auditing of Economic Organizations

The audit methodology does not apply to the activities of an in-
dividual, it is necessary to identify an organization unit which has clearly
distinguishable internal and external interactions. The organization unit
is audited from an economic point of view in almost all current practice
and usually only events of economic significance are subject to audit.

It 1s possible to use the criterion of '"good for society" in reaching audit
judgment; however, this criterion is best applied in auditing when it re-
flects the most appropriate economic action '"for the good of society. "

The audit subject matter is an organization unit which has some external
responsibilities for its actions. In the broadest sense an organization
unit could be either one individual or a large multidivision business enter-
prise. Although an audit may consider noneconomic data, the collection

and evaluation of these data is from an economic point of view.

Auditing of Activities and Representations

The two problems considered here are: (1) whether auditing is
restricted to the examination of things such as financial reports or
can be applied to activities as well, and (2) whether an explicit represen-

tation must be made before an activity or thing is auditable. The position
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taken in this study is that audit subject matter can be either activities,
things, or reports summarizing activities. Audit methodology of collect-
ing evidence, evaluating evidence and forming an opinion and recommenda-
tions thereon can be applied to specific items -- assets, reports, etc. --
as well as to activities leading to the existence of the specific item. One
of the differences between financial auditing and management auditing is
the relative emphasis upon reports in financial audits and activities in
management audits.

The extent of the audit application to activities depends upon the
representations involved. The major audit groups previously described
consider both expressed and implied representations. Financial state-
ment audits consider both the expressed representation of the physical
existence as well as the implied representation of full, adequate disclosure.
Operational audits and comprehensive audits place more emphasis upon
implied representations such as efficient financial management of re-
sources in accordance with the organizational objectives.

Various audit groups are more clearly distinguished by the
difference in the extent of the implied representations used in audits
than by the methodology employed. The objective of this section is to
point out differences in the use of implied representations by audit groups
rather than to propose boundaries for their use. Each audit group es-
tablishes the boundaries of the subject matter or representations it
will consider and for maximum usefulness to audit report users these

boundaries should be clearly defined and expressly stated.
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Levels of Audit Application

Auditing is a control function which provides control over financial
and economic plans, policies, procedures, actions, and reports of an
organization unit. Three levels of control of organizations, and the ap-
plicability of auditing to each, are described here. The control levels
considered are internal check, internal audit, and external audit.

Internal check is generally defined as a part of the internal control
system of an organization. It is the feature of a data processing system
which insures the proper supervision of recording duties, clerical proof,
acknowledging performance, transferring responsibility, protective meas-
ures, and review. 48 Internal check activities incompass examination and
review, but are also those activities which are an integral part of the
operations of an information system. For this study internal check
activities are defined as a part of operations of data accumulation rather
than an audit function.

Internal and external audits are not an integral link in the opera-
tions of an organization. They serve the function of improving control
over operations by an after the fact review and evaluation. Internal
auditing improves managements' control over operations and external
auditing improves outside interests' control over the operations of an
organization. Both internal and external audits require an independence
from the unit audited and a separation from performance of any operating

duties.

8James B. Bower and Robert E. Schlosser, ''Internal Control -

Its True Nature,'" The Accounting Review, V. XL, No. 5 (April, 1965),
p. 340.
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Summary of the Nature of Auditing

The analysis of the current nature of auditing in this chapter is in-
tended primarily to serve as a base for further analysis of current manage-
ment auditing practices. The chapter emphasizes that which is consistent
in current audit practice and develops a general pattern of auditing rather
than a specific definition. The problem of describing the general nature
of auditing 1s complicated by the fact that most authors and practitioners
adopt a specific approach without clearly defining what they mean by audit-
ing and without considering the applicability of their conclusions to auditing
in general or as applied by some other auditing group. 49 This chapter
establishes the general approach to auditing to be used in this study
and the reasons for using this approach.

Historically both external and internal auditing have evolved from
a common ancestry whose major reference point is the manor system in
England. The objectives of current audit practiced that have evolved are
to improve the quality of economic and financial representations of
organizational units and to make recommendations for improvement
whenever possible. These two objectives tend to compliment rather
than conflict with each other.

General audit methodology is consistent in its use of evidence
from which concl usions can be drawn, but the type of evidence used
for these conclusions varies with the audit objective and the subject

49Robert K. Mautz, "Discussion of Audit Recommendations and
Management Auditing: A Case Study and Some Remarks,'" Empirical

Research in Accounting: Selected Studies 1966 (Chicago: The Institute
of Professional Acconting, 1967), pp. 152-155.
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matter being audited, All current audit practice is based upon both
judgments of fact and value; although, the relative emphasis varies.

The chapter develops the position that the audit methodology ap-
plies equally well to expressed representations, such as financial state-
ments, and implied representations, suchas reasonable utilization
of financial resources. The general approach to auditing used in this
study applies to both the audit of things, financial statements, and the
audit of activities, compliance with prescribed policies and procedures.

Auditing 1s limited to the examination of an economic unit which has

distinguishable internal and external interactions. However, 1t is neces~

sary that the audit function be separate from operations of the economic
unit audited.

No universally applicable definition of auditing 1s developed; how-
ever, the general definition used in the balance of this study is that
auditing is an examination, analysis, and appraisal of an organization's
economic and financial plans, policies, procedures, actions, and re-
ports. The examination is based upon the collection and evaluation of

evidence and results in an opinion or recommendation for improvement.

et e e s e, e o
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CHAPTER III

THE NATURE OF MANAGEMENT AUDITING

Auditing is described in Chapter II as a particular type of exami-
nation of financial and economic information, policies, plans, or activities
of an organization culminating in a report thereon. There are possible
variations in the objectives of an audit and 1n the kinds of audit evidence
that may be used. The purpose of this chapter is to identify that auditing
which can be classified as management auditing; to relate management
auditing to the general field of auditing; and to describe the nature of
this management auditing. Auditing in general can also be described as
a specialized, limited application of the art of criticism. Criticism is
a much broader concept than audit since criticism can be applied to any
subject matter; however, much current criticism is directed toward
business organizations and the management of business organization.
Since management criticism is a broader concept than management audit-
ing and is practiced more commonly than auditing, a study of both general
criticism and management criticism is helpful in developing a concept of
management audit. In this chapter the specialized, limited audit applica-
tions of the art of management criticism are separated from general
management criticism to better describe the nature of management
auditing.

The first part of this chapter is a brief review of the general
field of criticism emphasizing the alternative approaches and general

characteristics of the art of criticism. Special attention is given to

PR
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the specific characteristics of management criticism. In the latter part
of this chapter the characteristics of management criticism are com-
pared and contrasted with the characteristics of auditing described in
Chapter II. From the comparison and combination of these two concepts,
a concept of management auditing is developed which describes the
management audits currently conducted and which describes management

auditing as it is to be used in this study.

- Nature of Criticism

Criticism is an activity common to all fields of endeavor and its
validity and usefulness varies considerably within each field. Criticism
is an art and critics are generally not inclined to specifically describe
themselves or their work. The art of criticism has probably become
more refined in the field of auditing than in any other field. The author
of a 1911 accounting book wrote that 'the auditor is par excellance a
critic. His office is not so much to construct as to question. nl It is
not within the scope of this study to apply the logic of criticism and
critical analysis to the entire field of auditing, although this would be
a worthwhile project in the development of auditing theory.

For this study, the literature in criticism was briefly reviewed
to determine a broad general approach to critical theory. An exhaustive

study of critical theory was not attempted; therefore, the analytical

1William Arthur Chase, Higher Accountancy (Chicago: LaSalle
Extension University, 1911), p. 1.
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framework developed for this study may not be descriptive of all possible

criticism. Although criticism is widely used, the development of general

critical theory has, for the most part, been limited to the field of literary
criticism. The literature reviewed for this study was primarily limited
to applications of a general critical theory to literary criticism. From
these applications of a general theory of critical analysis, a framework

is developed for the investigation and description of management criticism.

Criticism Defined

Criticism is defined in Websters New Collegiate Dictionary as, I

“'the art of judging with knowledge and propriety the beauties and faults
of works of art or literature;'' and a critic is defined as "one who
expresses a reasoned opinion on any matter involving a judgment of its
value, truth or righteousness or an appreciation of its beauty or tech-
nique. n2 This general definition emphasizes that criticism involves
judgment. John Dewey has written that criticism is judgment which
discriminates among values. Criticism 1dentifies the better or the

worse aspects of a subject matter and reveals why they are better or

3
worse. Shumaker writes that criticism is made up of analysis and
evaluation and that the ultimate critical goal, whether attainable or not,

is the ''full, evaluated apprehension of the critical subject matter. nd

2Websters New Collegiate Dictionary (Springfield, Mass.: G
& C Merriam Co., 19¢0, p. 47.

3.'J’ohn Dewey, Construction and Criticism (New York: Columbia
University Press, 1930), p. 12.

4Wayne Shumaker, Elements of Critical Theory (Los Angeles:
University of California Press, 1952}, p. 13.
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There are two basic types of criticism, both of which have con-
siderable support in the field of literary criticism. One type is analysis
which leads to description of the subject'matter and the second type is
analysis which leads to evaluation of the subject matter. There is no
clear division between these two approa ches and both require judgment
by the critic. Historical descriptions describe a2 subject matter, but
carried to the ideal extreme, they also include an ahalytical evaluation
of the subject described. Descriptive criticism can be used to describe
any or all forms of communication but it is the analytical and evaluative
criticism based on logical analysis which forms the basis for most

studies of critical theory.

Requirements for Logical Critical Analysis

In the theory of criticism, the usual approach to the critical
process of analysis and evaluation is to set out three requirements for
logical critical analysis. These requirements are: (l) a clearly
stated purpose, (2) analytic procedures appropriate for the purpose, and
(3) understandable and useful results. 5 This three-part approach is
used in literary criticism; however, it is very similar to the descrip-
tion of auditing-- objective, methodology and report -~ used in Chapter

II.

Statement of purpose. A clear statement of the purpose of

SIbid., pp. 31-32.
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criticism requires the use of some frame of reference in the analysis
and an indication of the frame of reference or standard being used. An
approach often used in literary criticism is to make all evaluations
clearly conditional and to include a description of the condition -- 'if
good poetry has a musical quality, then. . .'" In auditing by CPAs
the evaluative opinion is also conditioned by several factors -- 'in
accordance with generally accepted accounting principles. . ." The
purpose of a critical analysis can be the evaluative criticism of a sub-
ject matter in general or it can be the evaluative criticism of limited
aspects of a given subject matter. Usually as the critic expands the
scope of his analysis, he becomes more subjective and the reliability
of the criticism diminishes. However, the potential usefulness of critical
analysis tends to increase as the scope of the analysts broadens. The
scope of the analysis can be so broad as to be beyond human com-

prehension thereby reducing 1ts reliability.

Appropriate analytical procedures. Appropriate analytical pro-

cedures for criticism should originate from the purpose. The logical,
analytical methods chosen should fit the interests involved. One weak-
ness in evaluative criticism of only limited aspects of a given subject
matter 1s that there is a tendency to select those interests for which
evaluation methods are available rather than those interests leading to
the greatest understanding of the subject matter. 6 The frame of refer-

ence is important in selecting appropriate analytical procedures since

®Ibid. , p. 64.
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appraisal, evaluation, or judgment is based upon the relationship
between a subject matter and a frame of reference or set of standards.

In a specific evaluative criticism, the use of appropriate pro-
cedures may involve both internal critical analysis and external critical
analysis. Internal critical analysis is that analysis which is based only
upon evidence found within the subject matter being criticized. External
critical analysis is based upon evidence found outside the subject matter
criticized and usually considers the general environment. For example,
internal critical analysis by a theatrical critic would consider only the
play itself, ignoring audience reaction, the playwrite, the social environ-
ment, etc. External critical analysis alone would consider audience
reaction, etc. but ignore the play itself. Criticism based upon internal
analysis tends to be more descriptive than evaluative since it is diffi-
cult to evaluate a subject without an external frame of reference. The
choice of an appropriate frame of reference, internal or external
analysis, and appropriate analytical procedures to be used to criticize
a particular subject depends upon the subject and the purpose of the

criticism and generally includes both internal and external information.

Understandable and useful reports. Understandable and useful

results from logical critical analysis are probably the most important
and the least developed requirement. Results can be stated in general
terms by using adjectives such as: good, poor, fair, excellent,
different, etc., or results can list specific findings with limited

evaluative contribution. Results of logical critical analysis can be
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summarized in verbal reports or by a grading scale suchas A, B, C,
D and E. Grading of critical analysis is difficult and quite often im-
possible. Another approach to a clear, understandable report is to sub-
mit a cluster of properties to re-enforce a particular point of view and
to avoid possible overemphasis on a single factor. Ideally a report
should clearly set out the standards or frame of reference used for
evaluation and should provide some rating or ranking of the subject mat-
ter evaluated. The validity of general broad criticism can usually only
be determined by an investigation of the critic, his motives, background,
etc. Specific analysis of smaller aspects of a subject matter, using a
stated frame of reference, can be more useful. One author in the field
of literary criticism shows his preference for specific analysis of
smaller aspects by an analogy suggesting that a series of small torches
lighting a path in the right direction 15 better than one huge bonfire at

the start of a trail. 7

The Nature of Management Criticism

Almost everyone criticizes the management of an organization at
some time. Since management 1s the controlling factor in business or-
ganizations, any criticism of business actions or results of operations
is an indirect criticism of management. Dewing aptly expresses this

close relationship in the following statement about his book on corporate

"Ibid., p. 63.

it b
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financial policy:

In a true sense the entire book is merely an exposition on
a single thesis; it is the thesis that all questions of business
resolve themselves into human elements_grouped together
under the broad caption of management.

Dewing introduces his coverage of business failure by the following pas-
sage:
These observations are merely preliminary to the statement
that any discussion of business failure, whether we are con-
cerned with the little enterprise or the large corporation, is
to be prefaced by the broad generalization that failure is due to
poor management, all else is excuse.
By including all business criticism as indirect management criticism,
there is an almost unlimited range of management criticism in existence.
It can be tentatively stated that any auditing of business activities is,
in a very limited sense, an audit of management since all questions of
business resolve themselves under the broad caption of management.
Current financial literature also contains much direct criticism of
management in general as well as criticism of specific management
policies and activities.

The characteristics of management criticism, like those of
general criticism, can be classified in numerous ways depending upon the
objectives and analytical procedures chosen for a particular critical

evaluation. Some of the descriptive and classifying characteristics of

general criticism that apply equally well to management criticism are:

8Arthur Stone Dewing, The Financial Policy of Corporations
(fifth edition; New York: The Ronald Press'Company, 1953), II,
pp- 1216-17.

bid,, p. 1217.
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1. descriptive or evaluative criticism.

2. criticism of limited aspects or of a total subject matter.

3. criticism based upon an internal or external frame of reference.
Other characteristics that are more appropriate for only management
criticism are the direct or indirect criticism discussed above and
criticism based upon externally or internally available evidence. Ex-
ternal evidence is that which is available to the public -- published data --
and the scope of evaluative criticism of management limited to published
evidence would necessarily be limited. Management criticism based
upon internal evidence would have access to all available evidence
whether published or not. The choice of the type of evidence to be used
ma.y‘be beyond the control of the critic, but it can affect the reliability
of his criticism.

The type of evidence -- internal or external -- is to be dis-
tinguished from the internal or external frame of reference for criticism.
The frame of reference for management criticism can be either internal,
relationships entirely within the organization, or external, relation-
ship with external influences. As in the case of all criticism, the
most useful results come from using an external frame of reference;
although most criticism considers both.

The discussion of criticism up to this point has not provided a
way of judging the quality of criticism in any given case. The literature
in the field of literary criticism does not provide much criteria by

which to judge the critic. The quality of any criticism is a product of:
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(1) the critic's knowledge of the subject matter being criticized and
(2) the critic's skill in the art of critical analysis. To further analyze
the quality of management criticism, criticism is divided into two dis-

tinct types called "editorial criticism' and "investigative criticism. !

Editorial Criticism

Editorial criticism of management of an organization is the re~
sult of forming a personal opinion which is either not supported by factual
evidence or supported by limited factual evidence. Editorializing in the
field of journalism is usually of this type in that the emphasis is upon
the critical opinion rather than the supporting facts. Usually only limited
reliance is placed on editorial criticism and the reputation of the critic
is not always dependent upon the validity of his criticism. In editorial
criticism the emphasis is upon the opinion instead of the evidence support-
ing the opinion. Mostpolitical criticism is also of this type since there
is a tendency to play down factual evidence and emphasize personal
opinion.

Editorial criticism serves a useful purpose by helping others to
form an opinion on a pértwular subject matter; however, it is usually
not reliable enough by itself to be persuasive to the reasonable and
intelligent user. The quality of editorial criticism varies greatly
depending upon the competence of the critic in the subject matter
criticized and 1n the art of criticism. Even the highe'st quality of

editorial criticism is limited in persuasiveness by the lack of objective
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factual evidence supporting the critical report. Criticism is seldom
completely unsupported by factual evidence; therefore, there would be
gradations in type between editorial criticism and investigative criticism

discussed below.

Investigative Criticism

Investigative criticism of management of an organization is the
result of the formation of a critical opinion based upon the examination
and judgment of objective factual evidence. The emphasis is upon the
collection and examination of supporting evidence. Although an opinion
is formed, this opinion 1s based upon factual evidence. Criticisms of
this type tend to cover much narrower topics than editorial criticisms
since there is a lLimit to both time and finances in the collection and
evaluation of evidence. Jury and judge verdicts reached in courts of
law are investigative criticism since they emphasize judgment and
opinion based upon factual evidence. A judge may find a defendant not
guilty -- investigative criticism -- and still personally condemn the
actions of the defendent -- editorial criticism.

In investigative criticism the reputation of the critic is directly
dependent upon his skill in the collection of factual evidence, the
evaluation of this evidence, and the formation of an opinion thereon.
These critics tend to be more professional in the sense that the respon-
sibility for their opinion goes beyond the ordinary laws of libel, The

investigative critic is responsible for reasonable competence and care
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in the performance of his work; therefore, this criticism tends to be
much more persuasive to the reasonable, intelligent user. The quality
of investigative criticism varies widely depending upon the critic's
skill in the art of criticism, knowledge about a subject matter, and collec-
tion of adequate factual evidence. As previously mentioned, most current
management criticism is a combination of "editorial' and "investigative"
criticism because it is partially supported by fact. However, in most
current management, the poorly supported personal opinion seems more
common than opinions based entirely on facts. Management consultants,
management advisors, management service experts, etc. may perform

investigative criticism when they are competent critics who are expert in

the management field and when their reports are based on factual evidence.

However, these '"experts' are only a very small part of the broad range
of management critics.

The investigation of the nature of criticism in general and manage-
ment criticism specifically provides a framework within which the various
types of criticism can be classified. It has been shown that criticism can
be classified according to 1ts purpose, procedures, or report. It has
also been shown that variations in the quality level of criticism, the
subject matter of criticism, and the evidence acceptable for critical
analysis are almost unlimited. The next step in this study is to apply
the description of auditing developed in Chapter II to the framework of
management criticism established here to develop a definition and

description of the concept of management auditing.
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The Management Auditing Concept

The term management auditing, in its broadest sense, includes
evaluation of management plans, policies, and activities, and reports on
the results of management activities. It includes the terms "comprehensive
audit" as used by the General Accounting Office '"operational audit'" as
used by internal auditors and ''management audit" as used by the American
Institute of Management. In this broad sense management audit includes
the 'financial audit" conducted by CPAs since this audit is an indirect
criticism of management. This inclusion is justified since all auditing
is a specialized form of criticism and all criticism of business is at
least indirect criticism of management; therefore, all business auditing
is management auditing.

The concept of management audit described above is too broad
for use in this study, however, its description illustrates some of the
terminology problems that will arise in defining a narrower concept.
Management audit as used in the remainder of this study will be limited
to direct audits of managements' plans, policies, or activities. The
results of operations or financial position of an organization may
qualify as audit evidence for the management audit, but the normal
"financial audit'" by a CPA will not be classified as a management audit.
Management audits are those direct criticisms of management which

are consistent with the description of auditing presented in Chapter II.

Relationship of Management Criticism and Management Auditing

Management criticism can be either editorial, investigative, or
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some combination of the two. After management criticism has been
separated by type, all types can be classified and described according
to:

1. the user for which the criticism is intended.

2. the criticism of management in general or of specific
management activities.

3. the use of internal or publicly available information.

4. the use of an internal or external frame of reference.

These four classifications of management criticism are now applied to
management auditing.

Management criticism requires the preparation of a reasoned
judgment or opinion about management plans, policies, and activities
based upon analysis and evaluation. The three general requirements
are: purpose, appropriate analytical procedures, and an understandable
report. The procedures and the report are dependent upon the purpose
of the criticism. Auditing needs a purpose, methodology, and identifiable

subject matter as well as a formal or informal report. As in criticism,

the methodology, subject matter, and report are dependent upon the audit
purpose, but, auditing is currently defined and limited by the bound-
aries of its methodology and sub:iect matter. The purpose of criticism
therefore must be consistent within an acceptable range of methodology
and subject matter to be described as auditing.

The basic ingredient of any audit examination is evidence, ade-
quate, objective, factual evidence. Whether the audit is an examination

of policies, activities, or information, it must be based on evidence and
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not mere personal opinion. The nature of investigative management
criticism described previously fits this audit requirement whereas
editorial management criticism does not. There can be editorial criticism
of managements' policies, activities, or information but this should not
be described as management auditing. Personal opinion, unsupported
by factual evidence is not management auditing. The characteristics of
management criticism considered in the following material will be those

applicable to investigative management criticism.

Users of Management Audit Results

The intended user of the results of management criticism is not
one of the primary factors in 1solating that criticism which can be con-
sidered management auditing. While the reliability of criticism or
audit may vary for different intended users, it is this variance in
reliability and other factors which is the distinction between criticism
and audit; not the intended user. Management criticism and management
audit may be prepared for management itsdlf, different levels within
management, or for outside interests. Most current management audit-
ing is conducted for service to management itself at some organization
level. Management auditing by internal auditors serves management as
a form of management control. 10 Management audits by the General

Accounting Office lead to reports to agency heads, control agencies, or

10The Institute of Internal Auditors (New York: TheInstitute of
Internal Auditors;, 1962), p. 5.
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Congress. There is no requirement in the current nature of auditing
that audit reports go only to management or only to outside interests.
Management criticism tends to be reported to outside interests as well
as to management; and, if the demand existed, management audits could
also be reported to outside interests. This point will be considered fur-

ther later in this study.

Audits of Management in General or of Specific Management Activities

Management criticism may treat the organization management
as a whole or treat only some specific part or aativity of management.
Critical theory indicates that a thorough analysis and evaluation of a
limited aspect of a subject is more meaningful than a superficial exam-
ination of a broader subject, but this is not necessarily a restriction.
Current management auditing tends to examine some limited aspect of
an organization's management rather than overall management. Manage-
ment audits by internal auditors include any phase of business operations
in which an analysis and evaluation of policies and their application would
be of service to management. 12 GAO auditors in the practice of manage-

ment auditing also seem to treat smaller aspects in detail rather than

evaluating overall agency management. 13 Other than a desire for more

llUnited States General Accounting Office, Accounting and
Auditing Developments in the United States General Accounting Office
(Washington: U.S. Government Printing Office, 1957), pp. 3-4.

le. S. Arrowood, ""The Modern Concept of Internal Auditing,"

The Internal Auditor, V. 20, No. 2 (Summer, 1963), pp. 12-24.

13Ellsworth W. Morse, Jr., "GAO Audits of Management Per-

for2n3ance, " The Journal of Accountancy, V. 112, No. 4 (October, 1961),
p- .
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reliability, and possible economic limitations, there is no apparent
reason why management audits cannot apply to overall management.
This subject will also be investigated further later in this study.

Management Audits Based upon Published Information or
Internally Available Information

Management criticism can be classified by the typ e of evidence
used to evaluate management. Criticism can be based upon publicly
available information or it can be based upon both internally available
and publicly available evidence. Most current management criticism
is based upon the analysis and evaluation of exte‘rnal, publicly available
information, However, auditing as described in Chapter II cannot be
limited by this kind of evidence availability. No existing, pertinent
evidence should be unavailable to the auditor, and some required mini-
mum of competent evidence must be collected or developed, analyzed,

and objectively evaluated before management criticism can be defined

as management auditing.

The Frame of Reference of Management Audits

Management criticism, as all criticism, must have a clearly
stated frame of reference. This frame of reference establishes the
criteria to be used in evaluating critical evidence collected or developed.
Earlier in this chapter i1t was shown that it is almost impossible to
obtain '"good' criticism unless an external frame of reference -- set of
criteria -- was used at least in part. This applies to management

auditing as well.
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Management auditing by internal auditors has been described as
the review and appraisal of an organization's activities from the view-
point of management. 14 Mangements' viewpoint is based upon internally
available evidence and a combined internal and external frame of reference.
The GAO's management audits are based upon internal evidence collected
and developed at the agency level. This evidence is related to an internal
frame of reference as well as the external ob]ec"’cive of contributing to
greater efficiency in government operations.

The frame of reference of a particular criticism also helps to
establish the boundaries of the subject matter to. be criticially analyzed
and evaluated. The possible subject matter of relevant management
criticism 1s that of all features of the broad area of management. Any
or all plans, policies, or activities of management are subject to
criticism. Auditing, on the other hand, is limited to critical analysis
and evaluation of financial and economic information, policies, and
activities. Therefore, the subject matter of management auditing is
limited to managements' plans, policies, and activities which are
financially or economically significant. The criticism of any non-
financial or non-economic activity would not be considered auditing.

As described in Chapter 1I, auditing must be applied to a clearly

distinguishable organization unit. This requirement differs somewhat

14Frank Lennon, '""Where are We Going as a Profession," The

Internal Auditor, V. 20, No. 4 (Winter, 1963), p. 14.

lsEllsworth H. Morse, Jr., "The Case for Accepting GAO
Experience," The Journal of Accountancy, V. 109, No. 6 (June, 1960),
pp. 61-64.
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from management criticism. General management criticism must have a
frame of reference for the criticism but the critical analysis need not

be applied only to the management of an 1dentifiable organization unit.

Summary of the Concept of Management Audit

The concept developed and described here is that which is currently
used and not an ideal notion of what the concept should be. The concept
describes management audit practices found to be most consistent with
the concept of auditing developed 1n Chapter II, and with the theory of
management criticism developed in this chapter.

A management audit is an analytical examination of a management's
financial and economic plans, policies, and activities. The examination
leads to a report evaluating these plans, policies, and activities and
recommending improvements where possible. The examination is per-
formed by an auditor skilled in formal audit techniques and possessing
knowledge of financial and economic operations of the organization audited.
Audit evidence used is to be adequate, tangible, historical data which
are objectively obtained.

Management auditing is limited to those management plans,
policies, and actijvities of direct financial or economic significance,
whereas management criticism is not so limited. Management auditing
is limited to those examinations or criticisms of management in which
sufficient, competent, tangible, and objective evidence is collected

and evaluated by acceptable audit techniques and procedures. The

adequacy of evidence and the collection and evaluation of evidence as
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it is used in auditing are not capable of being exactly defined. The criteria
used to evaluate this evidence are also not capable of being exactly de-
fined. The next step in this study is to review the nature of criteria
used in various fields to judge evidence. Auditing must also be applied
to some identifiable unit for which an appropriate internal and external
frame of reference can be established as a basis for evidence collection,
evaluation, and interpretation in the form of a useful report. This
review is a prelude to the description of criteria used to judge evidence

collected and evaluated in current management audits.
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CHAPTER 1V

THE NATURE OF STANDARDS AS JUDGMENT CRITERIA

The two preceding chapters emphasize the need for an auditing
frame of reference which will isolate the subject matter to be audited,
identify the evidence to be used in an audit, and describe the criteria
by which audit evidence is to be analyzed. Chapter III describes the

frame of reference, subject matter, and type of evidence needed for

management audits. The later chapters of this study consider the cri
teria by which management audit evidence is currently judged. This
chapter provides the background for the classification and description
of criteria used in a management audit.

Since there are many types of standards in use today, 1t is not
sufficient to state that there must be auditing standards or judgment
criteria without more explanation of the nature of the standards being
considered. At one extreme the international standards of weights and
measures are of little use in auditing and at the other extreme the
cultural standards of artistic taste cannot be used in auditing. In
this study an investigation of standards in general is needed to be
able to consider the advantages and the limitations of the type of stand-
ards used in auditing. The criteria currently used to evaluate manage-
ment audit evidence must be consistent with the general characteristics
of standards as judgment criteria.

The approach of this chapter is to consider the definitions and

usages of standards i1n their broadest sense of cultural and environmental
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standards to determine what types of standards can be considered in an
evaluative judgment. The general types of standards used as judgment
criteria in fields other than management are briefly reviewed to develop
descriptions of general categories of standards that are applicable to ap-
plied sciences. The next step is to isolate those criteria which are ap-~
plicable to management audits. The nature 6fthese standards is sum-
marized and a classification scheme developed which will be usefulin

describing the criteria currently used in management auditing.

The Nature of Standards

It can be seen, after a brief review, that not all things termed
standards can be the same; however, people seem to know intuitively
what 1s meant by '"professional standards, ' '"standard time, ' ''standard
of living, '' '"standard weights and measures,' and ""standardization.'" In
a 1917 work on cultural, literary, and artistic tastes, W. C. Brownell
wrote the following introduction to standards as a measure of value:

It is perhaps a little difficult precisely to define the

term '"'standards, ' but it is happily even more superf]luous
than difficult because everyone knows what it means.

Brownell goes on to say that standards, '""belong in the realm of sense
rather than in that of reason and are felt as ideal exemplars for
measurement by comparison, not deducted as criteria of absolute

authority. n2 This leads Brownell to decide that standards are established

1W. C. Brownell, Standards (New York: Charles Scribners'
Sons, 1917), p. 1.

2Ibid.
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mentally from an automatic sifting of experience rather than from direct
reflection. Standards to him are products of culture rather than philoso-
phy. This may explain some of the difficulty in expressing any ordered
description of the nature of standards. The following descriptic;n of the
types of standards available for current use must be qualified from the
start by the fact that many evaluative criteria are the result of sub-

conscious comparisons with experiences -~ feelings -- which are diffi-

cult if not impossible to describe and classify.

Definition of Standard -- Criterion

Webster's New Collegiate Dictionary lists twelve possible mean-

ings of standard and four common synonyms. The most appropriate
definitions for the purpose of this dissertation are:

That which is set up and established by authority as a rule for
the measure of quantity, weight, extent, value or quality. . . .

That which is established by authority, custom, or general
consent, as a model or example. . . .

Standard applies to any definite rule, principle, or meas-
ure established by authority. 3

The same dictionary defines criterion as:
A means of judging. . . a standard of judgment; a rule
or test by which anything is tried in formmg a correct -

judgment respecting it.

Criterion implies a measure or test of a thing's quality,
such as goodness, beauty, etc.

Webster s New Collegiate Dictionary (Sp‘:‘mgfxeld, Mass. :
G. & C. Merriam Co., 1960), p. 825.

4Ibid. » pp- 197 and 825.
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Both standards and criteria apparently derive their usefulness from a
comparison with subsequent facts. The above definitions seem to indi-
cate that standards exist for any value that is communicable. Standards
are '"an agreed upon criteria of what is proper practice in a given situa-

. 5 pr s
tion; a basis for comparison.''” Standards also may be specification or

material standards, covering for example, length, area, and volume;
mass, weight, density, and pressure; heat, light, electricity, and radio-

activity, All standards serve as a basis for direct comparison, judg-

ment, and indirect improvement through standardization.

Types of Standards Used

There is a wide range of standards in use in various fields of
endeavor. Standards for modern art must be approximate and general
whereas stadards of size in electronics must be very precise. One
author has written that standards ' for modern art are so subjective
that we must take the artist's word for his success. o On the other
hand, standards of physical size, that are accurate to one part in a
million, are maintained by the National Bureau of Standards. 7 The
purpose of this section is to review the types of standards used as
judgment criteria in order to obtain a background for the identification

I':’A. C. Littleton, Structure of Accounting Theory (Madison,

Wisconsin+ American Accounting Association, 1953), p. 143.

6Brownell, op. cit., pp. 127-128.

7.]‘ohn Perry, The Story of Standards (New York: Funk &
Wagnalls Company, 1955), p. 192. !
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and classification of management audit criteria. This review of types
of standards can be neither exhaustive nor in great depth for any one

type of standard.

Measurement standards vs. computation standards. Standards

can be developed for use in various forms of measurement or they can
be developed for use in computations. Measurement standards provide

a way of describing, comparing, or communicating features such as size,
quality, speed, etc., of tangible or intangible objects or activities.
Standards such as the meter for length, prime for meat quality, MPH

for speed, and the pay-out ratio for common stock are measurement
criteria. Standards of computation are rules for comparisons, combina-
tions, and other calculations, which generally follow the criteria of
mathematical logic.

The systems of measurement standards are usually not as precise
nor as compatible as the systems of computational standards, however,
the relationship between measurement and computation criteria becomes
more important when a particular endeavor uses more computation. The
more scientific a field of endeavor, the more computation is involved
and the more 1mportant it is that measurement and computation standards
are compatible. 8 Thus, the physical sciences tend to use metric
standards of weight and size because they are more compatible with

s

the decimal computation system. Criteria used in a management audit

SIbid-, pp- 80'83.
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must be measurement standards applicable to various management
plans, policies, and activities rather than computation standards. How-
ever, as management becomes more scientific, 1t is important that
measurement criteria in management be compatible with the rules of
computation. The development of mathematical measurements is an

attempt to make measurement criteria compatible with computation rules.

Social standards vs. technical standards. An activity or object

can be judged by social standards of morality, ethics, taste, etc., or
it can be judged by technical standards of size, quality, practice, per-
formance, etc. Social standards form the basis of civilized society,
but except when formalized by law they are usually not precisely defined.
Brownell describes social standards as those based on tradition and,
as such, no one person can develop his own social standards. ? Social
standards deal primarily with people, their ideas and activities, there-
fore, no exact description is possible. Individuals or groups can
define current social standards but 1t is practically impossible for an
individual or group to establish social standards. Social sciences,
such as philosophy, psychology,and theology, attempt to develop more
exact measurement criteria in order to improve descriptions, com-
parisons, and judgments of social activities. Harrison's projection,

made in 1928, that the day of the "arbitrary opinion' is passing and

9Browne11, op. cit., pp. 40-41.
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that even '"expert judgment' is becoming less desirable, seems to be
applicable today. Much effort is currently expended to obtain more
exact definitions of social standards. Management in today's society
has taken on certain social responsibilities and its plans, policies, and

activities are subject to measurement by social criteria.

Technical standards are usually related to scientific processes

in which precise and consistent measurements of physical charactéristics,

performances, or practices are possible. Most technical standards are
clearly defined byrule or edict and any discrepancy is easy to discover.

Perry describes the relationship of the evolution of technical standards

and science as follows:

Essentially, what happened is that measurement, once
an art, became a science, and responsibility for standards
passed from the hands of rulers into those of scientists.

Standards and science are inseparable. The story of
standards is the story of science itself. Not all science is
measurement. Some of the most umportant discoveries
were, at first qualitative observations, but when measure-
ment was not the first step, it was the second, and through
measurement most of the laws and axioms and principles
of science have been formulated.

Management has its technical standards of performance and practice --
scientific management -- but most of these criteria are less exact than
those of the physical sciences. The structure of criteria by which

management can be judged, which is developed later in this chapter,

loNorman F. Harrison, Standards and Standardization (New
York: McGraw-Hill Book Company, Inc., 1928), p. 216.

llPerry, op. _cit., pp. 13-14.
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will need to include both social standards and technical standards.

Legal standards vs, standards of custom. Some measurement

standards are formalized by law whereas other standards are merely
custom or trade practices. Laws provide social or technical criteria
by which the measurement, description, and judgment of an object or
activity can be accomplished. Most laws are exact, inflexible standards,
but they can be subject to variable interpretation. Most laws exist for
the protection of society; therefore, most legal standards are also
social standards. Standards of custom or trade practice are usually
less exactly defined than legal standards, but they cover many more
measurement criteria. Trade associations and other similar organiza-
tions are very active in the establishment of standard measurements

of objects and practices. The current social and economic environment
of management has evolved from customs and some of these customs
have been formalized as laws, but most have not. The development of
a set of criteria by which management's plans, policies, and activities
can be judged must consider both legal standards and standards es-

tablished as custom without legal formalization.

Object standards vs. activity standards. The types of standards

presented above all apply to the measurement of either activities or
objects. Standards can also be classified according to their applica-
tion to either physical objects or to activities. Harrison, for example,

listed five types of industrial management standards, of which three --
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measurements, constants, and quality -- apply to physical objects and
two -- performance and practice -- apply to industrial management
activities. 12 Standards as measurement criteria for physical objects
tend to be precise and well defined. Often the allowable variation from
standard is well established. Most object standards are technical cri-
teria, but some social criteria such as public safety may be considered.
Standards for the measurement and evaluation of activities can be social,
technical, legal or customary. These criteria are usually less exact and
less well defined than those of physical objects. Since activities usually
involve the actions of people, the evaluative criteria must be more general
and allow for a reasonable margin of error. Physical objects may be used
as one way of evaluating the series of activities leading to this object;
however, standards also are necessary for the direct evaluation of
activities. In management auditing the standards must provide criteria
by which management's activities as well as the objects of plans and

policies can be evaluated.

Summarzry of the nature of standards. This brief review of the

literature on the nature of social standards and industrial standards
has shown agreement on one feature; that is, that standards are neces-
sary for civilization to exist and that the more highly developed total
society or any part of society becomes, the more important it is to

have standards for communication, measurement, and evaluation.

learrison, op. cit., p. 23.
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Brownell pointed out that the more people and personalities are involved,
the more difficult it is to develop meaningful standards. 13 However,
whether uniform and well defined or not, these standards do exist.
Another textbook 1s highly critical of standardization and urges a limit
to the standardization of man, but, even with this warning, the necessity
of some form of standards and standardization is recognized. 14 The
familiar quotation that, '"to understand something, one must be able to
measure it," illustrates the point that even before any measurement can
be made it must be decided what to measure; what is significant and
how to isolate and evaluate significant qualities. Often the measurement
action comes before the establishment of formal standards and leads
to the development of formal standards. 15 Management seems to be
currently in the process of developing measurements and formal standards
to apply to its own activities and, in this development, management

auditing can contribute to ""management science."

Usage of Standards as Judgment Criteria

It has been shown that numerous standards are used in all fields
of endeavor., Some standards are well defined and others are little

more than approximations. It is impossible to list all available standards

13Brownell, op. cit., pp. 130-134.

14F. R. Leavis and Denys Thompson, Culture and Environment

(London: Chatto & Windus, 1948), p. 35.

1SPerry, op. cit., p. 211.
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for use in evaluative judgment in all fields. It has proven impossible
to do this for just one field. As the next step in developing a framework
for classifying standards of management used in management audits, the
general types of standards used in other fields are considered. This
description of standards in current use treats only very broad general
categories and not specific standards, Since this chapter is' undertaken
to provide a framework for classifying criteria by which management
can be evaluated, only "social science' fields are considered, and only
a few of these fields. It is not within the scope of this study to present
a list of standards by which management activities can be evaluated. This
project must be left to the field of management. Also, no attempt will
be made to list and criticize those standards of management already in
use. The objective is rather to determine what standards -- what cri-
teria -- are currently being used to evaluate management in the practices
of management auditing. This determination will be facilitated by a
general classification scheme for evaluative criteria. The development
of this classification scheme for management should be consistent with
the broad categories used in other major social science endeavors sur-
veyed here. The areas chosen for this brief review are those with
professional or semi-professi onal attributes similar to those that
have been attributed to management and other fields of applied social

sciences.

General Standards Applying to the Practice of Medicine

The practice of medicine has been granted the status of a

PR S
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profession; the profession of the art of application of medical science.
The criteria used to evaluate medical practice in general and doctors in
particular can be divided into four broad categories. The first category
is that of social criteria. Medical practices concerned with euthanasia
and artificially extended life, which are subject to current debate, are
evaluated by these social standards. Also the availability of medical aid,
regardless of financial status, is a question which must be evaluated
by social standards. The Hypocratic Oath formalizes some of these
social standards when it states, "I will give no deadly drug to any,
though it be asked of me.'" The second broad type of criteria used to
evaluate medical practice is that of law. Many social standards dis-
cussed above have been formalized into laws and these laws are used
to evaluate the profession 1n general as well as individual practitioners.
The third category of standards apply to a doctor's responsibility to the
patient who requests his services. This is an individual responsibility
somewhat different from the social and legal responsibilities above.

The Hypocratic Oath recognizes this category by the statement, ''what-
soever things I see or hear concerning the life of men, in my attendance
on the sick or even apart therefrom, which ought not to be noised about,
I will keep silence thereon, counting such things to be as sacred
secrets.! The fourth type of standard by which the medical profession
and individual practitioners are judged is that of a reasonable skill in

the performance of the art of medicine.
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General Standards Applying to the Practice of Law

The profession of law in general and the practice of law by
individual lawyers is also subject to evaluation by certain general
standards which can be divided into the same four broad categories used
for medicine. Law, like medicine, must serve a social function and it
is judged by social standards. The basic objectives of formal laws,
common laws, and legal practice are to serve and protect society; there-
fore, the attainment of these objectives can only be evaluated by social
standards. Legal practice and laws themselves are also evaluated by
certain legal standards, Such is the case when the constitutionality of
a law is judged and when the legality of the practice of a particular
lawyer is evaluated. A practicing lawyer has a direct responsibility to
the client he serves and his practice is judged by this category of stand-
ards which sets up criteria somewhat different from those of social and
legal standards. In the fourth broad category, lawyers and the legal
profession as a whole are judged by standards of reasonable skill in

the practice of law.

General Standards Applying to Education

The field of formal educationiis less organized and somewhat
less professional than the fields of medicine and law, but it is con-
sidered here because of the current emphasis upon the expanding func-
tion of educationiin general and upon the responsibilities of teachers at

the elementary, secondary, and college levels. Education, particularly
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public education, serves the public interest and, in general, is judged
by social criteria. Controversies over the censorship of education ma-
terial, religion in public schools, integration of public schools, etc.,
are decided by evaluations based upon social standards. All education
in general and public education in particular are judged by legal standards.
Most of these laws are formalized social standards which provide more
exact standards by which education in general and the actions of individual
teachers can be evaluated. A third category of standards by which in-
dividual educational institutions and teachers are evaluated is that es-
tablished by the direct controlling body. The control, which may be a
board of education, board of trustees, etc., establishes judgment cri-
teria and interprets the application of social and legal standards. The
fourth broad category of standards in education, as in medicine and law,
is the criteria used to evaluate the reasonable skill in the practice of
the art of education by individual practitioners. The criteria used in
this category to evaluate teachers are generally poorly defined, but

they do exist in some form.

General Standards Applying to Accounting

Accounting is an applied social science and a brief review of the
types of standards used to evaluate accounting will be helpful in establish-
ing a classification scheme for mané.gement evaluative criteria. Ac-
counting is currently in the process of clarifying the standards --

principles -- by which its practice is guided and evaluated. Accounting

~—
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principlgs apply to the field as a whole; however, references to individual
practitioners usually mean the Certified Public Accountant in public
practice who has a more clearly defined responsibility for his actions
than other accountants. Accounting authors agree that accounting has a
social obligation and one type of criterion by which accounting can be
judged is that of social standards. Littleton lists several specific social
benefits of accounting and states that, '"it (accounting) has become in part
a soclal instrument 'to make moral principles practical. ul® Accounting
in general and the practice of individual accountants are also judged by
legal standards. These legal standards are established by regulatory
agencies, taxing agencies, and ordinary courts of law. As in medicine
and law, the legal criteria are usually more exactly defined than any
other standards and the legal standards are usually formalizations of
social standards. The third category consists of those standards es-
tablished by the particular controlling interest served by the accountant,
The activities of an accountant practicing within a business firm are
evaluated by criteria established by his controlling interest -- employer --
and the work of the independent CPA is judged by standards set up by the
controlling interest he serves -- management, stockholders, government,
etc. as well as his employer in a firm of Certified Public Accountants.
Accountants, particularly Certified Public Accountants, are responsible
for a reasonable skill in the art of accounting and a fourth category of
criteria used to evaluate accounting is that of the standards used to

judge this reasonable skill. Accounting, like all business oriented

16 ittleton, op. cit., p. 14
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endeavors, operates within an economic environment and economic
criteria are another type of standard by which accounting is judged.
Traditionally, accounting deals with those economic transactions which
are of a financial nature and as such its practice is evaluated by economic
standards applying to financial recording. Moonitz summarizes his pro-
posed basic postulates of accounting by recognizing that accounting is a
form of quantitative expression widely used to report on economic
activities and that the basic environment of accounting is economic.

This fifth category may be the most important for judging accounting and
accountants; however, in this category, usually only very general standards

are used.

Auditing Standards

Auditing standards can be classified in the same manner used to
distinguish the general types of criteria for evaluating medicine, law,
education, and accounting. However, it is necessary to distinguish
clearly between those criteria -- auditing standards -- used to judge
auditing and auditors and those criteria -~ standards -- which the auditor
uses to evaluate audit evidence and reach an opinion about the object
or activity being audited. The nature of audit standards, as ordinarily
used and as used in this section, is that of criteria for describing,

measuring, and evaluating the quality of a particular audit or auditor.

17Maurice Moonitz, The Basic Postulates of Accounting (Ac-
counting Research Study No. 1) (New York: American Institute of
Certified Public Accountants, 1961), p. 51. '
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The American Institute of Certified Public Accountants has pre-
pared a list of general auditing standards for independent public account-
ants 1n which three categories of standards are used: (1) general stand-
ards; (2) standards of field work, and (3) standards of reporting. 18 The
General Accounting Office of the Federal Government states that its
auditors are judged by all AICPA standards as well as additional standards
applicable to particular types of GAO audits. 19 Internal auditors serve
management and in this service they should performtheir audits in accord-
ance with professional standards of technique, objectivity, and integrity. 20

Of the five general categories used previously to classify stand-
areds -- social, legal, economic, performance skill, and controlling
interests -- most of the ten standards of auditing presented by the AICPA
are in the category of reasonable skill in the performance of an audit.
Social standards are implied in the recognition of the external auditor's
responsibility to unknown third parties for his audit opinion. Social
standards have also been formalized by law in terms of legal standards
for auditing established by government agencies. The Securities and
Exchange Commission is particularly active in establishing legal standards
for external auditors and for some internal auditors. Auditors are also

evaluated by criteria set up by the particular controlling interest --

18Committee on Auditing Procedure, Auditing Standards and Pro-
cedures: Statements on Auditing Procedure No. 33 (New York: American
Institute of Certified Public Accountants, 1963), pp. 15-16.

19Ellsworth H. Morse, Jr., "The Case for Accepting GAO

Experience,'' The Journal of Accountancy, V. 109, No. 6 (June, 1960),
pp. 62-63.

E. B. Murray, "Invitation to Progress,' The Internal Auditor
(Spring, 1964), p. 9.




88

Congress in the case of the GAO; management in the case of internal
auditors; and stockholders, management, government, etc. in the case
of the external CPA. Since auditing operates in an economic environment,
it is also judged by economic criteria. Implicit recognition of economic
standards is evidenced by current emphasis on auditing's responsibility
to provide service to managen;ent to enable management to do a better,
more efficient, JOb.ZI

The AICPA auditing standards for Certified Public Accountant's
audits, which lead to an opinion on financial statements, include a descrip-
tion of the criteria by which financial statements are to be evaluated --
generally accepted accounting principles, consistent application, and
adequate disclosure. The emphasis in this study is upon the critemna
used by various auditors to evaluate management in current management
audits. The standards used to evaluate the audit are of secondary inter-
est; however, since the quality of an audit is important in determining
its reliability and since this study should lead to a conclusion as to which
auditors, if any, are qualified to perform a management audit, the
criteria used to judge auditors will also be considered in subsequent

chapters.

Classification Scheme for Management Audit
Criteria

Since management audits culminate in a report based upon the

210ar1 Tietzen, "Changes in Public Accounting,' The Journal

of Accountancy, V. 105, No. 5 (May, 1958), p. 87.
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examination of managements' financial and economic plans, policies,
and activities, an investigation of current management audits must
include a description of the types of criteria that are used to evaluate
evidence obtained in the audit examination. The classification scheme
developed should include all types of criteria with a minimum of duplica-
tion; any specific standard should appropriately fit some category of the
classification. However, the classification is not intended as a listing
of specific management standards. The five categories used are:

1. standards from the social environment of management.
2. standards from the economic environment of management.
3. standards from the legal environment of management.

4. standards from requirements of the controlling interests
of management.

5. standards from requirements for skillful management
performance.

As used in the above list, environment is a general term which
distinguishes those factors influencing business management which can-
not be directly controlled by management. What constitutes the en-
vironment in any given instance is relative and varies with the level
at which an activity takes plac;e; however, the concept of environment

as external factors not directly controlled remains the same.

22.]'. Boddewyn, "The Environment of Business, ' Mississippi

Valley Journal of Business and Economics, V. II, No. 1 (Fall,
1966): pp- 2"'3.
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Standards from the Social Environment of Management

Many management specialists and authors in the field of manage-
ment take the position that there is a professional, public service aspect
to management. If this is the case, then management's plans, policies,
and activities are subject to evaluation by certain social standards. In
an article on management decision theory, Tannenbaum points out that
management's decisions must be considered in a social context. 23 Ina
similar article, another author justifies the importance of management's
social responsibility by the fact that, '"the management practices of the
200 largest corporations strongly influence three-quarters of U.S.

. . 24 . S
business life." The use of social criteria to evaluate management
may not be appropriate for all organizations, but its use is appropriate
for large corporations and most public utilities. Boddewyn writes that:
concern with ""social responsibilities'' has made businessmen
look beyond the confines of their offices, their firms, their
industries, and toward the economy, the society, and the
world -- even the next one. These views are in the process

of displacing more detached visions of a business system free
of concern about what takes place in/its environment. 25

Recent public concern about general price increases, public transit
service, and automobile safety are evidences of the evaluation of

management's plans, policies, and activities in terms of social

23Robert Tannenbaum, "Managerial Decision Making," The
Journal of Business, V. XXIII, No. 1 (January, 1950), p. 23.

4Herrymon Maurer, '""The Age of Managers,' Administrative
Control and Executive Action, B. C. Lemke and James Don Edwards,
editors (Columbus, Ohio: Charles E. Merrill Books, Inc., 1961),
p. T2.

25Boddewyn, op. cit., pp. l-2.
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standards. Other examples of social standards applicable to management
are: adequate financial reporting, reasonable wage rates, and fair em-

ployment practices,

Standards from the Economic Environment of Management

The economic environment is that part of the overall social en-
vironment which is defined in general as the allocation of scarce resources
among unlimited wants. The economic environment of management in-
cludes both long-run and short-run factors of maximizing overall economic
profits, Economic criteria used in this study are limited to those condi-
tions affecting the operation of a particular organization and which are
appropriate to evaluate the plans, policies, and activities of the manage-
ment of one organization. It is possible that the operations of some large
organizations can affect the general economy more than the general
economy affects their operations, however, in this classification these
will be considered a part of the social environment. The economic criteria
in this category are those that can be used to judge managements' fulfill-
ment of its responsibility for plans, policies, and activities which anti-
cipate economic changes and utilize the organization's resources to
maximize long-run or short-run utility.

There is a close relationship between the economic functions and
the social consequences of actions of management. To adequately under-
stand management (and to evaluate management) this relationship must be

understood. 26 Boddewyn writes that even though the current ''age of

26Maurer, op. cit., p. 79.
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affluence' has pushed economic problems and economic impulses into
the background, the economic environment still remains the main one

. 27 . . .
for business. The valuation or understanding of the functions of
management can only be accomplished by using some economic standards.
If current management audits judge the economic functions of manage-
ment, the judgment criteria used are of this type. Dewing lists four

economic causes for business failure. These are types of economic

criteria that may be used for this purpose: (1) inability to meet excessive

competition, (2) undertaking poor programs of expansion, (3) failure to
forecast changes in public demand, and (4) failure to conserve capital.
Other types of economic criteria could be the economic effects of new
products, the use of advertising, and diversification through expan-

sion.

Standards from the Legal Environment of Management

Many standards guiding the operations of organizations have been
made more precise and formal through laws. Statutory laws and pro-
nouncements of government regulatory agencies establish a general
framework within which an organization must operate as well as a
specific requirement for many activities. Management of an organization

must operate within legal constraints; its plans, policies, and activities

27Boddean, op. cit., p. 6.

8Arthur Stone Dewing, The Financial Policy of Corporations
(fufth edition; New York: The Ronald Press Company, 1953), II, pp.
1218-19,

A 0a S Sl o
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must conform to laws and regulatory pronouncements. Legal consraints
vary by type of organization such as public utilities more directly affected
than others. Managements' plans, policies, and activities can be evalu-
ated by the criteria established in law and regulative rulings. Some
examples of these criteria are: federal and state labor laws, tax laws,
civil rights laws, anti-trust laws, fair-trade laws, etc.

Standards from the Requirements of Controlling
Interests of Management

Organization management is directly responsible to some con-
trolling interest. It is possible that management and control are the
same, but usually there is a separation. As organizations increase in
size there 1s usually an increase in the separation of management and
controlling interest. Control may be by directors, owners -- stock-
holders -- or Congress in the case of government agencies. Manage-
ment's discharge of its responsibility to its immediate superiors is
evaluated and certain criteria are used for this evaluation. One author
suggests a management audit as a means of improving stockholders'
control over self-perpetuating management. 29 If current management
audits of plans, policies, and activities are to judge the discharge of
this requirement, criteria of this type are necessary and can be included
in this category. The general rule of an organization system, that

actions or decisions by a member of a group be consistent with the

2gErnest Dale, '"Management Must be Made Accountable, "
Harvard Business Review, V. 33 (March-April, 1960), pp. 52-59.
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group end and not personal ends, 30 is one example of the criteria of
this type. Other examples are: owners' or directors' directives,
Congressional intent, corporate charters, policies established by stock-
holders' vote, and dilution of stockholder's interests by operations in

treasury stock or stock options.

Standards from Requirements for Skillful Management Performance

Good management should be skilled in the application of manage-~
ment techniques of planning, establishing policies to implement plans,
and decisions controlling daily operations of an organization. In this
category the criteria used to evaluate management's performance
emphasize the techniques used by management in complying with the
prior categories of social, economic, legal, and control standards.
Dewing recognizes that certain economic conditions will lead to business
failure, except under the leadership of men of great managerial skills,
and this category includes those criteria by which this management skill
is evaluated. Current audits of the management of limited aspects of an
organization, as conducted by internal auditors and GAO auditors, use
this type of standard. With these standards, management's performance
is evaluated at a level which may be of less materiality than those activi-
ties normally judged by social, economic, legal, and control standards.

An example of the type of criteria included in this category are the

30Ta.nnenbaum, op. cit., p. 33.
31Dewing, op. cit., p. 1217.
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criteria used internally for judging the qualities of managers for pro-

motion or salary adjustment.

Limitations of the Classification Scheme for Management
Audit Criteria

The choice of a classification scheme which is useful in describing '
standards currently used to evaluate management audit evidence is limited
by the general definition of standards. The brief review of literature on
standards shows that almost anything can be used as a basis for measur-
ing, communicating, or evaluating; therefore, the categories used to
classify useful standards must be general enough to include a wide range
of standards. The classification scheme 1s not a description of specific
management standards. Its use is limited to that of a framework for
classifying and describing those criteria currently used to evaluate
management audit evidence. The subsequent chapters of this study
concern this classification and description of standards used in several

types of management audits.
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CHAPTER V

.

MANAGEMENT AUDITS BY INTERNAL AUDITORS

The first four chapters of this study provide a framework for
understanding the concept of management auditing as it currently exists.
This chapter is the first of four which investigate specific applications
of this type of auditing. The purpose of this chapter is to investigate
and analyze the nature of management auditing as conducted by various
groups of internal auditors. There are a wide variety of audit practices
in internal auditing and this study analyzes and summarizes the approach
to management auditing used by the internal audit practitioners and
authors. Inthis investigation the relationships between the nature of
internal auditors' management audit clients, subject matter, services,
and the criteria used to draw conclusions from audit"evidence are con-
sidered. Some internal audit findings, and the expressed or implied
criteria which support these findings, are illustrated to describe the
internal audit approach to management auditing, theory, and practice.

Since internal auditors are the most active group both in con-
ducting a type of management audit and in publishing material about this
management auditing, their activities are considered in this chapter to
support the assumptions made in previous chapters that management
auditing is a part of the general theory of auditing and that criteria
for the interpretation of management audit evidence do exist and are

being used. An analysis of the general background, present practice,

N e
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and future trends of management auditing by internal auditors will pro-
vide a better understanding of its possibilities, limitations, and its re~

lationship to general auditing theory. Also, this description of the type,

nature, and quality of contemporary management audits, will furnish a
basis for the conclusion as to whom, if anyone, is qualified to conduct
such audits.

The approach of this chapter 1s to briefly present the historical
background of internal auditing and the current status of its management
auditing -~ generally known as operational auditing. This is followed by
an analysis of current operational audit practices. Since internal audit-
ing is a very diverse field and there are a wide variety of operational
auditing practices, the primary sources of material for this investiga-
tion are limited to pronouncements by the Institute of Internal Auditors
and descriptions appearing in published books and articles. Audit ‘ *
practices of the Army Audit Agency are presented in more detail as
an illustration of one specific approach to this type of auditing done
in the Federal Government and to the standards used to judge opera-
tional auditors and operational audit evidence.

The term operational auditing is sometimes used to describe
that part of internal auditing which considers a company's operating

activities rather than financial activities, and management auditing is

the general term used to distinguish audits of managements' plans,
policies, and activities from audits of the accuracy of financial records.

However, in more general usage, operational auditing is defined as the
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internal audit activities which evaluate and appraise all management plans,
policies, and activities of a company, Operational auditing is the type of
management auditing done by internal auditors. This latter usage will be

employed in this study.

Historical Background and Current Status of Operational
Auditing by Internal Auditors

Internal auditing developed as a tool for management control with-
in an organization, and, as the management control needs extended beyond
the need for accurate reports of financial data, the scope and nature of
internal auditing expanded to serve management better. Historical informa-
tion about internal auditing prior to 1940 is limited because at that time it
was usually not a separate management control function. Auditing was
used internally long before there was a separation of ownership and
management requiring external audits; however, most literature on audit-
ing history emphasizes the growth of the independent audit function. The
manorial period in England served as the development period for ex-
ternal auditing, government auditing, and internal auditing. Lamperti
and Thurston state that while the origins of internal auditing are not
known, its antecedents go back to the first days of accountability and
English merchants and feudal lords recognized the need for objective

verification of subordinates' reports.

1Fra.nk A. Lamperti and John B. Thurston, Internal Auditing for
Management (New York: Prentice-Hall, Inc., 1953), p. 164.
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Railroads were among the first companies to recognize the need
for internal auditing as a separate function to control their widespread
operations and by the early 1900's other companies with geographically
dispersed operations were using traveling auditors. The nature of this
early internal auditing 15 described as follows:
In its beginning, internal auditing was largely a clerical
activity established primarily for the detection of fraud. Then
its scope was broadened in some companies to include such
matters as reconciliation of bank accounts, audits of payroll,
verification of customers' accounts, and the checking of mathe-
matical accuracy of certain accounting documents.
In the 1930's the external audit requirements of the Securities and
Exchange Commission caused a number of companies to establish internal
auditing programs along lines similar to those of outside auditors. In-
ternal auditors were used to supplement the activities of outside auditors
and often to reduce the extent of the external audit. At this time a
broader concept of internal auditing began to develop -- that of construc-
tive gervice to all members of management, operating as well as
financial.

The Institute of Internal Auditors was formed in 1941 and is
exclusively devoted to the field of internal auditing. The nature of

internal auditing as defined by a 1947 Statement of Responsibilities

was as follows:

ZA. H. Kent, Capsule Course in Internal Auditing, (New York:

The Institute of Internal Auditors, 1961), p. 6.
3]bid., pp. 6-7.




100
Internal auditing is an independent appraisal activity

within an organization for the review of the accounting,

financial, and other operations 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 deal

properly with matters of an operating nature.

In 1957 the Statement of Responsibilities of the Internal Auditor was is-
sued in a revised form which emphasized the operational audit approach.
This current definition no longer contains the restriction that 'it (internal
auditing) deals primarily with accounting and financial matters.' The
overall objectives of internal auditing are described as assistance to all
levels of management, whether financial or operating, and as assistance
with any phase of business activity. > Current internal auditing is a broad
business function, the scope of which depends upon the abilities of an
individual auditor, however, the pronouncements by the Institute indicate
what its members consider good internal auditing.

Internal auditing began with the performance of clerical activities
primarily directed toward fraud detection. These activities were ex-
panded to include the verification of the accuracy and propriety of ac-
counting records and more recently to include general evaluation of
financial management. Currently internal auditors evaluate and con-

structively criticize all levels of management, whether financial or

operating. This current internal auditing practice, which 1s considered

4V1c1:or Z. Brink and Bradford Cadmus, Internal Auditing in
Industry (New York: The Institute of Internal Auditors, 1950), p. 6.

5The Institute of Internal Auditors, (New York: The Institute
of Internal Auditors, 1962), p. 5.
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in this chapter, includes the review and appraisal of the activities,
policies, and plans of a company in order to aid the conduct of all com-
pany affairs on a sound, economic, and ethical basis. 6 Internal audit
development has been in the form of expansion rather than evolution in
that the original clerical and verification activities are usually still

performed.

The Nature of Internal Auditors' Operational
Audit Clients and Subject Matter

The nature of operational audits by internal auditors is dependent
upon the particular audit client served, the audit subject matter, and the
auditor's responsibility for his opinions and conclusions. Internal auditors
serve management and all consideration of audit responsibility and subject
matter is limited by the fact that the practice of any individual auditor
is whatever management wants it to be. However, a general pattern of
audit practices and responsibilities is revealed in current articles and

the Institute's publications.

Responsibility to Audit Usexs

Internal auditors are directly responsible to management for the
results of their audits. Responsibility to interests outside the organiza-
tion and to the personnel in charge of the activities audited are secondary.

In most instances operational audit reports do not go directly to top

614"ra.nk Lennon, "Where Are We Going as a Profession,' The
Internal Auditor, V. 20, No. 4 (Winter, 1963), p. 14.
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management -- president or chairman of the board of directors -~ but
are submitted to a second level, such as to the controller or financial
vice-president. Evaluation of the quality and usefulness of operational
audits is made by this second level of management. There is general
agreement that the internal auditing department should be responsible to
an officer of the organization of sufficient rank to assure a broad scope
of activities and adequate consideration of the findings and recommenda.-
tions resulting from operational audits. 7

To conduct operational audits, the executive to whom internal
auditors are responsible for their reports and who )gives them authority
to conduct audits must have entree to all operating departments. A 1957
survey of internal auditors in 322 companies found that 60 per cent of
the internal auditors surveyed were responsible to the controller or
treasurer, 16 per cent to a vice-president, and 14 per cent to the
president or board of directors. Of the 44 reporting directly to the
president or board of directors, 30 were in banking and insurance
companies. 8 Some examples of the level of management to which cur-
rent internal auditors are responsible are: (1) the controller in the

American Telephone and Telegraph (;‘ompany,9 (2) the finance department

7B radford Cadmus, Operational Auditing Handbook (New York:
The Institute of Internal Auditors, 1964), p. 21.

81nterna1 Auditing in 1957: Research Committee Report No. 5
(New York: The Institute of Internal Auditors, 1958), pp. 17-18.

9Donald F. MacEachern, ''Internal Auditing on the March, "

The Internal Auditor, V. 20, No. 3 {Fall, 1963), p. 32.
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in J. A. Folgers and Company, but with a degree of autonomy similar
to that of operating depa.rtmoentss;10 and (3) the executive vice-president
in the Detroit Edison Company. H An exceptional organization position
in the New York Life Insurance Company 1s cited by its General Auditor who
writes that "I am fortunate in being with a company which has established
the independence of the General Auditor. ul2 In this company the auditor
15 responsible to an auditing committee of the board of directors.

Internal auditors emphasize the fact that they are organizationally
independent of the business functions audited. While this is usually true,
the responsibility for operational audits does not exceed the authority
to conduct such audits. Audit reports may be addressed to any level
of management, but the auditor is directly responsible only to his im-
mediate superior for these reports. Any social or legal responsibility
to parties outside the organization must be enforced through management
and the responsibility to audited parties 1s secondary to the responsibil-

ity to the immediate superior of the internal auditor.

Operational Audit Subject Matter

The Institute of Internal Auditors states the objective of internal

OJames J. Fredman, "Effective Supervision of an Internal Audit
Department, ' The Internal Auditor, V. 20, No. 4 (Winter, 1963), pp. 33-
34.

11
C. J. Ghesquiere, '""Auditing for Profit," The Internal Auditor,
V. 16, No. 2 (June, 1959),p. 13.

1
2Charles E. Grody, "The Auditor Encounters Computers,' The
Internal Auditor, V. 16, No. 1 (March, 1959), pp. 31-32.
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auditing as the assistance to all levels of management, and the scope of
an internal audit should include any phase of business where an auditor can
be of service to management. Operational auditors are to audit methods
and performances whenever such audits are useful to management. Some
of the aspects of management's methods and performances included in
operational audit subject matter are: plans and objectives, organizational
structure, policies and practices, systems and procedures, methods and
controls, means of operation, and utilization of human and physical re-
sources. 13 Recommendations for the scope of operational audits include
managements' plans, policies, and activities, and the operating depart-
ments' compliance with established management policies.

In the practice of internal auditing, the scope of the operational
audit is usually limited to audits of compliance with prescribed policies
and procedures rather than audits of the policies themselves. Also the
subject matter of each audit is usually limited to one specific activity.
The business activity or operation audited is selected from a particular
problem area needing attention, a special request by management, or
on a rotating basis covering all functional areas. In a 1957 survey of
internal audit programs in 322 companies, the following listing of
functions audited and the per cent of the internal auditors auditing each
function was obtained: Accounting -- 100%; Treasury -- 75%; Purchasing

-~ T0%; Sales -- 50%; Production -- 30%, Traffic -- 22%; Personnel -~

13Willia,m P. Leonard, The Management Audit (Englewood
Cliffs, New Jersey: Prentice-Hall, Inc., 1962), p. 44.
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16%; and Advertising -- 16%. 14 In a recent book on operational auditing,
the business functions of purchasing, traffic, scrap, receiving operations,
facilities, advertising, and insurance programs are considered important
enough subject areas to warrant chapter recognition.

Operational audits follow either organizational or functional lines
in selecting the subject matter to be audited, and the subject matter is
usually limited to the policies and activities of middle management and
first line management. Operational auditors usually do not have the
authority to audit the plans, policies, and activities of top management,
nor is top management favorable to a review of its activities by company
employees. 16 The effective application of operational auditing tech-
niques to the examination of the adequacy of policies and the compliance
with established policies and procedures requires that these policies
and procedures be well defined. Audits based on operating results can
be useful, but the underlying procedures controlling operations must
also be considered to identify any weaknesses and to suggest improve-
ments. At the level of supervisory management, the operating procedures
are usually clearly established and the adequacy of these procedures and
management's compliance with them 1s auditable. At the level of middle

management, many policies and procedures are formalized and, thus,

l‘iPInternal Auditing in 1957: Research Committee Report No. 6,
p. 10.

1
5Ga'.dmus, op. cit., pp. xi-xii.

légzerations Auditing (New York: The Institute of Internal
Auditors, 1958), p. 20.
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are subject to evaluation in an operational audit. As the activities of
middle management become more formalized by the introduction of
electronic data processing equipment and scientific decision making

processes, the effectiveness and efficiency of established procedures

and the compliance with company policy will be more subject to operational

audit. The planning, policy making, and other activities of top manage-
ment are usually not set out as formal policies and procedures. The
application of internal operational audits at this level is limited to
special areas such as conflicts of interest and expense account charges
in which specific policies have been enacted.

Operational audits may consider an entire business function but
the audit report and the major audit effort is usually directed toward a
specific operating activity. The procedures which narrow the scope of
an audit will be considered in more detail later in this chapter. Opera-

tional audits emphasize exceptions and some of the activities considered,

as reported in The Internal Auditor, are illustrated later in this chapter.

There appears to be a desire to audit the planning and policy
making functions of management; however, there is little evidence
that this is done except on a limited basis. The current literature on
actual operational audit practices indicates that the major subject mat-
ter is the compliance with established policies and the effectiveness of
the procedures used in operations. Also there seems to be a desire
to audit all levels of management; whereas, evidence in current litera-

ture shows that in practice most audits deal with lower levels of
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management. Considering these restrictions, the operational audit
subject matter can be any organization activity which can be identified
to the degree necessary to have an auditable situation. There is a
tendency to use the exception principle in selecting operations to be
audited; that is, to audit those activities which will provide reportable
findings. Special requests by management can be concerned with any
aspect of an organization, and since internal auditors are management
employees, these requests may result in activities outside the realm

of auditing.

The Nature of Internal Auditors' Operational Audit
Service

&

This section considers the general audit approach and the specific
audit steps or phases used i1n operational audits by internal auditors.
The analysis is based upon evidence in current literature of acceptable
approaches to operational auditing and its purpose is to go beyond the
general statements by The Institute of Internal Auditors and analyze
actual practices followed in operational auditing. Internal audit
practices are not uniform and generalizations about operational
audit services are limited by many exceptions. The approach used
here is to present and analyze the basic audit approach, the work

done in each stage of the audit, and the limitations of this type of audit.

Basic Approach to Operational Auditing

Operational audits are examinations, appraisals, and reports

Za
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upon the way in which a particular operation is administered rather than

attempts by internal auditors to examine and appraise the technical skills

of operating specialists. Some of the factors considered in the operational

audits of a major aircraft company are:

1. whether objectives have been clearly defined in conformity
with sound business principles and have been communicated
to all concerned.

2. whether operating policies conform to established objectives.

3. whether policies are implemented by specific procedures.

4. whether procedures are followed as intended.

5. whether necessary administrative information is accumulated
by orderly methods.

6. whether management is provided with adequate, timely and
accurate reports. 17

While not all of these six factors may be considered in each operational
audit, they do establish the basic audit appreach.

Operational audits emphasize controls, and the one consistent
aspect of these audits is the review, appraisal, and evaluation of the
control system in relation to general company policy, to controls in
other operating areas, and to the requirements of operating manage-
ment. 18 The most common approach to operational auditing is to
analyze the policies, procedures, and controls of a selected function

and to trace the effect of any known or suspected weakness to its

ultimate effect on operations. However, an alternative approach is

7Frederic E. Mints, '"New Developments in Operational Audit-
ing,' The Internal Auditor, V. 17, No. 2 (June, 1960), p. 10.

18Cadmus, op. cit., p. 24.
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to isolate failures in a particular procedure or operation and work back
to the basic causes. The auditor of Lockheed Aircraft Corporation writes
that this approach is used in the company's operational audits of aircraft
production. The objective is '"to discover the underlying basic conditions
which were responsible for problems encountered in the final assembly
and flight testing of the plane so that management might take the neces-
sary steps to effect permanent cures. nt? Operational audits are imple-

mented in several phases which are considered next.

Preliminary study, review, and planning. The objectives of this

phase of operational audits are to select the business function to be
audited; determine the major objectives established by management for
the selected function; review the organization structure, policies and
procedures assigned to the function; and to familarize the auditor with
the operations, controls, facilities, records, and procedures actually
employed. The preliminary phase establishes the possible benefits to
be obtained from the audit and isolates those aspects which are to be
considered in developing audit programs. In the preliminary phase the
auditor used audit procedures such as an inspection tour of the facil-
ities, limited tests of controls and procedures, discussions with manage-
ment of the audited function, and the accumulation of information about
actual operations and their controls.

Internal auditors tend to audit those areas considered important

by management and the operational auditor uses the preliminary phase to

19Mm‘cs, op. cit., pp. 14-15.
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learn the aspects of an operating activity that are important to manage-
ment and total business operations. Since internal auditors are full time
employees of an organization, the preliminary phase usually is performed
on a continuous basis and cannot be related to a specific audit. In current
literature on operational auditing there is no specific comparison between
the scope of the preliminary survey and the subsequent detail audit exam-
ination. However, from operational audit findings reported, it can be
assumed that the scope of the actual audit examination is much narrower
than that of the preliminary review phase.

One author lists the aspects to be considered in the preliminary
phase as: organization structure, relationships and responsibilities,
policies, procedures, documents used, reports used, people in the
organization, and major problem areas. In the general preliminary study
the auditor defines the extent and limits of the audit and uses this in-
formation to develop the audit program and the audit report. 20 Another
author describes the preliminary survey as a way of accumulating in-
formation without verification. From this information the operational
auditor obtains knowledge of management's objectives and problems, the
physical layout of the operation, and the significance of the responsibil-
ities assigned to or assumed by the audited function. 2l The preliminary

study, review, and planning phase in operational auditing serves

20Ar1:hur H. Kent, ''Internal Auditing is an Appraisal Activity, "
The Internal Auditor, V. 16, No. 3 (September, 1959), p. 39.

1Richa\.rcl W. Osborne, '""Practical Aspects of an Operational
Audit," The Internal Auditor, V. 17, No. 4 (Winter, 1960), pp. 30-31.
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to both orient the auditor and to furnish data for the next phase of
establishing audit objectives and preparing audit programs for the
specific aspects of a function to be audited in detail. As Cadmus has
written, the internal auditor cannot appraise controls unless he knows

what is being controlled and how 1t is controlled. 22

Establish audit objectives and prepare audit program. The pur-~

pose of this phase is to state the preliminary review findings in terms
of specific audit objectives and to define these audit objectives and
the means of accomplishing them 1n terms of an audit program. Opera-
tional audit programs usually do not specifically describe the type and
extent of audit tests to be conducted nor the limits of the audit scope.
At this stage the audit has progressed from a general, non-examination
survey of an entire business activity or function to the identification of
the areas in which significant weaknesses may exist. Audit programs
direct the operational auditor to those activities to be audited and the
applicable policies, procedures, and activities to be considered. The
type of audit tests and their extent is decided during the detail examina-
tion and is based upon information obtained as the audit progresses.
Audit objectives and audit programs vary, but in most cases
they are stated in general terms such as, ''to determine whether or not

the company has due regard for full compliance with all local, state, and

federal regulations. né3 The audit program, even in its briefest form,

22

23Cadrnus, op. cit., p. 26.

Leonard, op. cit., p. 82. .
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indicates the area covered by the audit, the facts necessary for the
audit examination, and the approach to an orderly accumulation of
necessary audit evidence. 24 An internal auditor at Lockheed Aircraft
Corporation writes that Lockheed's operational audit programs are of
the questionnaire type and that the programs are based on the three basic
business principles of cost, quality, and timeliness. Their programs do
not indicate the extent of audit tests to be conducted; this is decided
later. 25 In another illustration of the nature of operational audit pro-
grams, the Controller of Chrysler Corporation writes that his company
has found that the performance of a number of pilot audits 1s useful in
refining the audit program and familiarizing audit personnel with the
audit objectives. He also suggests that at this stage of the audit the

objectives should be discussed with management of the audited activity.

Detail audit examination. The detail operational audit examina-~

tion phase cunsists of collecting, recording, summarizing, and evaluat-
ing audit evidence. The established audit objectives are attained by
following the operational audit program. Since the audit program is of
a general nature and problem areas are only tentatively defined, the

detail examination accomplishes both the actual aollection and evaluation

24=Ker11:, op. cit., p. 4l.
25Osborne, op. cit., pp. 31-33.

26Murra,y Kane, ""A Clarification of the Broadened Role of
Internal Auditing, ' The Internal Auditor, V. 18, No. 1 (Spring, 1961),
p. 53.

b iw?la




113
of audit evidence and the decisions as to which areas, if any, are to
be subject to extensive testing. In this phase of the operational audit,
management deficiencies are identified and investigated to the extent
necessary to prepare an audit report. Operational audit tests are ap-
plied to the entire areas set out by the scope of the audit program so
that the auditor obtains general knowledge about the h.siness functions
involved; however, only those areas in which significant weaknesses are
found are subject to extensive testing.

The basic types of audit evidence collected are physical, docu-
mentary, testimonial, and analytical; but, in general, operational audit
evidence can be any objective, factual data that are useful. Audit
evidence can be obtained from any source and objective observation
of actual operations is a common starting point for the development and
collection of evidence about a specific deficiency. Audit evidence ob-
tained 15 accumulated in audit working papers to aid in its interpre-
tation and in report preparation. There is no standard set of techniques
and procedures used in operational auditing to collect and evaluate evi-
dence; however, the techniques include those of examination, confirma-
tion, inquiry, observation, comparisons, and any others useful in
attaining audit objectives.

The many-faceted activities of the operational audit detail
examination or field work are summarized by one author as:

1. analysis of the detailed steps and controls of a function,
and the written procedures, if any.

2. determination of standards of performance from written
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procedures or from discussion with supervisors.
3. ascertaining the volume of items subject to test.

4. determining how to make an unbiased selection of items to
examine.

5. describing the detail audit steps proposed and their specific
objective.

6. making the detail verification, summarize and analyze test
results.

7. forming an opinion or procedures and performance and any
necessary corrective actions.

8. discussing any findings and suggested corrections with line
supervision.

The most significant characteristic of this audit phase is that it involves
tests of a single aspect of a business organization and these tests are

tailored to the particular organization system being audited. Statistical
sampling techniques are frequently used to determine those weaknesses

in procedures, controls, or operations which are followed up in detail.

Audit reporting. The most important phase of operational audit-

ing is that of reporting. The objective of the report is to inform manage-
ment of audit findings and the audit opinion on these findings. While
many authors recommend the reporting of both positive and negative
findings, in actual practice the principle of management by exception
applies to operational audit reports. The main criterion by which audit
reports to management are judged is that they must be useful to manage-

ment.

27Osborne, op. cit., pp. 33-34.
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Audit reports are submitted to various levels of management
depending upon the nature of the audit findings and the management level
to which the auditor is responsible. Often detail reports are submitted
to the operating departments involved and only summary reports are sent
to the top levels of management. 28 Informal reports of minor findings
are settled at the level of lower supervisors while major findings and
recommendations are reported to senior company executives and the
heads of the operating departments involved. 29

There seems to be general agreement that surprise audits and
confidential operational audit findings are inappropriate since the success
of the audit requires management cooperation in the conduct of the exam-
ination and in the preparation of a useful audit report. The follow-up on
deficiencies and recommended improvements is an integral part of
operational auditing by internal auditors. While most reports emphasize
specific findings and suggested improvements, a few auditors report

both positive and negative factors and report their overall opinion on

the supervisory management involved. 30

Criteria Used to Evaluate Operational Audits and Auditors

In the 1957 Statement of Responsibilities of Internal Auditors,

ngudley Taylor, '"Development and Implementation of Functional
Audits," The Internal Auditor, V. 17, No. 1 (March, 1960), p. 57.

29Cadmus, op. cit., p. 31.

3008b0rne, 22_0 9&-; pPo 36"380
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the Institute of Internal Auditors lists several factors which govern
the quality of auditors and internal audits. Some of these factors are:
(1) the internal auditing is a staff rather than line function and the audit
review and appraisal does not relieve other persons in the organization
of the responsibilities assigned to them; (2) the auditor must have organ-
izational independence; and (3) internal auditors must take an objective
attitude and, therefore, should not develop and install procedures,
prepare records, etc. that will be subject to later internal audit review
and appraisal. 31 However, The Inktitute of Internal Auditors is or-
ganized and operated as a voluntary association for the promotion of
educational, ethical, and social interests of internal auditors and has
no authority to judge the work of its members. There is no evidence
that the Institute has the power to expel or admonish members not
conforming to its pronouncements. The evaluation criteria established
by the Institute are advisory only and there is no way to measure their
effectiveness.

Internal auditors are employees of the organization which they
audit and the only meaningful criteria by which audit activities are
judged are those established by management of the organization. The
only valid generalization that can be made is that operational audits
must be useful to management. As illustrated in the following section
on specific audit findings, operational audit usefulness is usually
measured in terms of dollar savings to justify the application of audit

resources to a particular activity.

3lThe Institute of Internal Auditors, pp. 5-6.
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Criteria Used to Interpret Operational Audit Evidence

Chapter IV of this study develops a framework of standards which
can be used to evaluate management. The purpose of this section is to
describe and illustrate the criteria currently used in operational audits
in terms of the categories of standards as defined in Chapter IV. The
quarterly publication of The Institute of Internal Auditors, The Internal
Auditor, is used as a source of examples of audit findings and the criteria
used to develop opinions on these findings. These examples consist of
actual case histories as reported by practicing internal audit members
of the Institute and serve as examples of both the types of operational

audit findings reported and the means of evaluating these findings.

Social Criteria Used by Internal Auditors

Operational audits by internal auditors are directed primarily at
supervisory levels of management and their compliance with established
company policies while management's social responsibilities are dis-
charged at top management levels. The social criteria that could be
used, such as fair employment practices, adequate provisions for worker
safety, reasonable pension plans, etc. are of limited application in the
current practice of operational audits by internal auditors. Some exam-
ples of operational audit findings which deal with management's social
responsibilities are: (1) poor plant housekeeping which resulted in
danger to employees, low employee morale, and customer complaints;

(2) failure to notify employees of eligibility to join a pension plan; and

=
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(3) unsafe material handling procedures risking serious injury to em-
ployees. Social criteria are of limited use in operational audits of
business organizations, but are more applicable in Government agencies
such as the Army which will be considered in more detail later in this

chapter.

Economic Criteria Used by Internal Auditors

E.conomic goals, as measured by the effective and efficient use of
physical and human resources, are the primary mission of most organiza-
tions. Therefore, the standards set by controlling interests in an organiza-
tion and the standards for reasonable managerial skills considered later
are based upon economic criteria. Also, it is impossible to isolate
those standards -- social, legal, or economic ~- which do not reflect on
management's skills. Major economic decisions are usually made by
top management which is seldom subject to operational audits by internal
auditors. Within the above restrictions, some examples of actual
operational audit findings which use economic criteria are: (1) an un-
economical system of rebates to small customers resulting in excessive
record keeping, (2) costly and inefficient raw material handling pro-
cedures resulting in excessive costs and ineffective practices, (3) lack
of procedures or policies to check weighing scale accuracy resulting
in uneconomical overweight safety factors in products, (4) uneconomical
use of excessive packing materials as determined by a comparison of

basic needs to actual usage, and (5) uneconomical policies for insurance
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on car rentals as determined by comparison with costs of self insurance.
Since internal auditors prefer to state operational audit findings in dollar
terms, economic factors and measures are used in the other categories

of standards considered here.

Legal Standards Used by Internal Auditors

Most organizations are subjected to an increasing number of legal
requirements and audits of compliance with legal standards are within
the realm of operational audits by internal auditors. 'Current litera-
ture, however, contains very little evidence of operational audit find-
ings of failures to meet legal standards. Reports of management de-
ficiencies in tax policies and procedures all consider only tax over-
payments. It 1s logical that there would be a comparable number of
deficiencies in terms of tax underpayments. Findings of illegal policies,

procedures, and practices of management probably do not enter formal

written reports which may later be used as evidence against the company.

Also, findings of this type are probably not published by the organization
and its auditors.

Limited examples of legal criteria used to evaluate operational
audit findings are: (1) the legally questionable policy of using endorsed
utility bills as negotiable instruments, (2) questionable policies in the
implementation of a pension plan, and (3) legal retention periods for
records and documents. The auditor of General Electric indicates that
his staff conducts an extensive audit examination of compliance with

price fixing and conflict of interest policies and procedures, but he does
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not identify any audit findings in these areas. 32 He points out that the
operational audit considers both the establishment of adequate policies

and procedures and the compliance with these policies and procedures.

Standards of Controlling Interests Used by Internal Auditors

The ultimate controlling interest of any business organization is
its owners -- stockholders. This interest is represented either directly
by owners or indirectly by a board of directors. Since the internal auditor
is usually not directly responsible to owners or to the board of directors,
those standards set up by owners, which are useful in operational audits,
are those which establish the duties and responsibilities of various levels
of management. There is little evidence that current operational audits
consider the relative profitability, economy, and efficiency of the total
organization which is the primary concern of controlling interests. Rather,
operational audits examine specific policies, procedures, and activities
which are only indirectly of interest to controlling interests.

One criterion used in operational audit findings that can be directly
traced to controlling interests is that operations are to benefit the or-
ganization as a whole rather than individual departments or functions.
Some examples of operational audit findings based upon this criterion
are: (1) inaccurate and inconsistent treatment of freight traffic in

various departments due to a lack of communication and a lack of

32Edwa,rds B. Murray, "Conflicts of Interest,' The Internal
Auditor, V. 19, No. 3 (Fall, 1962), pp. 18-20.
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centralized operations, (2) a lack of communication and coordination
between engineering and purchasing which resulted in excessive raw

material costs, (3) a deficient order processing system which resulted

in poor coordination between production and shipping departments, (4) a
lack of communication and coordination between purchasing and operating

departments which resulted in unnecessary outside storage, and (5) 1m-

provements in material handling procedures developed at one plant of
a multi-plant company which were used to evaluate procedures at other

plants and recommend improvements.

Standards of Reasonable Management Skill Used by Internal Auditors

This category can be defined as including all criteria useful in
evaluating management, however, in this study, the category includes
standards of good management based upon the compliance with es-

tablished policies and procedures and the establishment of effective
and efficient operating procedures which are the responsibility of the
level of management being audited. Some examples of operational
audit findings which apply the criteria of reasonable management

skill are: (1) deficient operating controls due to a lack of standards of
production, (2) inadequate procedures for obtaining accurate cost
estimates at the time of project bids, (3) uneconomical purchase
policies which do not comply with stated management objectives, (4)
failure to follow established procedures when recording lost parts,

(5) failure to consider legal holidays when scheduling freight shipments
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which resulted in excessive freight demurrage, (6) inadequate procedures
for reviewing service contract charges, (7) maintenance of an unofficial
record system rather than changing the present system to meet needs,

(8) an inappropriate Min-Max inventory reorder system which resulted in
excessive inventory, (9) inadequate supervision of factory workers -- the
foreman did not know the employees assigned to him and their present job
assignment, (10) lack of clearly stated policies for doing business with
former employees, and (11) invalid statistical results due to use of poor
sampling techniques 1n inspecting products. One author writes that the
best source of standards for evaluating the skill of various levels of
management are those standards of performance established by manage-

ment for itself. These standards would include both written standards

and unwritten reasonable standards of performance.

Summary of Operational Audits by Internal Auditors

Internal auditors are employees of the organization audited; there-
fore, their responsibility is to their imrmediate superiors in management.
Internal auditors are usually responsible to middle management such as
the controller or treasurer and have only indirect responsibility to top
management or outside interests of their organization. Operational audits
by internal auditors cover the full range of business activities from
management's plans, policies, and activities to operations; however,

most are only indirect audits of management through examination of

33Osborne, op. cit., p. 34.
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operations as they reflect management actions. The audits consider
mainly supervisory management; very few audits are directed toward
top management and middle management. The audit subject matter
can be any phase of a business requested by management.

The audit service can be anything that assists management. Audits
tend to be limited to an area in which specific findings can be developed
and reported. Audits by exception are used moving from general topics
to specific aspects which can be examined in detail. The audit emphasis
is upon control and administrative action rather than technical skill and
audits of compliance with prescribed policies seems to be most common.

Criteria used to evaluate auditors and audit results are any that
management sets up. Some of the requirements that seem to be general
are that internal auditing must be a staff rather than line function to
maintain organizational independence and that the audit results must
benefit the organization economically. The criteria used to evaluate
audit evidence in operational audits are also dependent upon the objec-
tives management establishes. In general, any useful evidence is
evaluated by any useful standards. In practice, evidence is evaluated
by standards established by management which are those of the controlling
interests. Social and legal criteria do not appear to be used much,
except as their applicationis interpreted by top management. Reason-
able managerial skill in the sense of economic efficiency appears to

be the most useful criteria.
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The requirements apparent from the preceding investigation are summarized

here in the approximate order of their importance.

1.

management must want an audit and an audit of the specific
management or operation.

. the auditor must be organizationally independent and his

audit must not relieve the auditee of responsibility.

the area audited must have well defined policies, procedures,
and activities.

the audit subject must be narrowed to a specific problem
which is identifiable and for which specific objectives and
programs can be developed.

. audits must be conducted with management cooperation, not

as confidential or surprise audits.

. to be a continued success, the audit must produce measurable

benefits.

Limitations of operational audits by internal auditors. The follow-

ing list includes some of the more important factors that limit the scope

and success of operational audits as reported in current literature. There

is some duplication between these limitations and the requirements listed

above due to the reciprocal nature of the items. The limitations are

listed in the approximate order of their importance.

l'

audits are limited to subjects which management approves
and authority is usually limited to the middle management
level which effectively eliminates audits of top management.

. audits are limited to specific problem areas rather than

directed to more general topics.

. audits must result in measurable benefits and are often

limited to negative findings.
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4. there is no uniform control over the quality of audits or
auditors.

5. as employees, internal auditors duties may not all be auditing
and may compromise audit independence.

Up to this point, the analysis and description of operational
auditing by internal auditors has considered only audits in private enter-
prises. Internal auditing in the Federal Government is usually more
comprehensive than in private business and, as an example of this large
segment of internal auditing, the nature of auditing by the Army Audit

Agency is investigated next.

Management Auditing by the U.S. Army Audit Agency

The U.S. Army Audit Agency is used as an example of internal
auditing because its size permits full utilization of operational audit
techniques and its audit activities and responsibilities are well defined.
The Agency audits the U.S. Army, which is one of the largest organiza-
tions in this country; it employs over one thousand auditors. Since the
relative success of Army operations is not judged by a profit measure,
management techniques of inspection, internal audit, and other controls
are important and well developed. The objectives, policies, procedures,
and activities of the Army are well defined, and, therefore, readily
susceptible to a management audit of the effectiveness and efficiency
of financial and operating management. For these reasons the audit
activities of the Army Audit Agency are useful in this study as an illus-

tration of one type of management auditing.
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The approach used in this section is to consider the historical
background and current status of Agency audits; its audit responsibilities,
audit subject matter, audit service, and the nature of the criteria used
to judge audits and audit evidence. The sources of information for this
analysis include regulations, audit guides, audit reports, and discussions

with audit personnel of the Army Audit Agency.

Historical Background and Current Status of the Army Audit Agency

Auditing in one form or another has been present in the Army
since its first formation in early colonial days and the Army Audit
Agency was established in 1948 to consolidate the widely scattered
auditing activities into one group. 34 Since 1948 the Agency has been a
functional activity of the Office of Comptroller of the Army and its
development of operational auditing has closely paralleled the develop-
ment of operational auditing by the Institute of Internal Auditors. Regu-
lation No. 36-5, which establishes the authority, responsibilities,
organization, and general policies of the Agency, was first issued in
1953 and has been frequently revised to reflect changing audit objectives.
In 1955 a single audit concept was installed in which the activities of
an Army installation, its outside contracts, and applicable records at
the outside Contractor's office were audited as one combined unit. 3

In July, 1965, audits of defense contracts were assigned to a

3A‘Stanley W. Jones, "Auditing in the Army," The Federal Ac-
countant, V. XIII, No. 2 (December, 1963), p. 34.
5Joseph D. Ransey, '"The Changing Organizational Structure of

the U.S. Army Audit Agency,'" The U.S. Army Audit Agency Bulletin
(March, 1964), pp. 35-37.
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separate Defense Contract Audit Agency under the Office of the Secretary
of Defense; the Army Audit Agency retained the responsibility for audits
of all military commands, installations, activities, and civil functions
of the Army. 36 This division led to the further development of manage-
ment audits of the policies, procedures, and activities of the Army itself,
and this study will consider only this type of audit activity.

Army regulations state the purpose of Agency audits as: To
provide command and management at all levels with an independent,
objective, and constructive evaluation of Army's management and control
systems and procedures, and their implementation, including economy of
operation, with recognition of the responsibility of The Inspector General
of the Army in these areas. All organizational elements and levels of
operations are subject to independent and comprehensive audit review
and appraisal. Audit activities will be directed toward determining
whether management controls at all levels are adequate in concept
and effective in application. Reports of audits will include facts as-
certained together with related recommendations for appropriate levels
of command and management. 37 The various types of management
audits, which will be considered in more detail later in this chapter,
culminate in a report of major findings, recommended improvements,
and an opinion on the overall effectiveness and efficiency of manage-

ment of the Army installation or function audited.

36"Auditing Service in the Department of the Army' (Unpublished
Army Regulation No. 36-5. Washington: Headquarters, Department
of the Army, 1965), p. 1.

371bid. , pp. 1-2.
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The Nature of Army Audit Agency Responsibilities and Subject Matter

The Army Audit Agency is a part of the Army -- special staff
under the general staff supervision of the Comptroller of the Army --
and audits only the Army. The Agency is directly responsible only
to the Army and its formal audit reports are made to the Comptroller
who forwards them to appropriate officials for any necessary action(

Copies of major reports are sent to the Secretary of the Army, and in

special audits, which are described later, the audit report is made

directly to the command audited. As in other internal audit organizations,

secondary responsibilities for audit activities must be implemented by
the immediate management superior, in this case, the Comptroller.
Secondary audit responsibilities of the Agency include responsibilities
to the public, higher Army management, and the Army command of the
function or installation audited.

The Army is a public agency and mustioperate in the public inter-
est. The Legislative and Executive branches of the Federal Govern-
ment represent this public interest, and, through the Secretary of
Defense and the Secretary of the Army, constitute top management of
the Army. Audit reports are not available to the public and the Agency
does not assume direct public responsibility, Army regulations also
state that the audit report will not be construed as relieving accountable
or responsible officers of pecuniary liability nor as governing dis-
position of records or relief from accountability. 38

38 pid., p. 5.
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Audit scope and selection of audit subject matter. Audit subject

matter includes all phases of Army operations using appropriated funds
and some of the audit activities conducted are: (1) examining and apprais-
ing policies, systems, and procedures; (2) ascertaining proper resource

utilization and accounting; (3) ascertaining reliability of records and re-

ports; (4) appraising performance and compliance with established policies,

procedures, regulations, and laws; and (5) disclosing waste, inefficiency,
and other uneconomical conditions and practices. 39 To accomplish the
audit objective of reviewing management's effectiveness and efficiency,
the Agency conducts four general types of audits; installation audits,

vertical audits, lateral audits, and special audits.

Installation audits. These audits make up about seventy percent

of the Agency's auditing, and in fiscal 1966 these audits took 154, 879
man-days of audit effort. Installation audits, often referred to as

site audits, are conducted at all Army installations on an approximate
eighteen month rotating basis. These audits are an examination and ap-
praisal of: (1) the operations relating to the basis, management, and
application of resources in accomplishing the missions of the installation;
(2) the effectiveness of policies, plans, and operating procedures; (3) the
adequacy of command, administration, supervision, and control over
activities relating to resources of men, matemals, and funds, and (4)

the reliability of reports prepared by the installation. 40 All installation

39Ib__j-_d._-, pl z-

40"Gu1des for Auditing United States Continental Army Command

Installations' (Unpublished, USAAA Manual, Section 353-1. Washington:
Headquarters, U.S. Army Audit Agency, 1964), p. 3.
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audits result in an audit report which inludes an opinion on the overall
evaluation of the management of the installation, any deficiencies found,
and recommended improvements. Audit reports are submitted to the
Comptroller of the Army and to the command of the audited installation.
Any subsequent follow-up on deficiencies and suggested improvements is

initiated by the Comptroller.

Vertical audits. The examination, analysis, and report ona

particular Army function at all or at a substantial number of the installa-
tions involved is known as vertical auditing. These audit projects are
usually initiated by the Army Audit Agency with the approval of the Comp-
troller of the Army and are selected on the basis of those areas in which
an audit will provide useful information from both the long-run and short-
run point of view. At the close of this type of audit, a report is issued

to the Comptroller and to the installation commands involved. The audit
report is a comprehensive, Army-wide evaluation of the audited subject;
1t includes an opinion on the effectiveness and efficiency of management
and lists any applicable deficiencies and recommended improvements. An
example of this type of audit is the 1964-65 audit of all Army operations
involving the U-1 Helicopter system including procurement, overhauls,

; : TR 3|
inventory controls, general maintenance, and personnel utilization.

-

41"Progra.rn Audit of the UH-1 (Iroquois) Helicopter' (Unpublished,
USAAA Bulletin 365-6.1. Washington: Headquarters, U.S. Army Audit
Agency, 1965), pp. 3-50.
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Lateral audits. These are a second type of specific audit in

which a particular procedure or system is audited in detail at all Army
installations. The audit topics are also generally chosen by the Army Audit
Agency with the approval of the Comptroller of the Army and the selection
is based on those procedures or systems which have been found to be
deficient at many installations. Lateral audits are conducted at the

same time as the normal installation audits and opinions and findings are
included in tb:e installation audit report. Examples of lateral audit topics

are the reporting and recording of unliquidated allotments, the military

pay allotment system, and retail inventory management. In many instances

combined vertical and lateral audits are conducted with the regular installa-

tion audits. Some examples of these audit subjects are military family

et st

housing assignments, Red Cross activities, and specific cost reduction
programs. Audit reporting and responsibility for lateral audits and
combined vertical and lateral audits follows that of installation audit

1

reports.

e

Special audits. The activities of the Army Audit Agency include

miscellaneous special projects requested by the Commander of a par-

ticular Army installation. These audits receive top priority and are

often a form of management advice and assistance rather than audit,
although, audit techniques may be used. In these projects the Agency
is responsible only to the Commander requesting its services and the
report goes only to this Commander. For purposes of this study these

special projects are not considered auditing because they involve
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establishing plans, policies, or procedures rather than evaluation and
because they are often not based on objective, tangible, historical evi-
dence. Agency personnel indicated that these projects emphasize plan
and policy formulation instead of critical analysis, but the Agency often
sets up conditions which allow them to expand the audit scope if they
feel it is necessary. Some examples of these projects are the utilization
©of operation research techniques to develop a formula which optimizes
repair parts inventories, and the study of alternatives available for parts
catalogue preparation with a recommendation of the best choice.

Each of the four types of audits conducted reflects an attempt by
the Agency to utilize its audit resources in the most effective way pos-
sible. The segmentation of audit effort beyond the normal installation
audits is an implicit recognition that the Agency cannot audit all phases
of Army operations in a reasonable time period either at any one
installation or within the total Army. Internal auditing by the Agency
follows the exception principle in selection of audit subject matter,
and, as shown later in this chapter, also in the basic approach to the

audit examination.

The Nature of Army Audit Services

Earlier in this chapter it was stated that operational auditing
by internal auditors 1s an expansion of their audit activity rather than
an evolution since most detail financial auditing has been retained.

The Army Audit Agency has taken steps to make its audits more
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evolutionary through refinement and improvement. These further steps
led to the mission-oriented audit approach. 42 The Agency does not have
sufficient manpower to audit fully all installation missions; therefore, its
efforts are directed toward the major missions. In the case of Army
bases, the mission-oriented audit approach emphasizes the primary
mission of a base, whether it be training, support, combat readiness,
etc., and, secondary missions are subject to less extensive testing.
Most lateral and vertical audits deal with secondary installation missions
and are a way of applying the mission-oriented approach to known or sus-
pected weaknesses 1n secondary missions.

Audit objectives are derived from the Army's objectives of de-
terring enemy aggression and standing ready to retaliate with armed
might if necessary. Economy in the use of resources is of prime
importance in accomplishing these objectives over an indefinite period
without weakening the nation's economic structure. 4 The Agency
describes its audit objective as ''evaluating the adequacy of management
procedures, controls,and practices as they relate to the effective and
efficient use of available resources in accomplishing the major assigned

missions at an installation or actiwvity. 043 The particular audit objectives

42uMission-Oriented Audits" (Unpublished, USAAA Manual, Section

309-1. Washington: Headquarters, U.S. Army Audit Agency, 1966), p. 2.
431bido, pp- 2"3-
“1bid., pp. 3-4.

*Sibid., pp. 4-5.
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are to determine or evaluate the following factors:

1. the effectiveness of major mission accomplishment and/or
the degree of readiness for future performance of assigned
major missions.

2. the efficiency of operations.

3. the certainty of a continuance of adequate mission perform-
ance and/or mission readiness in an effective and efficient
manner.

4. the effect and/or potential effect of deficiencies found on
mission accomplishment -~ both in the audited activity and
in related activities.

5. the basic causes of deficiencies found.

6. the practical corrective actions that should be taken.

Phases of the Audit Examination

The detail audit examination of an Army installation or function
begins officially with a formal entrance conference with the audited
command. This procedure eliminates the use of surprise audits.

The audit officially ends with a formal exit conference at which time a
draft copy of the final audit report is available and is reviewed. The
three basic phases of Agency audits are preliminary pianning, survey
and verification, and reporting. In installation audits the time period
allowed for the survey and verification phase is limited by Army regula-
tion. The allowable number of days varies from 25 days to 180 days
depending upon the size of the installation. Time elapsing between the

exit conference and the issue of a final report is limited to 30 days

46
Ibid., pp. 5-8.

oy
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and the audited installation has 60 days in which to file formal comments

to the Comptroller of the Army.

Preliminary planning. This phase is described by the USAAA

Manual as the gathering of basic facts for planning the audit including
changes since the preceding audit and development of an audit plan in
preparation for the verification phase of the audit. 47 The two basic parts
of this phase are pre-audit planning and preliminary survey and review.
Pre-audit planning is used ''to obtain or up-date the basic information
concerning the organization, operations, and procedures of the installa-
tion prior to formal entrance conft;rence and commencement of an audit
at a military installation. w48 Some of the specific objectives to be at-
tained in this part of an audit are: (1) a review of prior audit working
papers identifying possible problem areas and changes since the last
audit; (2) preparation of the entrance conference format describing
the major audit effort and approximate audit timing; and (3) identifica-
tion of problem areas in which installation command desires extensive
49

audit effort.

The second part of this phase, preliminary survey and review,

47”Audit Preparatory Work' (Unpublished, USAAA Manual, Sec-
tion 304-5. Washington: Headquarters, U.S. Army Audit Agency,
1965), p. 2.

48"Entra.nce and Exit Conferences' ( Unpublished, USAAA Manual,
Section 304-4. Washington: Headquarters, U.S. Army Audit Agency,
1965)) p- 4.'-

491bid., pp. 4-7.
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is conducted to accomplish the following objectives: (1) to identify areas
for audit emphasis based upon significant or indicated weaknesses in
control; (2) to prepare, modify, and update audit programs to indicate
the coverage required in the areas audited; and (3) to provide data for
use at the entrance conference. 50 From discussions with Agency per-
sonnel, the identification of areas for audit emphasis can lead to the
decision not to perform any audit tests in an area, to perform extensive
audit tests in an area, or to perform only limited audit tests in an area.
Secondary missions are the areas in which only limited audit testing
is most likely to occur. The preliminary survey and review effectively
serves the function of reducing the scope of the audit to a physically
and economically possible magnitude which will still provide useful
information to Army management.

The preliminary planning phase is conducted only to the extent
required to gain overall familiarity and to obtain basic data. At the
conclusion of this phase an audit program is developed "which sets
forth the auditing techniques and procedures to be used in obtaining

competent evidential matter to accomplish the objectives of the audit. n51
Audit programs are all ''tailor-made'' and in all audits the mission-
oriented approach is followed emphasizing the primary missions of an
installation. Some of the factors to be considered in preparing the
audit program are Agency publications and audit guides, prior audit

50"Au.dit Preparatory Work," op. cit., p. 3.

51"Preparation of Audit Programs'" (Unpublished, USAAA
Manual, Section 304-7. Washington: Headquarters, U.S. Army
Audit Agency, 1965), p. 1.

A
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experience, and internal and external reviews. 52 The entrance con-
ference closes the preliminary planning phase and begins the survey and
verification phase of the audit. Preliminary planning is accomplished
both before visiting the audit site and at the installation. The on-site
phase should be performed by the auditor in charge and lead auditors
within a two week period, but this period is not included in the elapsed
time limit for the audit on the rationale that this audit preparatory work

is to obtain an "estimate of the situation' rather than an audit.

Survey and verification. In this phase, audit evidence is col-

lected, evaluated, and an opinion formed from this evidence. The

audit scope and the audit techniques and procedures are set out in the
audit program in accordance with the mission-oriented approach. The
USAAA Manual lists seven major areas to be considered in evaluating
the performance of primary missions assigned to an installation. These
are operations, personnel, logistics, post engineer functions, other
support functions, comptroller's division, and Army organizational units
and supporting activities. 54 The suggested order of the audit examina-

tion is to start with operations because plans for mission priorities

521bido, pp- 2"5.

53"Audit Preparatory Work: Army Commands, Installations
and Activities" (Unpublished, USAAA Bulletin 304-1. Washington:
Headquarters U.S. Army Audit Agency, 1963.

54"Guides for Auditing United States Continental Army Command

Installations.' (Unpublished, USAAA Manual, Section 353-1. Washington:

U.S. Army Audit Agency, 1964), pp. 19-41.
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originate in that office and should be evaluated early in the audit. After
examining and evaluating plans for accomplishing the missions, the
audit should proceed to personnel and logistics to evaluate the implementa-
tion of the plans for supporting manpower, material, and other support
functions. ''In the Comptroller's office, the audit should be directed
toward evaluating the assistance which that office renders to the opera-
tions, personnel, and logistics divisions in carrying out the major
missions of the installation. 155 As a further illustration of the direc-

tion of Agency audit effort, the Agency's Supervisors Manual indicates

that in Class I installations, four factors should be considered in each
of the above seven areas. These factors are installation reporting,
serviceability of equipment, management of equipment resources, and
personnel management.

Agency audit manuals present detailed audit guides for all
classes of Army‘installations and for all types of primary missions.
As an illustration of these audit guides, the following is a partial list
of audit guides for the operations division of Class I installations:

1. determine the order of mission priorities to select the
missions for primary audit emphasis.

2. select the units to be visited from the status list of all
units at the installation.

3. obtain troop readiness reports, check their accuracy and ;
evaluate the factors concerning operational readiness,
possible critical MOS shortages and the steps necessary
to correct shortages.

SIbid., p. 25.
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4. review training plans and evaluate their effectiveness in
attaining established long-range goals.

5. evaluate accomplishment of training goals, determine any
deficiencies and steps being taken to correct deficiencies.

56
Audit findings during the survey and verification phase are reported to
installation personnel by ''tentative statements of conditions and recom-
mendations.'" This interim reporting procedure assures that all circum-
stances contributing to the deficiency are fully considered and that there
is agreement in the facts presented and conclusions drawn from these
facts. Major findings are included in the final audit report while minor
findings are usually settled at the installation level. The tentative state-

ments of conditions and recommendations report what is deficient, why

it 15 considered to be deficient, and what is the effect of the deficiency.

Reporting. The reporting of results of audits 1s also formalized
by Army regulations. Audit reports are prepared and submitted within
a specified time period and their content and arrangement are standard-
ized. Draft audit reports, which include a summary of the audit and
statements of conditions and recommendations, are prepared at the
close of the actual audit examination and are reviewed with command
at the exit conference. Comments by the audited command are included
in the draft report and in the final report. After the exit conference,
report drafts are reviewed by the Agency's central office policy staff

and legal counsel before issued in final form. The Comptroller has

501pid., pp. 23-24.

R o % e

A AN S D e Pk RS A

53,

Bl

e 5L F T Bl Bemhcbiun




149
the responsibility of deciding whether to require implementation of report
recommendations.

The audit reports states the purpose of the particular audit -- the
mission-oriented approach -- and the auditing standards applicable. The
statement on auditing standards usually refers to the use of statistical
sampling and the limited detail testing of transactions. The scope of the
audit is identified, because most audits do not cover all aspects of a
particular installation. An overall opinion on the effectiveness and effi-
ciency of management of the audited missions is included in the audit
report and this opinion is tailored to the particular installation rather
than following a standard form. Areas of major deficiencies and recom-

mendations for improvement are listed and described in detail.

Criteria Used to Evaluate Army Audits and Auditors

Auditing standards of the Agency, as set out in its audit manual,
are patterned after those of the American Institute of Certified Public
Accountants and of the Institute of Internal Auditors. The three
categories of official auditing standards are general standards, stand-

ards of field work, and standards of reporting. General or personal

standards include adequate training and proficiency in Army Audit
operations, independence and objectivity, and due professional care.

Standards of field work include planning and supervision, evaluation of

v e

57"Personal or General Standards." (Unpublished, USAAA i
Manual, Section 302-2. Washington: Headquarters, U.S. Army Audit
Agency, 1966), pp. 1-4.
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the management control system, and collection of adequate, relevant,
factual evidence. Some of the appropriate audit techniques identified
in field work standards are inspection, observation, confirmation, interro-
gation, and tests of policies and practices to support audit findings and
opinions. Evidence is to be clear, conclusive, relevant, representative,
and convincing; the cost of. obtaining additional evidence should be equated

against benefits derived from additional audit work. 58 Standards of

reporting include both the requirements for technical compliance with
regulations and the requirements of clear and concise presentation of
audit results. Audit reports are advisory and should in the communica-
tion of audit results, in the tone of audit reports, in selecting the level
of management to which reports are directed, and in the disclosure
of managerially useful data, result in the most effective assistance to
management. 59 In this respect, recommended changes in Army policies
are not included in audit reports but are communicated directly to the
appropriate Department of the Army staff office by correspondence.
Since the Agency assumes no direct responsibility to third
parties, the main criteria by which audits are judged is that of useful-

ness to top management of the Army and to the command level audited.

58/ 1Standards of Field Work. " (Unpublished, USAAA Manual,
Section 302-3, Washington: Headquarters, U.S. Army Audit Agency,
1966)} pp- 1-6'

59”St;a,nda,rds of Reporting." (Unpublished, USAAA Manual,
Section 302-4. Washington: Headquarters, U.S. Army Audit
Agency, 1966), pp. 1-4.
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From this point of view, the official standards described above are the
Agency's own interpretation of the factors necessary to insure useful
audits. Top management and audited commands measure usefulness by
the improvements in the effectiveness and efficiency of Army operations
brought about by Agency efforts rather than by the Agency's adherence to
a prescribed set of standards. The measure of audit usefulness in terms
of dollar savings is important in Agency audits but not to the same degree
as 1n internal audits in private business and in audits by the General
Accounting Office. However, the simplest way to justify the application
of resources to audit efforts is through the computation and reporting
of dollar savings. Projected dollar savings from management audits
by the Agency have become more important since the separation of con-

tract auditing and Army auditing in 1965. 60

Criteria Used by the Army Audit Agency to Interpret Audit Evidence

In the earlier part of this chapter and in the following chapter
on General Accounting Office audits, criteria used to interpret audit
evidence are presented and analyzed by listing some of the deficiencies
found in audit reports. Unfortunately this approach cannot be used in
the analysis of criteria used by the Army Audit Agency. Army deficien-

cies reported by the audit agency often directly affect national defense

6O”Reporting Dollar Savings Based on USAAA Audit Services, "
(Unpublished, USAAA Manual, Section 306-18. Washington: Head-
quarters, U.S. Army Audit Agency, 1965), p. 1.
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or military readiness and, therefore, are not public information. The

alternative sources of information used in this section are discussions

with Agency audit personnel, specific audit guidelines in Agency bulle-

tins, and the general aspects of audit reports.

Agency audit personnel indicated that there are four basic types

of standards used to interpret evidence collected during an audit and

to form an opinion thereon. These four types of standards are:

1.

Laws and Regulations -- These criteria include the man-
datory operating policies and procedures prescribed by
Congress or top level Army staff. Some civil laws are
applicable, but this category deals mainly with Army
regulations.

Policies, Procedures, and Standards Established by the
Command of an Installation -- These criteria are set up by
management itself to judge its success or to insure success-
ful operations. For example, the Agency compares actual
time needed to distribute supplies and repair parts with
standards set by the command.

. Generally Recognized Good Management Practices -~ In

this category, management's plans, policies, and activities
are compared to generally recognized good practices. These
criteria are based upon logical approaches to the best
possible operations and are usually supported by examples.

Criteria Created by the Army Audit Agency -~ This type of
standard is frequently used by the Agency to interprét the
other three types of standards. For example, the Agency's
decision of what percentage of Army personnel assignment
by primary skills constitutes effective personnel utilization
is based on this type of standard.

To complete this analysis of criteria used to interpret audit evidence,

the criteria used by the Agency are classified by the five general

categories of management standards developed in Chapter IV: social,

economic, legal, controlling interests, and reasonable managerial skill.
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Social criteria used by the Army Audit Agency. The Army is a

public agency and all of its operations in national defense, military
readiness, etc. are important to the general public; therefore, all audit
findings must be judged by general social standards. The effectiveness
and efficiency of Army policies, plans, and activities are judged by social
standards as interpreted by Agency auditors. However, in actual practice,
most social standards used are those interpreted by existing Army regula-
tions and can be classified as legal standards or standards of controlling
interests. Some examples of Agency use of social standards not already
recognized by regulations are: (1) the importance of effective personnel
utilization to justify increasing draft calls which is used to judge installa-
tions' effectiveness in assigning enlisted personnel by primary skills,

(2) improved military readiness based upon the effective and efficient
operations of a particular military defense system, and (3) the importance
of troop morale for operating efficiency and public opinion is used to

judge findings in payroll accuracy and timing.

Economic criteria used by the Army Audit Agency. By defining

economics as the allocation of scarce resources among unlimited needs,
all audit measures of the efficiency of Army operations use economic
criteria. The importance of economic considerations is recognized by
the Agency in establishing the justification of their audits, ''economy

in the use of resources is essential if we (United States) are to remain

61

for an indefinite period a strong military force. . . The

6111Missi_on-0riented Audits," p. 4.
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significant feature of the Agency's use of economic criteria to judge audit
evidence is that this criterion is not limited to dollarimeasures of re-
source utilization. The economic efficiency of personnel utilization
and facility utilization are considered as well as the utilization of ap-
propriated funds. Some examples of the use of economic criteria to
interpret audit findings are: (1) the elimination of unnecessary facilities
resulting in a duplication of effort; (2) inefficient operations due to
excessive delays in installing electronic data processing equipment;

(3) uneconomical accumulation of excess perishable supplies; and (4)
inefficient utilization of enlisted men based on primary MOS code

rating.

Legal and controlling interest criteria used by the Army Audit

Agency. Laws applicable to Army operations are implemented through
Army regulations, and, in this sense, legal respomnsibilities and respon-
sibilities to the controlling interests of top Army staff are the same.
The Army is subject to other laws, but no evidence of the use of legal
criteria other than Army regulations was found in this investigation.
Laws and regulations are the most important criteria used by the
Agency to interpret audit evidence, and Agency audit personnel indicated
that the use of regulations as judgment criteria can be found in almost
all ahudit reports. Some of the findings reported are: (1) failure to
follow prescribed regulations in reporting equipment condition based
upon unrecorded mechanical weaknesses; (2). failure to follow regula-

tions in the assignment of personnel; (3) cost records not prepared in
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accordance with requirements of the accounting manual, and (4) failure

to follow prescribed procedures for the rotation of old and new equipment.
This type of criteria is often listed in the audit guides for particular types
of Agency audits. For example, one bulletin lists four factors to consider

in a vertical audit of personnel management of which the first is '""compliance

with the Army priority system in distributing/as signing,personnel.-“6

Criteria of reasonable management skill used by the Army Audit

Agency. The requirement of reasonable skill in the management of Army
operations is the basis for three of the four types of criteria used by Agency
audit personnel as listed on page 143 of this chapter -- management's self-
imposed standards, general standards of good management, and Agency
created standards. Agency audit personnel stated that their primary ob-
jective is not to criticize management but, in order to assist management,
deficient practices are reported and improvements suggested. Most major
findings deal with management at the installation command level and some
examples are: (1) the absence of standard operating procedures for day

to day guidance of operating areas; (2) inadequate policies for training new
clerical employees; (3) lack of management control over supplies; (4) poor
control over the accumulation of troop strength data resulting in under

supply or over staffing; and (5) inadequate procedures for cost control.

Basic guides to Agency management audits emphasize the evalua-
tion of the controls developed and used by management. In its audits of

Army tactical units, the Agency recognizes its lack of technical knowledge

62nyertical Audit of Enlisted Personnel Management,' (Unpub-
lished USAAA Bulletin 312-1. Washington: Headquarters. U.S. Army
Audit Agency, 1965), p. T.
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but maintains that it can audit the effectiveness and efficiency of a mis-
sion's activities and the impact of management controls on military capa-
bilities. *3

Each audit report includes an overall opinion on the management
of the audited installation, system, or mission. These opinions are based
on audit evidence and use the criteria necessary to evaluate management's
skill. Specific audit report cannot be cited for security reasons, but some

examples of the basic form of these opinions are as follows:

Based on our examination we conclude that over all
programming, budgeting, supply, and property management
were generally satisfactory.

In our opinion the project system audited was managed
in a generally effective manner by the project manager and
his staff. The effectiveness of the project manager's direc-
tion and control, however, can be enhanced by further im-
provements in. . . .

Based on the results of audit, there was generally effective
management of Federal resources made available.

Accomplishments inthe basic area were especially com-
mendable. Although there were still shortages in certain
aspects.

It is our opinion, however, that a more effective utiliza-
tion of resources applied to each function could have been
attained. For example. . . .

The opinion is followed by a description of major or minor deficiencies,

if any, and recommended improvements. The opinion is preceded by
statements on the major area of audit emphasis, the type of audit evidence
used, and the limitations of the audit scope. When more than one primary

mission is included in the audit scope or when lateral and installation audits

63"()perational Auditing as Applied to Tactical Units, " (Un-
published, USAAA Manual, Section 353-2. Washington: Headquarters,
U.S. Army Audit Agency, 1963), pp. 2-4.
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are combined, separate opinions on each area of audit effort may be

reported.

Summary of Management Audits by the Army Audit Agency

Management audits by the Army Audit Agency cover the full range
of managements' plans, policies, and activities. The Agency is respon-
sible directly to top management of the Army -~ the Comptroller -- and
only indirectly to the public through Congress. Apgency audit reports are
not made public. Audit results may also be useful to the audited com-
mand, but the Agency's responsibility to the audited command is indirect
through the Comptroller. The audit subject matter of the Agency can be
any aspect of Army operations, but for practical reasons audits emphasize
only major missions. Within the bounds of these missions, policies,
procedures, and operations are subject to audit examination.

As in internal auditing, audits are conducted on the exception
principle in which the scope of detail audits is progressively narrowed
until concentration is upon some specific problem area. The audit ser-
vice includes collection of evide:*nce, evaluation of evidence, making
recommendations for improvement, and rendering an opinion. The
Army Audit Agency is one of the few management audit groups that
gives an opinion directly evaluating management. Army auditors and
their audits are judged by uniform standards which are patterned from
those of the American Institute of Certified Public Accountants. However,

the ultimate criteria used are those of useful results.
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When compared to the concept of management auditing derived
from the theory of criticism in Chapter III, the scope of the Agency's
audit activities fall somewhere between a narrow scope which is ac-
curate but of limited usefulness and a broad scope which is useful but
too subjective to be very accurate. The mission-oriented audit ap-
proach follows this standard of reasonable usefulness with reasonable
accuracy. The scope of the audit evaluation is reported a.nd the criteria
used are enumerated to meet the requirements of valid criticism
described earlier in Chapter III. The Agency uses audit methodology
in the collection and interpretation of evidence, but the audit approach
depends upon audit objectives rather than being limited by available
audit procedures.

Compliance with prescribed policies and regulations are the
primary criteria used by the Agency to evaluate audit evidence. In
terms of the categories set up in Chapter IV, most of these criteria
would be classified as those set by controlling interests. Rules and
regulations are in effect the Army's interpretation of social, economic,
and legal standards. Standards of reasonable managerial skill are used
in evaluating compliance with rules and regulations. The Agency usually

identifies the criteria used in reaching an unfavorable opinion.

Requirements for successful management audits by the Army

Audit Agency. Some of the more important reasons for the development

of management auditing in the Army and for its successful application are

listed below:
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. the absence of profit as 2 measure of the success of

operations.

an attitude of social responsibility for the effective and
efficient application of resources and an acceptance, by
both top management and lower management, of the
philosophy that management activities are subject to audit.

the existance of a structured organization with well defined
duties and responsibilities at all levels of both management
and operation activities.

the development, use, and acceptance of an audit approach
which is useful but not all-inclusive in scope -~ the mission-
oriented audit.

the audit scope is narrowed to a specific problem which
is 1dentifiable and for which specific objectives and programs
can be developed and criteria identified.

the audit examination and audit findings are conducted
with the audited parties' cooperation and full understanding;
no surprise audits or confidential findings.

Limitations of management audits by the Army Audit Agency. The

following list includes some of the more important factors which limit

the effectiveness of the Agency's audits as determined by the foregoing

investigation of Army Audit Agency's activities:

1.

audit subjects are limited to those approved by the
Comptroller of the Army.

audits emphasize compliance with the existing establish-
ment and its regulations rather than the propriety of the
regulations.

audit reports are not made public.

audits are not of sufficient breadth to permit general
evaluation; such audits are not economically feasible.

audits are often limited by time rather than findings
and the emphasis is upon deficiencies.

[RR NN
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6. the Agency must often create and define its own criteria
by which findings are evaluated.

The requirements and limitations of management auditing set out
in this chapter and in subsequent chapters are summarized and con-

clusions and recommendations are presented in Chapter IX of this study.
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CHAPTER VI

MANAGEMENT AUDITS BY THE GENERAL ACCOUNTING
OFFICE x

Sk,

The purpose of this chapter is to investigate the '"comprehensive
audit" conducted by the General Accounting Office and to illustrate the
relationship between the GAO's audit client, scope, responsibility,
services, and the criteria used to draw conclusions from comprehensive
audit evidence. Some criteria actually used in this type of auditing

are listed to illustrate one approach employed to develop and apply

i

management auditing criteria. |
A more detailed analysis of specific audit activities is needed
to support the broad definition of auditing, which includes management i
auditing, used in this study, and to define the role of management
auditing in the general body of auditing theory and practice. This
chapter supports the assumption that criteria for drawing conclusions

about audit evidence obtained in some types of management auditing do

exist and it aids in the understanding of the nature of such audit criteria.
The investigation of the type, nature, and quality of management
audits currently practiced is necessary for any conclusion as to whom,
if anyone, is best qualified to conduct these audits.

The approach used in this chapter is to briefly review the his-
torical background of auditing by the General Accounting Office and
the current status of its management auditing -~ known as comprehensive

auditing. This review is followed by a descriptive analysis of the
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nature of the comprehensive audit client, audit responsibilities, and
audit services. Official audit reports, ''on the job'" audit manuals,
instructions, programs, and other materials are used as sources to
provide information about the nature of comprehensive auditing and to
identify the criteria by which audit evidence is interpreted and audit

opinions reached.

Historical Background of Auditing in the Government and
Auditing by the General Accounting Office

Evidences of auditing can be found as far back in history as the
days of ancient Egypt and records of governmenti auditing in early
English history are numerous. There is evidence that as early as 1298
the reports of the Chamberlain of the City of London were audited by a
committee of aldermen, sheriffs and the mayor. 1 The British Parlia-
ment Acts, 1n 1491, provided for a yearly "inquisition' into expenditures
of government activities for the '"common good. n2 Theearly English
Auditor of Imprest was an unsuccessful attempt to promote government
efficiency and accuracy, but it is significant that the office was re-
placed by a Board of Commissioners with similar duties rather than
abolished. It can be reasoned that the successful use of government

auditing to control government operations for the '"common good' led to

1

A. C. Littleton and V. K. Zimmerman, Accounting Theory:
Continuity and Change (Englewood Cliffs, New Jersey: Prentice-Hall,
Inc., 1962), p. 103.

2Richa,rd Brown, A History of Acoounting and Accountants
(Edinburgh: T. C. & E. C. Jack, 1905), p. 81.
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the audit requirements of the early English Companies Acts controlling
private companies which assumed public responsibility.

Early English auditing is usually cited as evidence of the first
developments of professional auditing by public accountants; however,
this auditing is also evidence of the early development of internal auditing
and governmental auditing. Since government auditing deals with a
"captive client" who is not audited by his choice, such audits need not
be immediately justified in the economic market and may go beyond those
practices proven to be economically feasible. The English Manor Sys-
tem was basically a government system and the historical precedent
for government audit practices to be the forerunner of new developments

in the general field of auditing may be applicable at the present time.

Early Government Auditing in the United States and the Formation
of the General Accounting Office

An act of the First Congress of the United States, in 1789,
provided for a public official described as an auditor. The auditor's
duties were to receive all public accounts, examine them, certify the
balances and transmit them with vouchers and certificates to the
Comptroller for his decision thereon. 3 This centralized voucher audit
continued to be the main function of Federal Government auditors until

the mid-1940's. The Federal Government audit duty was vested in the

3C. Aubrey Smith, Internal Audit Control (Austin, Texas: The
University Co-operative Society, 1935), pp. 198-99.
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executive branch from 1798 until 1921, at which time it was transferred

to the legislative branch. *

The General Accounting Office was created by the Budget and
Accounting Act of 1921 and was placed in the legislative branch of the
Government. Some of the more important provisions of this act are:

1. the Comptroller General is empowered to investigate all
matters relating to the receipt, disbursement and applica-
tion of public funds.

2. the Comptroller General is to make an annual report to
Congress in writing which reports his work and recom-
mendations for improvement.

3. the Comptroller General shall make any special investiga-
tions ordered by Congress.

4, the Comptroller General shall report upon the adequacy and
effectiveness of the administrative examination of accounts
in government departments and establishments and actions
of government fiscal officers.

5. all governmental departments and establishments shall
furnish the Comptroller General with such information concern-
ing powers, duties, activities, organizations, financial
transactions and methods of business as he shall require
and he shall have access to all records, documents, etc.
necessary for his examination.
This 1921 act and subsequent acts give the Office broad powers to in-
vestigate all matters relating to the receipt, disbursement, and applica-

tion of public funds and to make recommendations for improving the

economy and efficiency of government operations. The 1921 Budget

4Uni‘ced States General Accounting Office, Accounting and
Auditing Developments in the United States General Accounting Office
(U.S. Government Printing Office, Washington: 1957), pp. 3-4.

5C omptroller General of the United States, 1964 Annual Report
(Washington: U.S. Government Printing Office, 1964), pp. 450-51.
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and Accounting Act is cited in all current audit reports as the authority

to conduct audits and report thereon.

Auditing Developments by the General Accounting Office in
the 1940's and 1950's

The Office continually expanded its audit work after 1921 and since
World War II 1t has de~emphasized the traditional centralized voucher
audit. Congressional Acts of 1945 and 1949 re-emphasized the GAQO's
responsibility to the legislative branch of government and, ina 1950 act,
the Comptroller General was designated an agent of Congress. 6 The
Government Corporation Control Act of 1945 required the General Ac-
counting Office to conduct '"independent, ' "professional" financial state-
ment audits of the Federal Corporations. The successful accomplish-
ment of these audits is credited with causing the extension of similar
types of audits to other government agencies. 7 The various Acts of
Congress set out other duties, such as the establishment of government
accounting systems and the settlement of government claims, but only
those duties related to auditing are considered in this investigation.

The concept of a comprehensive audit began to appear soon after

corporation financial types of audits were used in government agencies.

The following passage from a GAO publication of 1957 explains this

6Robert B. Lewis, Editor-In~Charge, "General Accounting

Office, Background, Organization and Functions,' The Federal
Accountant, V. XIV, No. 4 (Summer, 1965), pp. 116-~118.

7Unitecl States General Accounting Office, op. cit., pp. 7-9.
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development:

It soon became apparent that the scope of the corporation
audits needed expansion, if we were to fully discharge our
audit responsibilities in the agencies and produce the proper
reports for the Congress. These expanded audits in the
agencies are called ""comprehensive audits. " In 1949 the
Comptroller General announced the comprehensive audit
program as the basic audit policy of the office. The Accounting
and Auditing Act of 1950 gave official recognition to this
policy by incorperating its basic principles into legislation.

The 1950 Accounting and Auditing Act is cited in all audit reports, except
normal corporate financial audits, as its authority for conducting com-

prehensive audits and reporting thereon.

Current Status of Comprehensive Auditing by the
General Accounting Office

The Accounting and Auditing Division of the Office is engaged in

audits and investigations into the manner in which Government agencies
discharge their financial responsibilities. Agencies' finangial respon-
sibilities are defined as, ''the expenditure of funds and the utilization

of personnel in the furtherance only of authorized programs or activities
and the conduct of programs or activities in an effective, efficient and
economical manner. n? Comprehensive audits emphasize both the
aspects of agency operations which are suspect or found to require cor-
rection or improvement and the means of accomplishing improvements.

The GAO's Comprehensive Audit Manual states that, ''the effective

8Ibid., p- 9.
9Lewis, op. cit., p. 125.
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carrying out of our audit responsibilities requires the prompt reporting
1

of audit findings and related recommendations to the Congress, . . ." 0

Comprehensive audits are not intended to lead to reports on the

effectiveness or efficiency of total government operations, nor on the

total operations of any one government agency. Rather, the examinations

and reports are directed toward specific activity or program areas of an
agency or department. The Office's audit manual describes the direc-
tion of its audit effort as follows:
The breadth and depth of our Governmental audit interest and
responsibility in relation to our resources require the most
efficient utilization of available staff. . . . Except as other-
wise required by statute, external request, or other factors
beyond our control, our basic audit policy is to direct avail-
able resources and talents to the areas in which they can be
most effectively used to fulfil the greatest apparent need and
benefit to the Government. 11
In 1964 testimony before a House Committee, the Comptroller General
presented the basic audit philosophy as application of its manpower
resources to those aspects of agency operations with management weak-
nesses as evidenced by unnecessary waste, losses, and expenditures,
and to report all significant findings.
S -

The current status of comprehensive auditing by the General

Accounting Office is dynamic rather than static and the expanding scope

of auditable subject matter ranges from reporting unsafe working condi~

tions in General Service Administration storage areas to reporting

0Unii:ed States General Accounting Office, ""Comprehensive
Audit Manual, Volume I'" (Unpublished), p. 2-1.

Umid., p. 2-2.
12Lewis, op. cit., p. 128.
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errors in pricing government contracts. The expansion of audits has
not been without some objections. Recent critics have claimed that, by
evaluating managements' decisions after the fact, the GAO leaves an
undue stigma of "bumbling managment.' In reply the Comptroller General
stated that the Office tries to carry out its responsibilities to the best
of its ability in a fair and impartial manner and that he does not see
how the unfavorable reflection upon the agency or contractor under audit ,
can be avoided if the General Accounting Office carries out its duties as
Congress intends. 13 The broad interpretation of audit responsibilities
by the General Accounting Office includes any examination or review of
an activity after the fact which will provide information for a report on

the effectiveness and efficiency of the use of public funds.

Audit Responsibilities of the General Accounting Office

Comprehensive auditing, like any other type of auditing, can be
described in terms of the responsibility to users of audit results. Audi-
tors are directly or indirectly responsible to all audit report users and,
as the first step in the analysis of comprehensive auditing, the pattern
of this responsibility is investigated. The General Accounting Office
is an agency of Congress and directly responsible only to Congress;

however, indirect responsibility covers a broad range of report users.

13'I‘he Journal of Accountancy, V. 120, No. 2 (August, 1965),
pp. 9-10.




160
The order used in this description of responsibilities to users of
audit results does not necessarily represent a ranking in the degree of
audit responsibility. It generally represents the relative size of audit
user groups and the relative diversity of usages. This description of
audit responsibilities also includes some consideration of the various types
of audits conducted by the General Accounting Office which are covered

in more detail later in this chapter.

Responsibility to the Public

As an agency of the Federal Government, the General Accounting
Office is indirectly responsible to the general public. The Comptroller
General is appointed by the President with the advice and consent of the
Senate and the agency itself is an arm of Congress. Audit refuorts to
Congress are public documents, and are used by the general public.
The major wire services have a standing order for a copy of all GAO
reports to Congress to make this information available to the public
through associated newspapers. The exercise of control over audit
activities by the general public is indirect by way of elected congressional
representatives, but general congressional interests, as they express
public opinion, can affect audits by the General Accounting Office.
Generally the nature of comprehensive audit investigations and reports
on governmental deficiencies lead to public interest, public usage of

audit reports, and, therefore, public responsibility.
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Responsibility to Congress

The General Accounting Office's basic audit respansibility to Congress
comes from the 1921 Budget and Accounting Act of which Section 312 states:

The Comptroller General shall investigate, at the seat of
government or elsewhere, all matters relating to the receipt,
disbursement, and application of public funds, and shall make
to the President when requested by him, and to Congress at
the beginning of each regular session, a report in writing of
the work of the General Accounting Office . . . . In such regular
reports, or in special reports at any time when Congress is 1n
session, he shall make recommendations looking to greater
economy or efficiency in public expenditures.

He shall submit to Congress reports upon the adequacy and
effectiveness of the administration of accounts and claims in the
respective departments and establishments. 14
The GAO's audit manual describes the General Accounting Office

as a nonpolitical, nonpartisan agency created by Congress to act in its
behalf in examining the manner in which executive agencies discharge
their financial responsibilities with regard to public funds made avail-
able to them by Congress and in recommending ways of improving the
efficiency and economy of public expenditures. 15 The majority of the
final audit reports go to both Houses of Congress and are formally ad-
dressed to the President of the Senate and the Speaker of the House of

Representatives. In the fiscal year 1965, 245 such reports were made

to Congress.

14United States General Accounting Office, "Comprehensive Audit
Manual, Volume I" (Unpublished), pp. 1-1 and 1-2.

15United States General Accounting Office, "Comprehensive Audit
Manual, Volume II'' (Unpublished), p. 1-2.
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The GAO is also required to make any investigation ordered by
either House of Congress or any Committee dealing with revenue, ap-
propriation, or expenditure, 16 In actual practice audits are performed
by request of any Committee of Congress and reports are made directly
to that Committee or to Congress as a whole. Although any audit author-
ized by the various acts may be performed, in actual practice, those
audit topics which are not of current interest to Congress do not reach
the report stage. The GAO looks to Congress for its authority to operate
and for its operating funds; therefore, audits tend to be tailored by

current congressional interest.

Responsibility to Individual Congressmen

The General Accounting Office is responsible to individual con-
gressmen -- Representatives and Senators ~- because these individuals
control the actions of Congress as a whole and more importantly because
the GAO acts as a special investigating agency for congressmen. These
special investigations are described in more detail later in this chapter
as one type of comprehensive audit. The reports, which are a result
of these investigations, are in the form of a private letter to the request-
ing congressman. The reports are the private property of the congress-
man and, as such, may not necessarily be publicly circulated. The
direct responsibility for these reports is to the congressman who has
requested the investigation. From discussion with GAO personnel, it

appears that these special investigations receive top priority in

16!_b_i£c’ po 1"16'
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scheduling and assignment of auditors.

Responsibility to Executive Agencies

Comprehensive audit reports are directed to cabinet level depart-
ments, to top agency officials, or to local department and agency officials
when the audit findings and the recommendations are not considered sig-
nificant enough for a report to Congress. Some audits, such as payroll
audits, are of such a nature that reports are submitted to local agency
officials regardless of the audit findings. 17 In these audits, the General
Accounting Office is responsible to department and agency officials for
accurate and useful reports. Operating policies require a discussion of
audit findings with appropriate agency officials when any apparent defi-
ciencies are found. 18 Written communications and other agency comments
concerning either disagreements with audit findings or corrections made
are included in many audit reports to Congress. The GAO's basic respon-
sibility to executive agencies and departments is to maintain an objective
approach to any deficiencies found and to provide equitable treatment

to agency views.

Responsibility to Government Contractors

The General Accounting Office frequently audits the cost records

17Uni‘ced States General Accounting Office, '"Comprehensive Audit
Manual, Volume I'" (Unpublished), p. 6-2.

181bid- ] p- 8-25-
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of Government contractors to detect any over-charges to the Government.
This type of audit will be considered in more detail later in this chapter.
The audit authority in these investigations is regarded as an extension of
the audit of a Government contracting agency and the audit findings usually
deal with inadequate contract cost reviews by the Government agency and
possible refund claims against.the contractor. The audit responsibility
to contractors is similar to the responsibility to agencies; that is, to dis-
cuss audit findings with appropriate officials of the contractor and to
include the contractor's comments in the audit report. 19 The GAO is

not responsible for obtaining refunds, but is responsible for making
recommendations to the appropriate Government agency. Discussion
with GAO personnel indicates they feel they are responsible for a
reasonable approach to contract audits because these audits usually af-
fect major industrial companies whose opinions can affect congressional
attitudes toward GAO operations. The responsibility is for reports
which are fair and equitable to both the contractor and the Government

agency involved.

Internal Orpganizational Responsibilities

The General Accounting Office, like other auditing organizations,
has a system of internal organizational responsibilities. The organiza-

tion of the Office was set up with advice from the larger CPA firms and

19Unlted States General Accounting Office, "Comprehensive
Aud1t Manual, Volume VII," p. 1-7. (Unpublished)
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follows a pattern like that of a CPA firm in which the junior auditor is
responsible to a senior, the senior to a manager; the manager to a
regional director and the regional director to the Washington office.
Audit reports are issued by either a regional director of the Comptroller
General; however, all reports are cleared through the central office in
Washington, D.C. All audit reports are reviewed by the Accounting and
Audit .Policy Staff, the General Legal Council and the Comptroller
General's staff. 20 The internal responsibility is met through a system
of numerous checks and reviews before accepting external responsibility

by reporting audit results.

Subject Matter of Audits by the General Accounting Office

The GAO is charged with the specific responsibility of auditing
Federal agencies and in practice this. responsibility has been extended
to include the audit of any area of Government operations which will
improve the effectiveness and efficiency of the use of public funds.
Comprehensive audits of agencies are called civil audits; comprehensive
audits of Government contractors are called contract audits; and com-
prehensive audits of other areas requested by Congress are referred

to as special investigations.

Comprehensive Civil Audits

The laws providing authority to audit Federal agencies do not

zolbidOJ pp- 3""4‘t0 3"7.
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establish the required frequency of audit nor do they identify specific
agency activities to be audited. Certain Federal activities are excepted
from audit review, for example the Federal Reserve Board, Federal
Reserve Banks, the Comptroller of Currency, tax return files of the
Internal Revenue Service, treaty expenditures of the Department of State,
the White House Office, the Central Intelligence Agency, the Federal
Bureau of Investigation and others of a similar confidential nature are
not audited. 21 In all other Government agency activities the GAO's
official policy for directing audit effort is '"to direct available resources
and talents to the areas in which they can be most effectively used to ful-
fill the greatest apparent need and benefit to the Government. n22 Detail
description of the steps taken to select the particular activity within an
agency will be considered later in this chapter. From discussion with
personnel of the General Accounting Office, it appears that the general
selection of the agency, and the activity within that agency, to be audited
is based upon: (1) an attempt to audit all subject agencies on a reason-
ably regular basis; (2) knowledge of current areas of interest to Congress
and specific congressional requests, (3) audit findings in one area which
indicate the possibility of similar deficiencies in other agencies or 1in
other areas; (4) attempts to review new congressional programs early to
identify possible future trouble areas; and (5) other ideas by audit

personnel. With the exception of those areas excepted by law, T

1United States General Accounting Office, "Comprehensive
Audit Manual, Volume I'"" (Unpublished), pp. 14-3 and 14-=4.

221hid., p. 2-2.
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comprehensive audits are directed at all levels of Federal agency activi-

ties.

Comprehensive Contract Audits

In connection with reviews of Federal agencies which negotiate
and administer contracts, the General Accounting Office audits nego-
tiated contracts at contractors' and subcontractors' plants. The Federal
Property and Administrative Service Act of 1949, as amended, provides
that:

All contracts negotiated without advertising pursuant to
authority contained in this Act shall include a clause to the

effect that the Comptroller General of the United States or

any of his duly authorized representatives shall until the

expiration of three years after final payment have access to

and the right to examine any directly pertinent books, docu-

ments, papers, and records of the contractor or any of his

subcontractors engaged in the performance of and involving
transactions related to such contracts or subcontracts.
In fulfillment of this act, a substantial portion of the subject matter of ¥
comprehensive audits consists of the records of Government contractors
concerned with costs charged the Federal Government. The selection

of the contractors to be audited, in actual practice, is similar to that

of civil audits, and the approach used in these audits is described in

more detail later in this chapter. The GAO is also authorized to audit
the records of recipients of Federal financial assistance. These audits
are similar to contract audits when applied to grants to institutions for
specific projects and they are similar to civil audits when applied to

23hid. , p. 14-3.
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grants to operating state agencies such as State Employment Agencies.

Special Investigations

These investigations are the result of special assignments by
individual congressmen or congressional committees and the audit subject
matter is specified in the assignment. However, the General Accounting
Office is free to determine the scope and extent of audit work done, the
approach used, and the type of report i1ssued. 24

Since these investigations are of a confidential nature, they can-
not be included in this study. Discussions with GAO personnel revealed
that these investigations treat a wide range of financial and non-financial
Government activities. Also, any request for an investigation for which
the report may have political overtones is either refused, delayed until
after an election, or, if significant, treated as a civil or contract audit.
In investigations which areof political significance, the General Accounting
Office considers itself primarily responsible to Congress as a body and

secondarily responsible to individual congressmen.

Comprehensive Audit Services of the General
Accounting Office

This section considers the general audit approach and the specific
audit procedures used in a comprehensive audit examination. This
description is in more detail than is indicated in general statements
of official policy such as, '"examining the manner in which Government

24114, , p. 15-1.
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discharge their financial responsibilities.!" The factors to be

considered are: the general approach to comprehensive audits; the audit

work done in each phase of a comprehensive audit; and the limitations of

the comprehensive audit.

Basic Approach to Comprehensive Auditing

The instructions to audit personnel list six basic principles which

underlie the nature of their comprehensive audit work. Briefly these

principles are:

1.

audits are analytical and critical examinations of agencies
and their activities and are not restricted to accounting
matters or to books, records and documents.

. audits emphasize known or suspected weaknesses such as

ineffectiveness, inefficiency, waste and extravagance,
failure to comply with laws, etc.; however, reports
should be balanced by recognizing favorable findings.

. the technical nature of an operation does not remove it from

the scope of audit. Technical advice may be used when
needed.

. the starting point in the review of any operation is to find

out how the agency itself performs the operation.

good accounting records are nota prerequisite for an audit
and the discharge of management's accounting function is
subject to audit review.

. audits disclose improper transactions but more importantly

individual transactions are to be used to demonstrate
faulty practices and to promote constructive suggestions.

In applying these audit principles it is impractical, except in the smallest

agencies,

to review all important activities of an agency at the same

25

Ibido ’ pp- 2-7 and 2-80l
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time. Since the GAO feels the most important part of its audit work

is to dei;elop specific information about an operating activity which is of
concern to appropriate officials, 1t intentionally concentrates audit work
on the investigation of deficiencies rather than on general evaluations.

General comprehensive audit objectives include factors such as
whether the agency is conducting only those activities or programs author-
ized by Congress, whether the programs still serve the original intended
purpose, whether the programs are effectively and efficiently administered
in accordance with applicable laws and regulations, whether resources
are effectively and efficiently utilized and properly accounted for, and
whether adequate reports are prepared. 27 Since the complete attainment
of the general objectives in any one audit assignment is seldom possible
a set of specific objectives for a particular audit examination is es-~
tablished. These specific objectives must be attainable and be within
the framework of the general objectives.

Some of the factors considered in reaching a decision on the
nature, direction,and intensity of audit effort are: (l) statutory audit
requirements, (2) congressional interests and requests, (3) potential
significant adverse findings, (4) importance of an activity, and (5)
capacity to develop findings into a useful report. The specific area
of audit inquiry is chosen by the GAO and one basis for the choice is
that which will result in a significant audit accomplishment. There are

26Ibid¢ F} pn 8“1 .

27Ibid. » PP. 2-1 and 2-2.
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three types of audit accomplishments that should result from a compre-
hensive audit:

1. Improvements -~ Changes in methods, procedures, or
operations which result in greater efficiency or economy .

2. Collections -- Recoveries of money erroneously or im-
prudently paid out. . . .

3. Prevention of improper or unnecessary expenditures --
Dollar amounts which would have been erroneously or
imprudently paid out had we not called attention to the
matter, 28

After the agency or contractor to be audited has been selected,
the GAO selects the particular activity to be examined and establishes
the specific audit objectives. The phases of the audit examination, as
described below, further narrow the scope of the audit subject matter.
The basic approach to comprehensive auditing is to emphasize specific
audit findings, and in practice, these are usually adverse findings.
Since almost all adverse findings are contested by the auditee, com-
prehensive audits tend to report only those findings which can be
factually supported and, in the case of contractors, only those findings

in which there was '"prior knowledge'" of erroneous costs.

Phases of Comprehensive Audit Examinations

The detail comprehensive audit examination of an activity or
operation is conducted in three phases: the preliminary survey, the
preliminary review, and the detail examination. While in actual

practice it is difficult to tell when one phase ends and another begins,

28

Ibid., pp. 17-17 and 17-18.
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the objectives of each phase are different. The purpose of the three phase
approach is to narrow the subject matter of the audit examination to the
point where specific, factually supported, reportable audit findings can

be developed.

Preliminary survey phase of comprehensive audits. This phase is

the first approach to the audit of an agency, contractor, or activity. Of-
ficial policy describes this phase as:

Obtaining general working information on the agency or
activity component under audit for use and reference in con-
ducting the audit and as a general basis for planning the
specific work to be done. 2%

Audit personnel described audits at this phase as consisting of a "tentative
audit case with indefinite potential.' During this survey, auditors collect
considerable data at random in an effort to pinpoint a major problem
area, if any exist.

The general subject matter for a preliminary survey includes:
applicable laws, regulations and contracts; history of the agency; or-
ganization structure; nature of dollar investment; financial system and
information; general policies; operating methods; and any unsolved
problems. 30 The auditor obtains a working knowledge of important
aspects in as short a time as possible. Usually more experienced
auditors conduct this phase and a preliminary survey may take from
three to five months to complete. A preliminary survey may not lead

29Mbid. , p. 2-4.
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to a detail audit and any audit examination halted at this stage results
in a memorandum to file summarizing the work done and the reason for
stopping the examination. Since these surveys are not public informa-

tion, none of the '"closed-out" files were reviewed for this study.

Preliminary review phase of comprehensive audits. In this audit

phase the auditors obtain practical working information on how an ¢
agency's systems and procedures in a specific area actually work and

how effective they are. Possible weaknesses needing further examination

are identified. A major part of this audit phase is the review of manage-

ment controls. The objectives of the review of management controls

include determining whether the policies, procedures, and practices

followed comply with statutory requirements; whether the system of

procedures and controls results in efficient and economic operations ‘
conducted in accordance with top management's policies; and whether

the system provides satisfactory control over costs, receipts, resources,

etc. 31

The preliminary review serves the function of selecting the

subject matter to be examined in the detail audit. It further narrows

[Pt T

the audit subject matter and usually develops a '"firm problem case."

To accomplish this concentration of audit subject matter, a number of
specific transactions in the problem areas are examined. General
Accounting Office audit personnel describe this phase as the development

of two or three aspects of the major problem, identified -

311hid., p. 6-3.
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in the preliminary survey, to find one substantial point which can be
developed and reported. Detail audit programs, often based on a
sample case, are prepared at the close of this review phase to be used

in the detail examination. This phase may take up to three months to

complete and is usually combined with the beginning of the detail examina-

tion. Audits are seldom closed out at the end of the preliminary review
phase; however, the findings of this phase often control the decision on

the level of report to be prepared.

Detail examination phase of comprehensive audits. Detail ex~

amination procedures are the means of attaining the audit objectives
established for a particular assignment. The audit program, developed
in the preliminary review, specifies the audit subject matter, the type
and quantity of evidence to be collected, the type of finding to be
developed, and the nature of the audit report to be prepared.

! Since the scope of the audit is established in the first two phases,
the detail examination is primarily the collection of audit evidence from
which opinions and conclusions can be reached and recommendations
developed. The basic types of evidence collected are physical, docu-
mentary, testimonial, and analytical. The GAO's audit manual
describes the collection o0f evidence in the detail examination as
including:

. such operations as inspecting records and files, and
analyzing, checking, verifying and confirming the informa-
tion contained in them to the extent determined to be adequate

and appropriate for the purposes of the audit. Such examina-
tion work also embraces the operations of obtaining information

RS
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by means of interviews and physical inspections or con-
tacts. 32

The audit evidence collected, the record of audit work done, and the con-
clusions reached in the development of audit findings are fully documented
in audit working papers which are prepared as the work is performed.
The audit working papers also include background information such as
the applicable laws, regulations, or contracts.

Eight steps are used in the process of developing the findings on

an important weakness or deficiency.

—

. identifying specifically what is deficient, defective, etc.

2. determining whether the deficiency is an isolated instance
or a widespread condition.

3. determining the effects of the deficiency.
4. ascertaining the causes for the condition.

5. 1dentifying lines of authority and responsibility concerned
with the operations involved.

6. identifying and resolving applicable legal questions.

7. obtaining comments of persons or organizations directly
involved who may be adversely affected by a report.

8. determining possible courses of corrective action to be
recommended. 33

All audit findings are factually supported in audit working papers and
at the close of the detail audit examination a formal report is prepared

from the evidence accumulated and conclusions reached. Since there

20hid., p. 7-1.
33 .
Ibid., p. 8-6 and 8-7.
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is no set opinion and report format that can be used on most audits, the
finished report draft goes through an extensive internal review process
at both the regional and national levels.

Comprehensive audit reports are in the nature of a control using
the principle of exception in which only exceptions -- deficiencies ~- are
audited and reported for corrective action. This audit of exceptions prin-
ciple is used to attain efficient utilization of audit resources. GAO audit
personnel indicated that they have no suitable "yardstick' by which to
evaluate total management and that this evaluation would be uneconomical.
Personal opinions on the quality of management are often formed but
they cannot be supported by factual evidence either because the evidence

does not exist or because it cannot be evaluated.

Criteria Used to Evaluate General Accounting
Office Comprehensive Audits and Auditors

The audit standards by which the quality of audits and auditors
can be judged are established by official policy statements and by operat-
ing procedures. The standards of quality and adequacy of audit work
performed should not vary. Although the specific audit procedures do
vary in different audit assignments, the choice of proper audit pro-
cedures is included in audit standards. 34

Operating procedures of the General Accounting Office which

control the quality of an audit come from the audit report requirements.

34Ibid0, po 3'1.
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Audit report reviews by the audit managers at the operational level and
by the Comptroller General's office at the policy level are effective con-
trols of audit quality. These reviews include consideration of policy,

report tone, accuracy, adequacy, and appropriateness of audit evidence,

and use of factual, objective evidence to support findings. Working papers,

which accumulate audit evidence and record audit procedures used, are
used to review audit reports and to provide information for the control
of audit quality. Audit programs, which are prepared in detail and re-
viewed before the start of a detail audit examination, also provide con-
trol over the detail examination phase of an audit.

The General Accounting Office has adopted an official set of audit
standards which are similar in nature to those adopted by the American
Institute of Certified Public Accountants. These audit standards are pre-
sented in three groups: general or personal standards, standards of field
work, and standards of reporting. These standards, unlike those of
the AICPA, are stated so as to recognize the particular comprehensive
audit objectives which go beyond the expression of an opinion on financial
statements. They are oriented toward Government activities and or-
ganizations, and, like most Government operating policies, are quite

specific. The next few paragraphs summarize these audit standards as

found in the GAO's Comprehensive Audit Manual. ?5

)

351bi.dt, ppo 3"1 tO 3"8-
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General or Personal Audit Standards of the General
Accounting Office

These standards include: (1) adequate training and proficiency;
(2) an independent and objective attitude; and (3) exercise of due profes-
sional care. Adequate training and proficiency standards include personal
characteristics such as initiative and acceptance of responsibility; auditing
skills in planning and conducting audits; and knowledge of GAO and other
Government operations in budgeting, accounting principles, and various
laws and regulations. Independence and objective attitude standards refer
to the auditor's organizational independence from the activities audited;
avoidance of participation in agency policy formulation; and the require-
ments for objective audit evidence which will portray a situation as it
actually exists, not as the auditor would like it to be. From discussion
with GAO audit personnel, it appears that any audit in which there is a
question as to the validity of the findings would be considered sub-
standard and would be improved before a report was issued. Due pro-
fessional care standards include both the choice of appropriate audit
procedures and the application of these procedures.. As a minimum,
the choice of procedures should include consideration of: (1) what is
necessary to attain audit objectives; (2) the relative importance of dif-
ferent audit subject matter; (3) the effectiveness of management controls;
and (4) the cost of audit work relative to benefits derived. All audit
findings must be based upon an objective evaluation of fully supported
facts obtained or developed in the audit and all reports must conform

with reporting standards.




179

Standards of Audit Field Work of the General Accounting Office

These standards consider adequate planning and proper supervision
of audit work as well as general statements of the basic operations neces-
sary for comprehensive audits. The standards for measuring the quality
of audit work performed include:

1. a study of pertinent legislative history to determine the
purpose, scope, manner of conduct, extent of authority,
etc. of the agency being audited.

2. a review of the policies of the agency under examination
for conformity with laws and for appropriateness for carrying
out authorized activities effectively, efficiently and
economically.

3. a review and test of an agency's administrative system and
practices for effectiveness in promoting compliance with
policy, compliance with laws and regulations, operating
control and efficiency, accurate accounting reports, etc.

4. the full development of any significant information necessary

to support and present any findings, conclusions, and
recommendations.

Standards of Audit Reporting of the Genera.iAccountingr Olffice

Audit reports to Congress must cover all matters required by
law and contain the information necessary to inform Congress on the
results of the audit work in Government agencies. All subjects included
1n reports must be significant, accurate, and supported by facts. The
reports must be objective, complete, constructive, and timely to enable
Congress to act effectively on matters requiring attention. In addition
to these general reporting standards, specific report format require-

ments and review procedures are prescribed in a Comprehensive Audit

Report Manual.
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The quality of an audit is no better than the quality of audit per-
sonnel employed at both the operating and supervising levels. It is
not within the scope of this study to judge the quality of audit personnel,
although some measure may be obtained from the fact that about twenty
percent of the accounting, auditing, and investigating staff of the General
Accounting Office are CPA's, 36 and that GAO experience will partly or
fully satisfy CPA experience requirements in several states. 37 The
approach in this section has been to describe some of the criteria used
to evaluate comprehensive audits and auditors. Discussions with GAO
audit personnel and a review of audit policies, programs, and working
papers indicate that the review requirements and the emphasis on factual
support for all conclusions reached do result in quality audit reports.
However, there is no way to evaluate the audit decisions about the scope
of audit subject matter and audit reports except by the fact that there
is final responsibility to Congress and the audit work must satisfy

Congress.

Criteria Used to Interpret Comprehensive Audit
Evidence

In Chapter IV, five general categories of standards were
described as applicable to the evaluation and interpretation of manage-

ment audit evidence. The objective of this section is to describe the

36Cornptroller General of the United States, op. cit., p. 8.

37Ellsworth H. Morse, Jr., ""The Case for Accepting GAO Ex-
perience, ' The Journal of Accountancy, V. 109, No. 6 (June, 1960),
p. 61,
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criteria actually used in GAO comprehensive audits in terms of these
general categories, and to illustrate the interpretive criteria that are
currently used in this type of management auditing. The approach used

is to consider both those criteria suggested in the GAO's Comprehensive

Audit Manual and those criteria used to support the opinions and con-
clusions appearing in audit reports. Reports on special investigations for
congressmen are confidential and, therefore, not included ag a source of
criteria used in audit reports.

GAO audit personnel indicated that they use four basic types of
criteria to interpret comprehensive audit evidence and draw conclusions
thereon. These four types of criteria are;

1. laws and regulations applicable to the particular activity
being audited.

2. Agency's or contractor's self-imposed criteria through
stated objectives, policies, procedures, etc.

3. Common knowledge of what constitutes acceptable principles
of good management.

4. GAO created criteria supported by actual examples.
The quantity of audit evidence needed to reach an opinion varies with
each of these four types of criteria, The least evidence is needed for
those criteria based upon laws and regulations and the most evidence is
needed for those criteria developed by the GAO. One of the functions of
the numerous internal reviews of audit reports is to determine whether
the audit evidence collected is of sufficient quantity and quality to
support the conclusions reached considering the type of interpretive

criteria used. Some auditors tend to overreach their evidence and the

ey
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internal audit report reviews lessen the possibility of this happening
in the final audit report. Comprehensive audit criteria are classified
and described in the balance of this section by using five general
categories of social standards, economic standards, legal standards,

standards of controlling interests, and standards of management skill.

Social Criteria Used in Comprehensive Audits

There is little distinction between the social criteria, legal cri-
teria, and criteria of controlling interests used in comprehensive audits.
Congress is an agency of the public which makes laws and which contJ:ols
the General Accounting Office; therefore, Congress is the public repre-
sentative which enforces social standards, establishes the law used as
legal criteria, and controls the operations of Government agencies. As
used here, social criteria include only the interpretive criteria used in
comprehensive audits which have not been formally recognized by Congress.
Social criteria include the criteria for determining, '"whether the agency's
practices result in promoting or protecting the interests of the govern-
ment, all factors considered. n38 Most social criteria used are GAO
created criteria and are well illustrated in audit reports by case exam-

ples. When the GAO expresses comprehensive audit opinions in areas

of public policy where it is not considered an expert, the basis of the

8United States General Accounting Office, '""Comprehensive
Audit Manual, Volume I'" (Unpublished), p. 6-3.
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opinion must be clearly presented. Third parties will not accept con-
clusions and recommendations merely because they are stated. 39

In actual reporting, public policy opinions are infrequent and
are based upon well illustrated examples. Some of the criteria used are:
(1) unnecessary expansion of Government activities in taking over activi-
ties adequately performed by private interests, (2) impairment of tactical
military readiness; (3) danger to personnel from poor safety conditions
in storage areas; and (4) inadequate public protection in the commodities
futures market. Social criteria are often developed from comparisons
with other activities in either Government or private operations. Social
criteria for interpreting the evidence found in the commodities futures

market was developed from knowledge of the Securities and Exchange

Commission's experience with the stock market.

Economic Criteria Used in Comprehensive Audits

In its broadest sense, economics refers to the allocation of
scarce resources to satisfy unlimited wants and, in this broad sense,
economic criteria would include all factors used to form opinions about
Government related activities. However, the term economic criteria
is used here in a more restricted sense to refer to the evaluation of the
economical use of resources as measured by the outlay of public funds.

Laws and regulations usually require the economical use of public

3bid., p. 8-5.
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funds and are the most common economic criteria used by the GAO to
interpret audit evidence and form an opinion thereon. Some of the factors
considered in audit reports are: (1) maintenance of land uneconomically
in excess of needs and contrary to laws and regulations; (2) failure to
negotiate the best price on a contract as required by law; (3) excessive
costs to the Government on contracts based upon the requirement for
fair and reasonable prices in public law #87-653, and (4) excessive build-
ing costs 1n public housing contrary to legislative regulations. Self-imposed
economic criteria of agencies and contractors are used to interpret
audit evidence in instances such as the loss of receipts due to the
Veteran Administration's failure to follow its own policies 1n collecting
defaulted housing loans and uneconomical procurements by the govern:
ment due to various agencies' failures to implement contract review poli-
cies on negotiated contracts. In these findings the conclusions are
drawn from the policies and procedures established by the agencies
under audit.

General management principles and GAO created economic cri-
teria consider factors such as duplication of effort, ineffective or waste-
ful utilization of resources, and work backlogs. 40 Examples of this
type of economic criterion used in audit reports are: (1) general prin-
ciples of accuracy applied to errors in computing contract costs;

(2) general commercial storage rates compared to those paid by the
Government; (3) general principles of least cost used in comparing

4OIbido 3 p' 6-3-
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prices paid to a contractor for an item with prices paid by other customers
of the contractor; and (4) general principles of reusing shipping containers
when it is economical as determined by comparisons with practices of

similar commercial activities.

Legal Criteria and Control Requirements Used 1n
Comprehensive Audits

The two categories of legal and control criteria are combined
because the controlling interest in the audit client of the General Ac-
counting Office is the Government which also makes the laws and es-
tablishes the regulations which form the legal criteria used to interpret
audit evidence and form opinions thereon. Legal criteria are applicable
in audits of all areas of Government operations and they form a part of
the categories of economic standards and standards of managerial skill.
Some of the specific legal criteria to be used are identified in the

Comprehensive Audit Manual. These are: the statutory requirements

for accounting systems and internal control established by the Budget
and Accounting Procedures Act of 1950, the bulletins of the Bureau of
the Budget, the report requirements of the Treasury Department, and
the regulations of the General Services Administration and the Civil
Service Commission. 4l Other examples of legal criteria used to
interpret audit evidence for audit reports are: (1) Public law #87-653

used as a basis for opinions on the procurement policies of Government

1
*lipid., pp. 11-6 and 11-7.
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agencies; (2) Federal laws governing parking policies used to evaluate
GSA parking policies and activities; (3) Laws authorizing FHA loans
used to form an opinion on FHA refinancing activiéies; and (4) Laws

controlling grants-in-aid used to form opinions on the allocation of

school facility costs in urban renewal programs.

Criteria of Reasonable Management Skill Used in
Comprehensive Audits

The General Accounting Office forms opinions on managements'
skill in the application of appropriate laws, regulations, and policies
as well as on managements' decisions not specifically considered in
regulations. When using this type of criteria to form an audit opinion
the auditor must assume the burden of proof and the proof must come
from evidence of management's prior knowledge at the time the decision
was made. The comprehensive audit manual states that '"We should not
be critical of a decision unless we can show that it was clearly inap-
propriate on the basis of information available at the time the decision
was made. n42 Another section of the audit manual provides the follow-
ing limitation on criticism of management's abuse of its discretionary
powers:

On the other hand, in exercising their discretionary powers,

agency officials may make decisions with which we disagree.

We should not be critical of these decisions if they appear to

have been based on adequate consideration of the facts avail-

able at the time, and also were reasonable in the light of these
facts. Nor should we be critical just because we hold a dif-

ferent opinion as to the nature of the decision that should have
been made. We must not substitute our judgment in such

421bid., p. 8-5.
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matters for that of agency officials. Our criticisms

under these circumstances should be based on the re-

sults or effect of the decision on the agency's program,

operations, expenditures, etc.

GAO audit personnel indicate that in the course of a comprehensive
audit they usually form an opinion on the relative ability of management.
However, in most cases these are personal opinions and, unless manage-
ment deficiencies are materially unfavorable to the Government and can
be very well documented, they are not reported. Managerial skill is
evaluated in all audit reports which reach conclusions about deficiencies
in operations and, in effect, the audit report presents audit findings
and makes recommendations for improvement but lets the report reader
form his own opinions about management. Some of the criteria used in
those audit reports which express opinions on management's skill in
performing a particular activity are: (1) approval of a budget known by
management to be unreasonable; (2) procurement guidelines not specific
enough to be usable, (3) no supervisory reviews of V. A. loan refinancing;
(4) failure to obtain enough information to accomplish objectives in the
case of controlling the commodities futures market; (5) lack of review
policies or procedures to insure that instructions are followed, (6) re-
jection of an employee suggestion which would have saved costs; (7)
failure by V. A. officials to initiate policies and procedures to follow

up loan defaults; (8) lack of information about possible uses of excess

supplies, (9) failure to attain programobjectives as measured by actual

Bpid., p. 8-6.
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operating results accomplished; and (10) inconsistent practices resulting
in the granting of disapproved loans.

As in all comprehensive audit reports, the criteria used to form
opinions on management skills are applied only to evidence of management
deficiencies. However, many reports also consider the corrective ac-
tions taken by management and may be qualified as being only informa-

tional because the deficiency has been corrected.

Summary of Comprehensive Audits by the General
Accounting Office

Comprehensive audits as applied to executive agencies of the
Federal Government and to private organizations receiving Federal funds
are one of the most inclusive forms of management auditing. Auditing
by the General Accounting Office is comprehensive 1n that almost any
activity using Federal funds may be selected for audit and almost any
part of these activities -- policy, performance, etc. ~-- may be audited.
However, in practice individual comprehensive audits are restricted
rather than comprehensive. A narrow subject is selected from the
wide range of applicable subject matter for application of detailed audit
examinations. These audits are comprehensive only in the sense that
any topic is eligible for a detailed examination. The characteristics
of this auditing as summarized below further emphasize this rather
restrictive meaning of '"comprehensive' when applied to audits by the

General Accounting Office.
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Characteristics of Comprehensive Auditing

The General Accounting Office has a greater degree of independence
than most internal auditors since it is not directly responsible to the
executive branch audited. The primary responsibility is both to individual
congressmen and to Congress acting as a body. Responsibility to other
audit users -- public, executive agencies, and Government contractors --
is indirect because any controlling action must be effected through
Congress. Inactual practice this secondary responsibility does influence
audit investigations because Congress tends to be sensitive to public
opinion and the GAO tends to be sensitive to congressional interests.

The subject matter of comprehensive audits may be any part of
any activity involving the application of Federal funds. The audit may
be directed toward policies, procedures, or activities, and may em-
phasize the effectiveness of a total program or one small part. The
subject of a detail audit examination is seldom as broad as the manage-
ment of an agency, rather it is usually one specific policy, procedure,
or activity which is in some way considered to be deficient. Comprehensive
audits are distinguished by the emphasis upon selecting a specific audit
subject from an originally very broad area. Efficient use of audit staff
in an economic sense usually limits the audit report to deficiencies
found rather than general evaluations. In the detailed examination,
any type of evidence may be used to support findings. The more sub-
jective the criteria used for the opinion, the more evidence is needed.

Audits and auditors of the General Accounting Office are evaluated
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by Congress in the final analysis. Internally the GAO uses standards
similar to those of the AICPA and relies upon a very extensive review
of all audit reports. The criteria used to evaluate audit evidence in
order to reach an audit opinion are also frequently the requirements
or intent of Congress. These criteria are directly those of the con-
trolling interest and of laws and indirectly those of economic efficiency,
public interests, and reasonable management skillL These criteria will
be further summarized and conél;sions drawn in Chapter IX,

'

Requirements for Successful Comprehensive Audits

The following list summarizes those factors that appear to be
necessary for the successful application of comprehensive auditing by
the General Accounting Office.

1. audits are mandatory since the Federal agency and con-

tractor must submit to audit and has no choice about the
scope of the audit; management must cooperate and be

kept informed.

2. a preliminary survey is required for working knowledge

but the detailed audit must be narrowed to an auditable specific

problem for which a specific set of objectives and program
can be developed.

3. a flexible audit report format 1s needed to permit reporting
of a wide range of findings.

4. The auditor must have entree into any area and, to be
economically justified, the emphasis is upon deficiencies.

5. the auditor must have organizational independence and
must use an objective approach in which only the opinions
supported by factual evidence are reported.

6. audit evidence must be fully documented in working papers
for review purposes and subsequent support of conclusions.
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Limitations of Successful Comprehensive Audits

The following list includes those factors appearing to limit the

general success and ultimate applications of comprehensive audits

by the General Accounting Office.

1.

audits are limited to subjects of congressional interest

which normally require adverse findings and recommendations
for improvement but leave the unpopular stigma of '"bumbling
management. "'

. audits usually do not evaluate general programs or result in

opinions on service to the general public because of a lack
of satisfactory criteria for interpreting audit evidence.

audits take so much time and audit effort that they are not
economically feasible in a broader scope in which some
assurance of improvement is not available.

. large amounts of audit evidence are needed when evaluations

are based upon subjective criteria.

audits are often halted if the potential for adverse findings
is not great enough thus eliminating the possibility for
favorable opinions.
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CHAPTER VII

AUDITS AND MANAGEMENT SERVICES BY CERTIFIED
PUBLIC ACCOUNTANTS

The material in the previous two chapters of this study has dealt

with management audits as conducted by various types of internal auditors,

including both the United States General Accou.nting Office and the United
States Army Audit Agency. This chapter and the following chapter con-
sider management type audits conducted by various external auditors.
The term '"external audit,' 1s chosen to distinguish these audits from
internal audits instead of the term '"independent audit" because of the
wide range in the extent of independence that can exist from one audit
group to another.

This chapter describes and analyzes the activities of Certified
Public Accountants and public accounting fi;'ms in terms of the relation-
ship of these activities to the concept of management auditing developed
in this study. The objectives are to determine whether these activities
are consistent with the broad concept of auditing used in this study,
whether management audits can be applied by external auditors as well
as internal auditors; and, if the activities are consistent, the require-
ments and limitations of successful application. This analysis is also
imperative for any conclusion as to which audit group, if any, is best
qualified to conduct management audits.

The emphasis in this chapter is upon description and analysis of

audits and management services by public accountants. It considers the
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development and current status, nature of client and responsibility,
nature of service, and nature of criteria used to interpret evidence in
management service engagements. A subsequent chapter considers the

activities of other external audit groups,

Audit Activities by Certified Public Accountants

Usually the audit by a Certified Public Accountant is considered
to be only that set of activities which leads to the issuance of a published
opinion on a limited number of an organization's financial statements.
The typical description of this auditing is:

. the objective examination of financial statements
accompanied by the expression of a competent opinion
concerning the fairness of the presentation of those
financial statements. 1

However, under the broader definition of auditing used in this study,
many other activities of the Certified Public Accountant may be classi-
fied as auditing. In addition to audits of financial statements, the

two types of audit activities that are applicable for this study are

those leading to an expressed opinion on management performance and

those generally described as additional services to management in

which no opinion is expressed.

Financial Audits and Other Audit Services by Certified Public
A.ccountants

In a general sense, financial statement audits can be considered

1AJ:thur W. Holmes, Auditing Principles and Procedures (sixth
edition; Homewood, Illinois: Richard D. Irwin, Inc., 1964), p. 3.
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one form of management audit because financial statements are indica-
tors of the relative success of managements' operation of the organiza-
tion. These audits consider only one aspect of management performance;
that of accurate periodic reporting of the results of operations and the
current financial position. Other management audit type activities
are used in the financial audit, such as the review of internal control
in which managements' performance in developing and carrying out
satisfactory policies to control the accuracy of financial data and financial
reports is evaluated. However, this review is used as an audit procedure
in the financial audit only to evaluate the ultimate fair presentation of
financial statements.

Some practicing independent auditors have advocated and are
applying an audit utilizing the business approach which emphasizes an
evaluation of an entire business enterprise rather than just that of
financial data. 2 In this approach the objective 1s a better technique
for the audit of financial statements rather than an audit of other
aspects of an enterprise. The approach seems to be one of evaluating
operations and performance for a comparison with the impression given
by the financial statements. In addition this approach permits additional
""non-audit" services to the client. These ''non-audit" services will be
considered further in conjunction with management services by Certified

Public Accountants.

2Carl Tietjen, "Changes in Public Accounting, " The Journal of
Accountancy, V. 105, No. 5 (May, 1958), p. 37.

-
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In one large firm of Certified Public Accountants, management
services other than the financial audit activities are divided into two
separate activities: operational audits and management services. The
operational audit, for which a standard audit program is developed, is
conducted by the auditing staff. In this operational audit, a preliminary
survey is made of some aspect of the client, such as production, and
any problem area detected is followed up with a mo re detailed study
leading to an evaluative report to management. This report includes
the a-l;ldit findings, the auditors' evaluation, and the recommendations for
improvement, 1f any. Any extensive study, revision, or implementation
of a new system is done by the management services staff rather than
the audit staff. *

One partner in this firm concluded ''the applications of this
operational audit have been very satisfactory.! Much of the analysis
of internal auditing is also applicable to these operational audits. In
many cases, the independent auditor is merely acting as an expert
substitute for internal auditors. This operational audit approach and
other '""non-audit" services are included with general management
services later in this chapter and their relationship to management
auditing is considered further in the conclusions of this study.

It has been suggested that audits and opinions by Certified Public

Accountants can be made more useful by attesting to more information in

#*From discussions with a partner in the Des Moines, Iowa
office of Lybrand, Ross Bros. & Montgomery.
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annual reports, but at the present time this is not done nor is it per-
mitted by the American Institute of Certified Public Accountants. Several
authors have recently called attention to the fact that in the Scandanavian
countries the independent auditor renders an opinion on management's
fulfillment of its responsibilities and whether management should be dis-

charged from future liability.

Management Audits by Scandinavian External Auditors

Analysis of the management audits conducted in Sweden and
Finland reveals that the audit opinion satisfies certain legal require-
ments and that the actual audit examination is little different from
examinations conducted by independent auditors in the United States. 4
Bomeli writes that '"the Swedish and Finnish audits accomplish approxi-
mately what a combination of management services and the traditional
financial audit together would be in this country. 5 It would be difficult
to judge the increased information, if any, received by those parties
who use annual reports in Sweden and Finland. On this point Bomeli
quotes J. E. Harris as stating that his studies of Swedish and Finnish
audits show that the auditor gives advice about managements' efficiency
to the management, and not directly to stockholders. Management is

free to accept or reject this advice.

3Herman W. Bevis, "The CPA's Attest Function in Modern Society, "
The Journal of Accountancy, V. 113, No. 2, (February, 1962), pp. 34-35.

4R dwin C. Bomeli, '""Management Reviews by Scandinavian
Accountants, " The Journal of Accountancy, V. 118, No. 1 (July, 1964),
pp. 36-37.

SIbid. bIbid., p. 36.

——




197

Scandinavian audits cannot be considered complete management
audits as the concept is developed in this study; however, they are
indicative of an attempt to conduct such audits, at least in the area of
managements' compliance with certain legal requirements. These audits
and the resulting opinions do indicate that in a very mild form management
audits leading to an opinion thereon are acceptable to external auditors,
management, and outside interests. In both the United States and the
Scandinavian countries any evaluation of management efficiency is in the
category of other services by auditors and is communicated to manage-
ment only.

External audit activities of Certified Public Accountants in the
United States do not lead to a direct opinion on managements' plans,
policies, procedures, and activities. Informal reports and recommenda-
tions on non-financial activities are made to management but these are
not recognized as audit reports in the same sense as the opinion on
financial statements, nor does the external auditor assume the same
responsibility to third parties for these informal reports. Certified
Public Accountants detailed examinations of managements' plans,
policies, procedures, and activities, which do not affect financial
statement presentations, are classified as management services and
will be analyzed further in the balance of this chapter. Other audit
services of a management service type are also considered as they and
management services relate to the concept of management auditing

used in this study.
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Management Services by Certified Public Accountants

Historical Background of Management Services by
Certified Public Accountants

There is no one definition of management services which has
universal acceptance. Definitions range from services to management
in the area of financial systems to all services other than the ordinary
financial audit. The definition used in this analysis is tle one included

in the Management Services Handbook.

A review of management controls by CPA's can be

defined simply as an extension of the CPA's regular work

for the purpose of examining and assessing the adequacy of

management's policies, directives, and procedures, which

together constitute the system of management controls, to

determine that they produce optimum efficiency ~- the logical

result of which is maximization of profit. 7

The development of the Certified Public Accountant's interest in
management services is often attributed to changes taking place in the
post World War II period; however, the use of auditors' knowledge
about business to review functions other than accounting was present
in external audits for many years before World War II. Grady writes
that independent auditors have rendered services to clients in taxes,

systems, and industrial engineering for over forty years. 8 Early

independent public accountants emphasized reviews of the accounting

7Henry DeVos (ed.), Management Services Handbook (New York:
American Institute of Certified Public Accountants, Inc., 1964), p. 2.

8Pa.ul Grady, "The Independent Auditing and Reporting Function
of the CPA," The Journal of Accountancy, V. 120, No. 5 (November,
1965): P- 67-
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informations system;9 and as more advanced management information and
decision making techniques have been developed, the public accountant
has reviewed the use of these techniques and has made recommendations
to assist management 1n their application.

Throughout the history of public accounting the performance of
both audits and management services has been an accepted part of the
Certified Public Accountant's practice because of the common knowledge
needed for both. The separation of the two types of services into distinct
parts of public accounting practice is of more recent origin. 10 The
separation of the audit and management services functions since World
War II has led many observers to the conclusion that management ser-
vices are new rather than a continuation of an established practice. The
accelerated growth of management services, which began 1n the post-
war period with the advent of computers and advanced management tech-
niques, has been initiated by businesses seeking outside help. Accountants
have responded to these demands and only recently have begun to take
the initiative in offering management services. H The Certified Public

Accountant's role in additional services to management is more active

c)A. C. Littleton and V. K. Zimmerman, Accounting Theory:
Continuity and Change (Englewood Cliffs, New Jersey: Prentice Hall,
Inc., 1962), p. 109.

10Robert M. Trueblood, '"The Management Service Function in

Public Accounting," The Journal of Accountancy, V. 112, No. 1
(July, 1961), p. 37.

11H. G. Trentin, '""The CPA in Management Services: A survey

and Projection, ' Management Services, V. 2, No. 2 (March-April,
1966)’ po 19.
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than in the past. Some authors have stated that up to forty percent of
the revenue of some large accounting firms comes from management

services.

The Current Nature of Management Services by Certified
Public Accountants

Current management service activities are varied, and due to
their confidential nature, descriptions of specific engagements are not
available in published literature. The following analysis of management
services comes from published general descriptions rather than descrip-
tions of specific engagements and is developed by consideration of the
responsibility, subject matter, service, and criteria found in this

material.

Responsibilities of Certified Public Accountants
in Management Services

As in management audits by internal auditors the independent
public accountant is responsible to management for the results of a
management services engagement. The subject matter and service are
necessarily those acceptable to management and the results are evalu-
ated by management. Engagements are usually initiated at the request
of top management of an organization and the resulting opinion and
recommendations are directed toward this level. There is no responsi-
bility to external parties; however, Certified Public Accountants who

are members of the American Institute of Certified Public Accountants
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4

are responsible for exercise of due professional care in any activity

performed.

Subject matter of management services. The nature of the subject

matter can vary extensively although most management service engage-
ments involve the financial departments and information systems of a

business. A part of the Certified Public Accountant's financial audit

examination is a review of controls in financial and related areas to
determine the extent of audit testing that will be necessary. This evalua-
tion often leads to the recognition of problem areas in which management
services are needed. However, problems in operating departments,
management organization, personnel, etc. may also be recognized in

the course of a financial audit and lead to a management services engage-
ment. In other instances a business may recognize its own problem areas
and request the management services.

The Management Services Handbook lists eight areas of business

subject to management services and important enough to warrant chapter
coverage. These areas are:

1. Management controls

Financial planning

. Inventory or production controls
. Systems and procedures
. Systems mechanization
. Cost reduction

. Office management

. Operations research

O =JO0~ul b W

ZDeVos, op. cit., pp. v-vi.
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The scope of possible services within these eight areas seems to be un-
limited. A sample checklist in the area of management controls covers
factors s~uch as: company objectives, company policies and principles of
operation, organization, market research, advertising and sales pro-
motion, distribution, equipment and facilities, research and engineering,
public relations, and many others. 13 While many Certified Public Ac-
countants limit the fields of management services activities to those
related to systems, procedures, and controls, others practice in broader

fields similar in many respects to those of management engineers or

consultants.

Services performed in management services engagements. Re-

gardless of the business client or the particular subject matter within a
business, the basic approach of management services is similar to that
of management auditing. In both, a tentative problem area is established,
evidence is collected and analyzed, and.a.n opinion and report are formu-
lated based upon this evidence. This report goes to the top management
of the organization served and, if necessary, makes recommendations

for correcting deficiencies. Any actions taken as a result of this report
are at the discretion of management. All management services work

must be done in close cooperation with management and there are usually
]

13Ib1d., pp. 19-30.
14Trentin, op. cit., p. 18.
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no surprises to management in the report.

Several practitioners have described the basic approach in
'management services; one such author lists the following five basic
steps of an engagement:

» Gather facts
. Analyze facts
Consider the alternatives

Develop recommendations
Implement the cha,nges1

(5, B~ VS I o S T

In explaining the five steps of an engagement, the author writes that
all too often an engagement begins with step five, '"install a computer, "
when it should begin with a definition of the problem. Another author
points out that the most important part of management services is the
definition of the problem. He writes that ""once we have reached an
agreement with the client on the scope of the problerﬁ, we are, we
feel, perhaps fifty percent along the way. nl7

To compare management services by external accountants to
management auditing, it is necessary to identify two separate phases
of a management services engagement. These two phases represent
different approaches and phikosophies and may or may not be separated

in time and application of effort. The first phase includes steps one

15C;eorge S. Olive, Jr., "Reporting to Clients,'! Management
Services, V. 2, No. 4 (July-August, 1965), p. 49.

16Harley H. Rudolph, Jr., "Flow Charting -~ A systems and
Control Technique,'" Management Services, V. 3, No. 5 (September-
October, 1966), p. 26.

1'?Olive, op. cit., p. 47.
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through four above which are the definition of the problem, gathering and
analyzing the facts in a particular situation, and formalizing these
facts and alternative courses of action, if any, into a formal report to
some level of management. The formal report may include either ex-
plicit or implicit recommendations for future courses of action on the
problem. Phase two 1s the assistance in implementation of recommenda-
tions or the selection of the best alternatives and carrying out the neces-
sary changes. This phase also includes subsequent follow-up to test the
workability of changes made.

There is little difference between the first phase of management
services and management auditing as defined in Chapter III of this
study. 18 Also, the similarity of management services and operational
audits by both Certified Public Accountants and internal auditors is
illustrated by the fact that the benefits of management services are
potentially greatest in small businesses which do not have an active,
progressive internal audit staff. 19 Management service activities go
beyond those of management auditing when a client is assisted in choos-
ing alternatives and implementing recommendations made in the re-
port. The effects of this second phase of management services on the

correlation of management services to other forms of management

A management audit1s an analytical examination of a
management's financial and economic plans, policies, and activities.
The examination leads to a report evaluating these plans, policies, and
activities and recommending improvements where possible.

lgDeVos, op. cit., p. 2.
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auditing will be considered further in a later section of this chapter.

Criteria Used to Evaluate Management Service Activities and
Evidence Collected 1n an Engagement

Certified Public Accountants, if members of the American Institute
of Certified Public Accountants, who perform management services or
operational audits are subject to the By~-Laws and Code of Professional
Ethics of the Institute and the requirements of the state in which they
practice. A member of the AICPA may not undertake a specialized
management service beyond the scope of his professional competence,
nor should any employee undertake an activity in which the Certified
Public Accountant is not competent to review the work. 20 The generally
accepted standards of proper planning and supervision and exercise
of due professional care apply to management services as well as to
financial audits; however, there is currently an.unresolved question
of the applicability of other standards, such as independence, to manage-
ment services practices.

In general the criteria used to interpret and evaluate evidence
obtained in a management services engagement include any available
source of information. Often the approach is that if a better, more
economical system, procedure, policy, or plan can be devised, an
opinion can be rendered to management with recommendations for

improvement. No references were found to engagements in which no

oAmerican Institute of Certified Public Accountants, BY-laws,
Code of Professional Ethics (New York: American Institute of Certified
Public Accountants, 1965), pp. 35-52.
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deficiencies were found and no recommendations for improvement were
made. Most management services engagements are not begun unless
symptoms of inefficiency or lack of control become apparent or unless
problems are anticipated. 2

There are two levels of evidence collection and interpretation
in a management services engagement. The first level is that which
takes place in reaching a decision as to whether a problem exists and
whether further management services are needed. Authors on the topic
point out that the starting point of an engagement is often the financial
audit. In these instances some of the evidence needed for management
services has been collected and tentatively analyzed before the actual
engagement is begun. This first level of evidence collection and inter- 3
pretation is similar in nature to the preliminary survey of operational
audits. The second level of evidence collection is that which follows
up on a specific deficiency and leads to a report thereon. This second
level corresponds to the detail examination in operational audits. One :
public accounting firm attempts to separate the activities of the financial
audit and the preliminary survey for management services. Inthis
firm an operational audit is conducted by the audit staff as a form of
preliminary survey. In other instances the first level -- preliminary
survey -- may be conducted by management itself in deciding whether

to seek outside assistance.

ZlRudolph’ _O_Ra E_it- ’ ppo 26"27-
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The five general categories of criteria used to evaluate evidence
about management, as set out in Chapter III, 22 are applicable to both
levels of management services. All of these five categories are within
the broad topic of principles of good management. The current literature
on management services includes examples of recommendations made to
clients, and the criteria used to evaluate evidence collected is either
expressly stated or implied. No detail description of these findings is
included here; however, two examples are used to illustrate that such
criteria do exist and are being used to evaluate evidence, form opinions,
and prepare reports thereon.

Standards pertaining to a client's economic environment are
often used in management services engagements. One practitioner
relates his experiences with an executive compensation study in which
the opinion and recommendations of the final report were based upon
the relationship of the client's current policies to assumptions of the
economic climate in the next three years, the long-term debt to be
added by the client, future net income of the client, and the client's
policies for future issuance of preferred and common stock. 23 The
author does not mention consideration of legal standards nor the re-
quirements of controlling ownership interests, however, these would

also need to be considered in an executive compensation plan.

22
Social standards, legal standards, economic standards,
requirements of controlling interests, and requirements of skillful
management.

Olivea 22. E.EE. s PP- 48"‘49.
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Standards of skillful. management performance and standards
derived from the economic environment were applied in experiences
cited by another management services practitioner This author cites
several cases in which management performance was improved when
his recommendation to use outside data processing services was adopted.
The author's recommendations were the result of a management service
engagement finding of inefficient data collection, summary, and

anal ysis.

Summary of Management Services by Certified Public Accountants

There are two phases in management services engagements; the
first phase is the collection and evaluation of evidence resulting in the
issuance of a formal or informal report to management of the client,
the second phase, when performed, is direct assistance in implementing
recommendations included in the report. The following summary of
characteristics applies to only the first phase; the second phase is con-

sidered separately in the following section.

- \‘. ,

Characteristics of management services. Management services

are similar in nature to management audits by internal auditors and
government auditors. The external accountant does not assume direct

responsibility to outside third parties for the results of his review

4Da.vid Coleman and Theodore Cohn, '""Some Specialized Uses
of Data Processing Centers,' Management Services, V. 2, No. 5
(September-October, 1965), pp. 43-46.
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nor are the reports normally rr;ade public. The concept of auditing and
management auditing developed in this study does not necessarily require
third party reliance on audit results. In contrast to internal auditing,
the results of management services are usually reported to top manage-
ment and responsibility for audit results is at this level. Another dif-
ference in responsibility and independence is that management services
are conducted on a fee basis rather than by employees as in internal
auditing. Management services can be tentatively described as a high
level of operational auditing conducted with an external point of view.

Since management decides when management services are
needed, the subject matter of an engagement will be that selected by
management. The subject matter varies extensively and no aspect of
an organization's plans, policies, procedures, activities, and personnel
is excluded. Most current engagements emphasize systems, procedures,
and controls due to the qualifications of the public accountant. Certified
Public Accountants who are members of the American Institute of
Certified Public Accountants are subject to restrictions limiting their
activities to ones in which they are qualified and in which they can
exercise due professional care.

The procedures followed in management services are also
similar in nature to those of other forms of management auditing
described in this study. The examination begins with a preliminary
survey and eventually emphasizes some specific problem area in

which weaknesses are known or suspected. The preliminary survey
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and problem identification can be conducted by the public accountant or
by management before engaging the accountant. There is little evidence
of management service applied to an organization as a whole due to both
a lack of management's acceptance and a lack of qualifications by the
CPA for this type of review. Management services are more frequent and
more successful in structured situations such as are involved in adapta-
tion to a computerized system. )

Certified Public Accountant's activities in management services
are judged by the standards established for the profession and, although
there have been no notable cases of unethical practice in management
services, a certain minimum level of qualification does exist. Few
generally accepted standards are available to evaluate evidence collected
in a management ser vices engagement. In practice these standards
appear to be developed and defined when needed in a particular engage-
ment. The standards used can be from the general environment such as
economic conditions, legal requirements, and general social standards
of public interest. Standards can also be developed with an internal

point of view such as the requirement for reasonable managerial skill

in carrying out assigned duties.

The implementation phase of management services. The review

and report phase of management services has been shown to be similar
in nature to management auditing. The implementation phase, which
encompasses active assistance, advice and follow-up, is very similar

to the actual practice of management. It is true that management
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must take final responisbility for any decisions made or action taken and
the Certified Public Accountant usually only acts as an advisor; however,
this same relationship exists with any staff employee of a business whose
position depends upon the quality of his advice and assistance.

In an earlier chapter of this study it was pointed out that one of the
requirements of an audit is that it be conducted by a person other than the
one responsible for the original action. This requirement applies to both
the financial audit and the management audit. The implementation phase
of management services cannot be considered as an acceptable audit
activity and would weaken the independence of the public accountant.

There is a question of the applicability of the generally accepted
auditing standard of independence when both financial audits and manage-
ment services are conducted for the same client. It is well established
that a part of the independent financial audit is the review of procedures
and control systems in financial and related areas to determine the ex-
tent of audit tests required. It is generally accepted thatithe auditor
should forward this evaluation to management with recommendations for
improvement when applicable as an additional service of the audit. This
same approach applies to information and recommendations in other
operating areas such as inventory, cost reporting, production, purchas-
ing, etc. It is possible for this management review activity to be a part
of the normal financial audit, or, if extensive, to be a sepa;'ate manage-
ment service or operational audit engagement without impairing the

independence for financial auditing.
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Management services may be extended to include assistance to
the client in improving 1ts system and installing recommended improve-
ments just as an independent auditor may assist a client by performing
certain accounting duties and acting as chief accountant, controller, or
director for the client. However, in both cases above, the auditor could
not be considered independent if he subsequently performs a financial
audit or management review. The nature of an audit report or opinion
includes direct or implied recommendations to the client and the review
and reporting of recommendations in management services is not incon-
sistent with the issuance of an opinion on financial statements. However,

when the public accountant's services include direct assistance to the

O i A e A .

client in either accounting or management activities, he is no longer
regarded as capable of conducting an independent audit of this client.
When management service engagements go beyond the scope of
auditing and enter the field of management practice it is unclear whether
this inconsistency is due to a poorly defined concept of auditing or
whether it is due to the peculiarities of management services by public
accountants. It also appears that when public accountant's actively
dssist management in a management service engagement there would
be more impairment of independence in a subsequent management
review than in a subsequent financial audit. The interrelationship of
management services and financial auditing will be considered further

in the concluding chapter of this study.
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Requirements and limitations of successful management services.

The requirements and limitations for successful management services
apparent from the preceding research and analysis of the topic are sum-
marized below.

Requirements:

1. management must request the services, cooperate in their
application, and expect to receive some measurable benefits.

2. a specific problem area in which weaknesses are known or
suspected must be identified either before the engagement
or in the early phases of the review.

3. for best results the management services should be applied
to a structured operation in which objectives and responsi-
bilities can be well defined.

4. the final report formmust be flexible, may be either formal
or informal, and include recommendations for improvement.

5. the external accountant must be qualified and exercise
independence in his conclusions.

6. some criteria must be used to evaluate evidence even
if it is developed and defined by the performer of the
management services.

Limitations:

1. management services reports and recommendations are
often combined with implementation of the recommended
changes which is more the practice of management than
the audit of management.

2. the subject for review is selected by management rather
than the auditor and the ultimate usefulness to anyone
other than management is limited.

3. management services as currently performed are not
well suited for general evaluations of total management
due to both the auditors lack of qualifications and
managements' lack of desire.
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4. criteria for evaluating evidence collected are poorly
defined and practices are not uniform in each engage-

ment or by each auditor.

5. auditor qualifications are limited in areas other than
financial systems and controls.

6. reports are not made public thus limiting the ultimate
usefulness of management evaluations.

Management services are a logical extension of financial audit by ex-
ternal auditors because they provide a way of using some of the
knowledge obtained in a financial audit which does not apply directly
to financial statement presentations. The findings of this chapter

will be further summarized and conclusions drawn i Chapter IX.
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CHAPTER VIII

MANAGEMENT AUDITS BY EXTERNAL AUDIT GROUPS

This chapter is a continuation of the previous chapter on activities
of external auditors. The term external audit is chosen to represent
those groups who review managements' activities from a vantage point
outside the enterprise audited and who are not employees of the enterprise
audited. The list of these external groups is not meant to be all inclusive.
It includes only some major groups selected as examples of the efforts
applied in this area. The groups chosen for analysis are the American
Institute of Management, management consultants, and state and federal
bank examiners. In addition to these groups, brief consideration is given
to other approaches to management auditing such as that applied in man-
agement games and to non-audit groups such as bankers, financial analysts,
and other stockholder representatives.

The objective of these brief analyses is to consider some other
aspects and approaches currently used to appraise management. These
activities provide useful information for the concept of management
auditing as it currently exists and also provide further information on

the limitations and requirements of successful evaluation of management

t -

performance. The additional information, whether consistent with the
concept of management auditing or not, provides a better basis for a
conclusion as to what group, if any, is best qualified to ‘conduct such
audits. The basic approach to these descriptive analyses is similar to

that used in previous chapters in which the development and current
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status, nature of responsibility, subject, and service, and nature of

standards are considered.

Management Consultants

Of the external audit groups considered in this study, the manage-
ment consultants are the most varied. Consulting activities are simailar
in nature to the management services performed by Certified Public
Accountants, but management consulting goes beyond most management
services. Consulting is briefly considered here to obtain a broader
coverage of this extensive audit-like activity and its relationship to

management auditing.

Historical Background and Current Status of Consulting

Historically, management consulting probably began as far back
as management itself. As a study by Karl Morrison points out, all
managers have friends and relatives who offer solutions to management
problems with great assurance and little objectivity. ! The development
of a recognized group of specialists in advice to management began its
more rapid growth and recognition at about the beginning of the twentieth
century with leaders such as Taylor, Emerson, and others.

In the broadest sense, management consulting is an exchange of

1Ka.rl Morrison, Management Consulting of Small Business in
the United States (Prepared by The University of Mississippi under a
Small Business Administration Grant to the Mississippi Industrial and
Technological Research Commission, 1963), p. 180.
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opinjon on future procedures with the purpose of making the best decision
in a specific situation. It concerns advice about how a management
function should be performed. It may also include the performance of
management functions that may be necessary fromthe advice given.
Management consulting is conducted by many, varied groups and individu-
als such as a business's customers, suppliers, bankers, stockholders;
by the government or government sponsored agencies; and many others.
The group of practitioners of interest in this study are the professional
management consultants.

A 1963 study of professional management consultants found that
the number of consulting firms, using an acceptable professional defini-
tion, was 1250 at that time. Most of these firms had five or fewer pro-
fessional staff members, but several were large nationally known firms.
The 1963 study also found that many large business enterprises had
used the services of management consultants, but that less than one
percent of the United States businesses used consultants in any one year.
In recent years particular emphasis has been placed upon the value of
management consulting for small businesses. The above 1963 study

and other work by the Small Business Administration offices of the

2William E. Green, R. Selby Downer, and Joseph Cerny,
Case Studies in Management Counseling of Small Manufactures (Pre-
pared by The University of Mississippi under a Small Business Adminis-
tration Grant to the Mississippi Industrial and Technological Research
Commission, 1963), p. 157.

3Morrison, op. cit., p. 52.
4Ibid.
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Federal Government have emphasized this approach. 5 Independent public
accountants performing management services are not included in the
group of professional management consultants surveyed above, but-many
authors include them when considering the various activities of consultants.
For this study management services and management consulting are
analyzed separately although much of the following applies to both.

The field of professional management consulting includes both

specialists and generalists. The Association of Consulting Management

Engineers recognizes and publishes a Common Body of Knowledge

Required by Professional Management Consultants which applies to

general knowledge needed by all consultants. The Common Body study
states that one of the main difficulties in developing a description of
the current nature of management consulting is the ldak of riecognition

|
of what is meant by and included in the term "management. ' The general
usage of the term makes it difficult to define the nature of consulting
work. 6 The Association of Consulting ManagementiEngineers concludes
that the basic nature of management consulting requires an understanding

of the overall picture of management. Specialization in a particular

management function such as personnel or plant expansion requires

5See for example: Small Business Management Series No. 29,
Management Audit for Small Manufactures; and Series No. 31,, Manage-
ment Audit for Small Retailers, published by the Small Business Ad-
ministration, Washington, D.C.

Association of Consulting Management Er;gineers, Inc., Common
Body of Knowledge Required by Professional Management Consultants
(New York: Association Planning Committee, Association of Consulting
Management Engineers, Inc., 1957), p. 8.
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skills beyond those set out in the Cbmmon Body of Knowledge. 7 The
problem of the definition of management will not be considered here.

It is assumed that a useful analysis of management consulting and its
relationship to management can be attained by accepting whatever defini-

tion is used by consultants.

The Nature of Management Consulting Responsibilities and
Subject Matter

Management consulting 1s available to any type of organization
and to any function within an organization. Consulting services are
performed by request of management of an organization and the respon-
sibility for the results of an engagement is to management. No respon-
sibility to outside parties 1s assumed and indirect responsibility only
to other organization employees is assumed. Management consultants
are hired by top management and their reports igo to top management.

Special services of almost any type will be rendered when
requested and when the appropriate consulting skill is available.

The American Management Association Directory lists the following
classifications of management consultants:

Financial Management

General Management

Insurance Management

Manufacturing Management

Office Management

Administrative Services
Packaging

7Ibid., pp- 8-9.
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Personnel Management

Research and Development
General Consultant in Management
Consultants in Other Fields.

The Association of Consulting Management Engineers classifies consulting

services into four broad areas of research and development, production,
. . 9
marketing, and finance and control.

The subject matter of most management consulting engagements

is one part of an entire organization. Emphasis is upon one segment,
1Zat1C g

such as production management rather than total organization management.

Consulting tends to be limited to a known or suspected problem area and
management must make the original decision whether to obtain outside
assistance. One suggested approach to management consulting is to
define it as broader in nature than just finding and curing poor manage-
ment. This school of thought defines the consulting function as ''to
analyze the 'state of the enterprise' -- to determine its current position

and preparedness for the future 1n terms of its particular evolutionary

1
pressures." 0 This approach does not advocate ""audits' of management
as a whole so much as the necessity of using a total enterprise point of

view when analyzing a specific problem. Special emphasis is placed

8H. G. Trentin, "The CPA in Management Services: A Survey
and Projection, " Management Services. V. 3, No. 2 (March-April,
1966), p. 17.

9Associa,tion of Consulting Engineers, Inc., pp. cit., pp. 8-9.

1

0Samuel M. Greenhouse, '"Management Consultants: Analysts
or Counselors?", Advanced Management Journal, V. 30, No. 1
(January, 1965), p. 53.
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upon external forces influencing an enterprise.

As in management services by public accountants, success of
consulting depends upon the fact that outside experts and independent
viewpoints are useful to management. The inherent weaknesses of self-
appraisal, correction, and improvement, which lead to the need for
independent assistance, have led to both management consulting and

1
financial audits. 1

The Nature of Management Consulting Services

Management consulting service is best described as assistance to
management in any way possible. Andreychuk suggests three roles in
which the consultant may usefully serve his client: He may serve as an
expert and establish and implement a system such as data processing;
he may act as a resource man who makes suggestions to be followed
up by client personnel; or he may serve as a catalyst to stimulate
thinking and interaction. 12 When the consultant is engaged to solve a
particular problem, Andreychuk divides the nature of serivces into
the following three phases:

1. diagnose the problem

2. propose a solution

3. implement the solution program13

11.]‘ohn R. Buckley, '"Management Services and Management
Audits by Professional Accountants,! California Management Review,
V. IX, No. 1 (Fall, 1966), p. 43.

12'Theodore Andreychuk;} ,'"Psychology of Consulting, ' Manage-
ment Services, V. 1, No. 1 (March-April, 1964), p. 54.

B3 bid., p. 57.
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The first two phases are similar in nature to management auditing,
although the service itself is so varied that not all is objective enough
to be included within the audit concept. As previously pointed out in
Chapter VII of this study, when the third phase of implementation is
carried out, the consultant has lost a great deal of his independence. The
consultant would have a vested interest in the newly implemented program
which could influence his opinion in a subsequent engagement. Buckley
points out that many management service engagements by Certified
Public Accountants are often the result of client dissatisfaction with a
management consultant. 14 The Certified Public Accountant is engaged
because of dissatisfaction and the inability of a previous consultant to

objectively review his own work.

The Nature of Management Consulting Standards

The standards by which the quality of consulting is evaluated are
very general and are not universally applicable. The Association of
Consulting Management Engineers has established certain basic skill
requirements but it lacks any enforcement powers. No generally accepted
standards of quality of service have been adopted. The predominant
factor seems to be the satisfaction of clients and the reputation of a
particular consultant or consulting firm. This lack of uniformity in
consulting quality is consistent with the lack of uniformity of services

performed. For purposes of this study, only the‘ nature of the criteria

it., p. 45.

S———

1‘]:Buckley, op.
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used to evaluate evidence obtained in a consulting engagement will be
considered further.

There is no formal, generally accepted body of management
standards which can be used to interpret consulting engagement findings,
although many principles of management have been developed. A few
examples of consulting findings and recommendations appearing in
current literature are cited here to illustrate what evaluative criteria
can be used. The samples cited are from a case study of management
consulting engagements in small business which was prepared at the
University of Mississippi under a Small Business Administration grant.

Specific economic criteria are usually not listed; however find-
ings and recommendations usually imply certain types of criteria. Some
of the recommendations made by management consultants were: (1)
to determine the market potential of a new product by economic analysis
of 2 market area including a markst survey; (2) to establish general
price controls as a means of obtaining an average price for raw materials
and to protect supplies from extreme seasonal price fluctuations, (3) to
conduct an economic analysis on the future of an industry and the
client's relative position within the industry. From this analysis the
client's plans for production, diversification, etc. could be developed.
Many recommendations of consultants refer directly to the skills of
managing. These recommendations may apply to any type or level of

management. Some examples contained in thepreviously cited case

5(:}J:een, Downer, and Cerny, op. cit.
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study are: (1) to improve or expand the client's advertising program;
(2) to improve the organization of management and to formalize manage-
ment organization by written specifications; (3) to develop or improve
sales forecasting, production planning, and cost evaluation; (4) to
increase or decrease the size of the sales force, management staff,
or production crew; and (5) to improve production facilities. The general
criteria of protecting ownership interests is applicable to most findings
and recommendations listed above. Other recommendations directly
affect ownership interests, such as diversification of product lines by
expansion and, in some cases, diversification by merger or other forms

of combination.

Summary of the Nature of Management Consulting -

Management consulting is a form of service to management; it
is a form of outside assistance to management. It seldom accomplishes
anything that could not have been accomplished by management itself
with the proper quality staff and the proper approach. This is evidenced
by the fact that the potential benefits of consulting are greatest in small
businesses with inadequate management staff and skill. 16 An exception
to the above is the fact that an external opinion without a particular
internal bias and with fewer limits on alternatives can be useful to

management.

16Henry DeVos (ed.), Management Services Handbook (New
York: American Institute of Certified Public Accountants, Inc., 1964),
p. 2.
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Consultants usually deal with specific problems of management
that have already been partly identified and the results of an engagement
generally recommend some changes which the consultant helps to imple-
ment. The implementation phase of an engagement lessens the independence
for future engagements and would tend to reduce the potential benefit of
external assistance in solving future problems. The growth of manage-
ment consulting and the increasing management acceptance of external
advice can be interpreted as a measure of the success of consulting.

If management consulting 15 to be considered a part of the broad
concept of management auditing -- and it is often referred to as manage-
ment auditing in the literature -~ then it 1s a very informal audit approach.
Many of the characteristics set out in this study are present, but not
consistently applied in all consulting activities. The most important
difference between management auditing and consulting is the emphasis
upon collection of objective evidence in auditing and rendering an
opinion or recommendation based only upon this evidence. Management
consulting literature indicates that reports and recommendations by
consultants are often based upon opinions from outside sources and
expertness not related to the current engagement. In those instances
when management is dissatisfied with consulting results, it may well
be due to the lack of objective evidence supporting the opinion and
recommendations.

The variation in scope, subject matter, and work performed

makes uniform application of a set of consulting procedures difficult.
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No well defined set of standards for consulting practice exists except
the vague standard of successfully assisting management. No specific
criteria are uniformly used to evaluate evidence obtained in a consulting
engagement; however, as seems to be generally true in management audit-
ing, when some useful service can be performed and is in demand, the
necessary criteria will be developed. What is lacking in management
consulting is not so much criteria for interpreting findings as a uniform
application of these criteria.

The two following lists summarize what appear to be the more
important requirements and limitations of successful management con-
sulting.

Requirements:

1. management must accept the review and must cooperate
with the consultant.

2. a specific definable problem must exist upon which the
consultant can concentrate his effort.

3. the engagement must result in some improvement in the
form of recommendation for improvement.

4. the external point of view must be present for useful results.
Limitations;
1. no uniform set of procedures and standards are applied
which will result in similar conclusions by different

consultants.

2. consulting is useful in specific problems rather than
general evaluation when no problem exists.

3. when management is given direct assistance, future inde-
pendence is weakened.
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4. consulting is limited to those areas selected by management
and results often depend upon the expertise of the consultant
rather than objective evidence.

Management Audits by the American Institute of Management

The American Institute of Management was formed in 1948 to make
available a systematic technique of management appraisal; to apply this
appraisal technique to organizations; and to publish the results of these
appraisals. 17 The Institute publishes an annual listing of those companies
which it rates as excellently managed as well as detail reports on certain
selected organizations. 18 The range of the Institute's clientele is not
limited to business organizations; management audits have been applied
to such diverse organizations as the Roman Catholic Church, Pennsylvania
Military College, the cities of Mobile and Birmingham, Alabama, and
the British Crown Colony of Hong Kong. 19 However, most management
audit effort is directed toward large corporate businesses.

The management audits of the American Institute of Management
have been both highly praised and sharply criticized by writers in the
management and investment fields. The purpose of this brief analysis

of the Institute's audit activities is to compare the approach, techniques,

17.Tackson Martindell, The Appraisal of Management (New York:
Harper & Brothers, 1962), pp. xiv-xvii.

8Ameri.::an Institute of Management, Manual of Excellent
Managements (New York: American Institute of Management, 1954),
pp. 4-5.

19Ma,rti.nclell, op. cit., pp. 174-182.
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and evaluative criteria used with those developed for management audit-
ing in this study. Also the requirements and limitations of the success-
ful application of the Institute's appraisals will be considered as they apply
to management auditing. For clarity in presentation, the activities of the

Institute are referred to as management appraisals rather than management

audits.

The Nature of Appraisal Services by the American
Institute of Management

The objectives of the Institute's management appraisals are: (1) to
improve management by providing public recognition of good management
and good management techniques; and (2) to enable Institute members to
more accurately judge management performance of a specific company by
comparing it with the performance of other companies audited. 20 The
approach of the appraisal apparently varies with the amount and type of
information available about the company to be appraised. Organizations
are selected for appraisal on two bases: (1) those companies in which
a management appraisal would be of educational interest to Institute
members, and (2) those organizations for which a management appraisal
has been requested. When an appraisal is requested, the requestor must
bear the cost. 21 The author of a Fortune article has suggested that

organizations making grants to the Institute or purchasing reprints of

2OAmerica,n Institute of Management, op. cit., pp. 4-5.

2lihid. , p. 96.
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full appraisals ''are permitted to say a great deal about the text' of
the report. 22

The basic approach of these appraisals is to collect evidence,
evaluate the evidence, and form an opinion. An attempt is made to ob-
tain information from the appraised company so an ''inside audit" can be
performed.23 The primary source of this inside evidence is 2 301 item
questionnaire which is answered by executives of the client company and
supplemented with general observations. If the 301 item questionnaire
is not completed, a shorter 71 item form may be substituted.24 A 1954
study of the activities of the Institute points out that in the event a com-
pa;ly refuses to fill out either questionnaire, a company may be analyzed
and '"rated on the basis of published financial data, supplemented by press
clippings and other library material. n23 The Institute contends that any
company listed on the New York Stock Exchange can be rated from
published data, the equivalent of an "outside audit. 126

The evaluation of evidence and the final opinion thereon are ad-

mittedly subjective in nature. Answers to the questionnaires, interview

data, and other public information about the client are reviewed by an

22Da.niel Seligman, "Mr. Martindell's Curious Institute, "
Fortune, V. LIV, No. 5 (November, 1956), p. 252.

3 American Institute of Management, op. cit., p. 96.

2‘LSeligma\,n, op. cit., p. 252.

25_1_3;@-

-t 26America.n Institute of Management, op. cit., p. 96.
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auditing committee. Each member of the committee reaches an inde-

pendent evaluation, then, acting as a group, a final agreement is reached.

A point rating system is used in which 10, 000 points is perfect and 7, 500
points is the minimum for an excellently managed company. The audit
committee through much discussion and argument agrees on a final

point value to be assigned. 27 Despite the numerical system of scoring,

the final results are quite subjective in nature.

Nature of Standards Used by the American
Institute of Management

Evidence collected in an appraisal engagemént is classified into
ten categories and evaluative points are assigned to each of these cate-
gories. The categories used and their relative importance to the total

appraisal are as follows:

Executive evaluation 2, 400
Sales vigor 1, 400
Production efficiency 1, 300
Fiscal policies 1,100
Directorate analysis 900
Research and development 700
Service to stockholders 700
Health of earnings 600
Corporate structure 500
Economic function 40028

The Institute's opinion usually does not include the specific score of
a client in each category, however, a few detail reports do include the

specific point allocation.

27Se1igman, op. cit., pp. 247-248.
28Martmdell, op. cit., pp. 4-10.

b e aals
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The criteria used to evaluate evidence are primarily subjective
in nature. The above ten categories were developed by the Institute's
founder and apparently are applied in accordance with his objectives.
The evidence collected for evaluation is also primarily of a subjective
nature. In the final analysis, the only criteria that may be used to
evaluate the quality of appraisals by the Institute are those of success and
usefulness to the report readers. As previously pointed out, the acceptabil-

ity of these appraisals has been questioned.

Summary of Management Appraisals by the American
Institute of Management

The management appraisals by the Institute are one of the few
examples of appraisals or audits which result in an opinion on manage-
ment as a whole that is intended for outside interests. The appraisal
activities resemble those of management consulting, except that they
appear to be broader in nature. The reporting function is similar to
that of the independent financial audit, except that the degree of reliance
18 much less. From the limited review used here and from analysis
of these management appraisals, they are not auditing as defined in
this study.

Appraisals by the American Institute of Management are more
in the nature of editorial criticism as described in Chapter III than
auditing. Adequate objective evidence is lacking and is compensated

for by subjective evaluation. The appraiser does not have control over

the selection of evidence; rather whatever evidence is publically available
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is often used. The use of subjective evidence and evaluation is apparent
in the phase in which a committee decision is required for the final
evaluation. Evidence collected and evaluated as well as the criteria used
to evaluate the evidence are not objective enough that any uniformity could
be expected among different individuals or groups appraising the same
organization. Critics of the Institute point out that personalities of both
the Institute and the client may have an effect on the outcome. 29

Comparison of these appraisals to other approaches to manage-
ment auditing further emphasizes the importance of management acceptance
and cooperation in any type of management audit. Without this cooperation
and the collection of adequate evidence, the resulting conclusions are the
result of editorial criticism rather than audit. While there is much
interest in improvements in the material available to appraise manage-
ment, the subjective approach used by the American Institute of Manage-
ment has not had wide acceptance. It appears that the demand for an
overall evaluation of management is a démand for a more uniform, ob-
jective approach. As pointed out in previous chapters of this study,
there is an inverse relationship between the scope of management
audit subject matter and the objectiveness and reliability of the result-

£

ing audit opinion.

Audits by State and Federal Bank Examiners

The activities of State and Federal Bank Examiners are closely

29Seligman, op. cit., p. 254.

!
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related to the activities of internal auditors and governmental auditors
previously analyzed in this study. Since banks have a greater social
responsibility for their operations than most other business organizations,
bank examinations and subsequent reports are needed to protect the public
interest. Bank examiners have a greater responsibility to the public than
most internal auditors and a closer relationship to both business and the
public than most governmental auditors.

There are two major types of bank examinations currently con-
ducted. The first is the directors examination conducted by representatives
of a bank's board of directors and reporting directly to the directors.
Directors examinations are not considered in this analysis since their
activities are consistent with those of other internal auditors analyzed
in previous chapters. The second type of examination is conducted by
regulatory agencies of the State or Federal government in the interest
of protecting the general public as bank depositors. The activities of
this group are considered here for comparison with other types of manage-~

ment audits previously analyzed.

The Nature of Bank Examination Services and Subject Matter

In a recent book on detecting bank frauds, the nature and duties
of bank examiners are described as follows:

Examiners devote substantially all of their time to the
appraisal of the assets, appraisal of management and their
conformance with banking law and regulations -~ primarily
to determine the degree of adherence to safe and sound banking
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policies and practices. 30

The author points out the limited reliance that can be placed upon
examinations made periodically by State or Federal employees because
these examinations deal primarily with internal consistency and propriety
of bank records. Examination procedures used by bank examiners are not
adequate for giving an opinion or bank financial statements.

The primary purpose of State or Federal bank examinations is
to appraise bank managements' compliance with applicable_ laws and
regulations and adherence to sound banking policy. The point of view
in bank examinations is that of bank depositors, the consumer, and
regulatory agencies rather than other interests such as investors. In
recent years comparisons between bank examinations and external finan-
cial, "opinion,'" audits have been made. One such comparison describes
examiners as follows:

Examiners in general, spend more time on investment
portfolios and policy, detailed credit analysis of loans,
appraising the effectiveness of management, and determining

the adequacy of banking services to the community.

One point of view is that both the external auditor and the bank examiner

have the same ultimate general objectives; those of appraising the i

30Lester A. Pratt, Bank Frauds; Their Detection and Pre-
vention (second edition; New York: The Ronald Press Company, 1965),
p. 26.

3lpid., pp. 25-27.

32Edi‘corial, "FDIC Chairman Discusses Bank Audits and
Examinations, " The Journal of Accountancy, V. 120, No. 6 (December,
1965): p- 18-
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conditions and results of operations in banking institutions and ascertain-
ing whether banks are being managed in a competent and satisfactory man-
ner. 33 Another approach, often taken by the same authors or speakers,
is that the basic audit approach and objectives are quite different. ''The
examiner and the auditor, because of the basic differences in ultimate
objective, do not even approach their tasks fromthe same point of view.
They have been trained to look at the same loan portfolio, the same deposit
ledger from far different perspectives. n34

The two above views are not inconsistent because the general
objectives of appraising conditions and results of operations and whether
management is satisfactory applies to any type of audit examination.
Specific objectives -~ financial statement presentations or compliance
with applicable laws and regulations-- differ between the two audit groups.
The external auditor's point of view is that of all interested parties while

the bank examiner is primarily concerned with the general public as

depositors and as represented by governmental agencies.

The Nature of Bank Examiners Responsibilities and Standards

Banks and other deposit and loan institutions are subject to
regular examination by government agencies. Langston lists some of

the applicable regulative agencies as the Comptroller of the Currency,

33Ibid.

34Edif:orial, "The Importance of Bank Audits, ' The Journal of

Accountancy, V. 120, No. 1 (July, 1965), pp. 21-22.
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State Bank Departments, Federal Reserve Banks, Federal Deposit In-
surance Corporation, and Clearing House Associations. 35 Examiners
are directly responsible only to their respective agencies and their
reports go only to these agencies. All other responsibilities, such as
to the examined bank and the general public, are indirect. Standards
for judging the quality of examinations are those established by the
agencies for their employees and are only indirectly concerned with
satisfying banks and the general public.

The criteria used to evaluate evidence obtained in bank examina-
tions are the laws and regulations applicable to bank operations. Banks
are required to operate in the.public interest and standards from the
categories previously discussed in this study -- social, economic,
legal, and reasonable management skill -- are included in banking regu-
lations. Bank examiners do not emphasize standards for profitable
operations set by owners of banks. In many cases there is a direct
conflict between ownership desire for increased profits and legal re-

quirements used as criteria by the examiner.

Summary of the Nature of Bank Examinations

Banks have a responsibility to their customers and their com-
munity which is greater than most other private business. Since banks
have the power to create money they have become almost government

operated businesses using private capital. The public interest is

35L. H. Langston, Bank Accounting Practice (New York: The

Ronald Press Company, 1937), pp. 500-501.
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protected by extensive regulation and by regular compliance examina -
tions., Compliance examinations, which are ''a primarily qualitative
analysis, aimed at developing the value of holdings (assets), their
soudness, the legality of bank actions, the soundness of capital, and
the quality of management, 36 are a type of management audit. As
bank managements' choices are more limited, bank examinations and
the compliance portion of management audits become more feasible.
Also, as business is more highly regulated, compliance becomes a
more important part of a bank management audit. It appears that
management audits would be more feasible in highly regulated, highly
structured organizations. Also; as all business 15 subject to increasing
governmental regulation, management auditing from a comp1:1ance point
of view should become more feasible.

The success of bank examiners' applications of management
audit techniques is due in part to the acceptance of examination by
management. Bank management operates with the knowledge that
most decisions will be subject to audit by some external group. Ex-
amination of bank management's actions is also acceptable and de-
manded by the general public to protect its interests. These demands
are channeled through government agencies, however, without these
demands, this type of management audit would probably not be con-

ducted. The results of bank examinations are generally not made
36
pp- 21—22-

Editorial, The Journal of Accountancy (July, 1965), op. cit.
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publicly available as is true of most other types of management audits
considered in this study. For this reason, bank examinations are of

little direct value to s;:ockholders or potential investors.

Other Approaches to Management Auditing

The consideration of other approaches to management evalua-
tion through auditing is necessary for two reasons: (1) to illustrate that
the institutional -- group -- approach in this study does not cover all
activity in the area of management auditing, and (2) to point out that
the demand for management auditing is such that attempts are being
made to find a useful approach. Two examples of other approaches to
management auditing are briefly described and related to the concept
of management auditing.

The first example deals with the application of management
auditing by students to the results of business games as played by
students in University management classes. 31 In these experiments,
management auditing -- ''statement of opinion by a CPA with regard
to the performance of the management function"38 -~ is introduced
as a means of evaluating the ""playing of the game." Student auditors

are to evaluate management methods used by other students while

37Neil C. Churchill and Richard M. Cyert, "An Experiment

in Management Auditing, " The Jlournal of Accountancy, V. 121, No. 2
(February, 1966), pp. 39-43.

38 1nid., p. 39.
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playing management games. Accepted principles of management are used
as the basis for evaluating audit evidence. The emphasis in these student
audits is upon the decision making process and procedures used by student
managers rather than the correctness of their judgment. The conclusions
drawn from these experiments are that the process of management can
be audited independently of the results management attains; a broad
knowledge of management is not ncessary to evaluate management methods
and procedures; and, when adequately documented with objective findings,
the results of a management audit are useful to the top management of
the "Game Firm."

In relation to the concept of management auditing developed in
this study, these experiments support several points raised earlier.
The feasibility and usefulness of management audit opinions for outside
third parties was not considered even though it is implied in the definition
used for management auditing. Results of the student audits were tested
against the opinions of the board of directors of the game. These direc-
tors consisted of businessmen and faculty who reviewed the management
audit report with student management and student auditors. Most cur-
rent management audits are internal, crossing management levels
rather than as external reports to outside interests. As developed in
other chapters of this dissertation, outside, third party reliance is not
a prerequisite for successful auditing.

In these experiments, accepted principles of management were

deemed adequate as criteria for interpreting audit evidence; however,
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the best results from management audits are attained when adequate,
objective support is cited for audit findings and conclusions. This is
consistent with previous findings in this dissertation that successful
management audit reports need to include specific findings. Accessibility
to evidence and acceptance by management that their activities are sub-
ject to audit is also a prerequisite for management auditing. These
factors existed in the experimental situation since students in courses
expect and accept the fact that their work is to be evaluated. The ex-
periments do not provide any measure of the effect of this factor 1n less
controlled situations. As previously brought out in this study, as a
business becomes more controlled and structured through various forms
of regulation, a management audit is more feasible. In these controlled,
structured, classroom situations a management audit can be useful in
evaluating methods and procedures used.

The second example of other approaches to management audit-
ing involves the use of management audit procedures in the audit of a
firm of Certified Public Accountants. The following illustrates this
example:

Also in connection with the firm's long-range planning,

three eminent accounting academicians, Mr. Neil Churchill

of Carnegie Tech, Mr.George Sorter of the University of

Chicago and Mr. Dennis Grawoig of Georgia State have

been engaged to conduct a 'hmanagement andit"' of the

policies and operating procedures of our firm during

the forthcoming summer. These gentlemen are believed

to be outstanding in their field and are familiar with the

public accounting profession having been both empldyees

and consultants. It is contemplated that approximately

three man months will be required to complete their
engagement. They will report on firm objectives, the
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characteristics of our market, our firm image with

clients, prospective clients, lost clients and others,

and will review other operating policies and procedures.

We are looking forward to this type of audit which could

very well be the type of audit the public accounting pro-

fession will be carrying out for its clients in the not too

distant future. 3

From this project, regardless of its ultimate success, it is
apparent that when management is willing to be audited a management
audit can be undertaken. Factors such as the criteria by which to
evaluate audit evidence, and the relative formal structure of manage-
ment's activities may effect the quality of a management audit but
they do not prevent its application. As in previous examples of various

types of management audits, the final report is to be issued to manage-

ment rather than outside interests.

Management Audits by Non-Audit Groups

This section considers the general approach to management
reviews or audits by outside interested parties such as bankers, financial
analysts, other stockholder representatives, and government agencies
interested in protecting investors. Much of the current demand for
some form of management audit comes from these groups who need
some way to evaluate management. The following analysis considers
bankers as either present or future creditors, but the same reasoning

will also apply to those interested in stock investment or consumer pro-

tection.

39McGladrey, Hansen, Dunn & Company, Highlights and
Sidelights (Unpublished Company Letter, May, 1966), p. 1.




242

Bankers must evaluate the management of any organization to
which they extend credit. Liquidity, cash flow, and collateral are im-
portant factors, but continued successful, profitable operation is the
ultimate criteria in any loan commitment. Both long-run and short-
run liquidity are dependent upon management actions which guide the
organization. Dewing has written that with excellent management any
business will survive but with poor management any business will
eventually fail. 40

Bankers take a point of view that will best protect their own
interests when evaluating management. It may be argued that bankers
are operating in the interest of third parties -- depositors -- or that
financial analysts act in the interests of their clients, however, the
major objective is to improve their own operations by improved ser-
vice to their customers. The banker has little responsibility to the
management he evaluates. The nature of management auditing and of
all auditing requires at least a two way responsibility; that is, a fair
objective evaluation from the point of view of the report user. The
auditor cannot have an interest in the outcome of the audit if he is to
perform a-useful function. .

It is concluded here that these non-audit groups are primarily
users of management audit reports and by being report users cannot ef-
fectively conduct the audit. Management reviews and evaluations are

an integral part of the operations of many non-audit groups but these

reviews are not management audits as developed in this study.

40A rthur Stone Dewing, The Financial Policy of Corporations

(fifth edition; New York: The Rona Tess Company,  1I, pp. 1216-I1.
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CHAPTER IX

EVALUATION OF FINDINGS: CONCLUSIONS AND RECOMMENDATIONS -

The objective of this study has been todescribe, organize and

analyze the concept of management auditing as it currently exists in

order to develop conclusions about this concept and its future development.

The research was conducted primarily from an audit point of view and
the conclusions and recommendations in this chapter also reflect this
point of view. The assumptions underlying the research were that there
is a broad concept of audit which includes both financial and management
auditing and that an analysis of auditing literature and practices will
produce identifiable features of this concept which can be classified and
summarized to identify the nature of such auditing; its requirements and
its limitations.

The research for the study was conducted in two phases and the
preceding c‘hapters follow this format. The first phase is an investiga-~
tion of the general nature of auditing, both past and present, and its
relationship to general critical theory and forms of management criti-
cism. The general nature of standards and their use as professional
judgment criteria are also considered. The second phase is an investi-
gation of the management audit practices of several graups currently
performing this type of service. In this chapter the research findings
are evaluated and conclusions drawn about the nature of auditing in
general and management auditing specifically. These conclusions lead

to recommendations for the future development of management auditing

[
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and the type of future research needed.

Major Research Findings and Conclusions

Littleton defines a concept as a series of related ideas1 and
the investigation of a concept can result only in the identification and
clarification of some of these related ideas. Many of the limitations
of successful application of management auditing presented in this
study apply equally well to the findings and conclusions reported in this
chapter. Notably, the lack of conclusive factual evidence and the absence
of accepted criteria by which to evaluate the evidence obtained. In
auditing, the final report is usually qualified as being based upon the
evidence obtained and certain identified standards. The same qualifica-
tions apply to the conclusions and recommendations in this chapter;
that is, they are based upon the evidence obtamned in the research of
the preceding chapters. The findings about the general nature of
auditing and the requirements and limitations of management auditing
are summarized in this section. These findings and others are also

used as a basis for the subsequent conclusions and recommendations.

The General Nature of Auditing

Current practices of external auditing, government auditing
and internal auditing can be traced back to a common historical origin.

Auditing as the service of an unbiased review dates back as far as we

lA. .C. Littleton, Structure of Accounting Theory (Madison,,

Wisconsin: American Accounting Association, 1953), p. 148.
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have written records, but the basis for current developments stems from
the period of the English Manor System. Auditing is a control function
whose basic objective 15 to improve the control over certain organiza-
tion units. The methodology of auditing has been compared to the
scientific method and is very broadly described as collection of evidence,
evaluation of evidence, and drawing conclusions from this evidence. As
currently practiced, auditing applies to the direct or implied representa-
tions at all levels of an organization. Auditing can be directed twoard
any economic or financial plan, policy, procedure, activity, or report,

and the final audit report, in which an opinion is formulated, contains

direct or indirect recommendations for improvement.

Relationship of auditing and critical theory. There is general

agreement that auditing is critical in nature rather than constructive and
that auditing is a particular form of criticism which emphasizes opinions
based upon objective, factual evidence rather than unsupported personal
opinion. As such, auditing is defined as one part of the more general
area of critical theory. The ultimate goal of criticism, including audit-
ing, is the full, evaluated apprehension of a subject. This apprehension
may rely heavily upon description, but full apprehension must also
include evaluation.

The requirements for all forms of criticism are a clearly stated
objective, appropriate analytical procedures, and understandable, useful

reports. The objectives of criticism and auditing vary; however, the
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broader the scope of the objectives, the greater the potential usefulness
of the results and the fewer the available, appropriate procedures. On
the other hand the narrower the scope of the objectives the lesser the
potential usefulness of the results and the greater the number of appro-
priate procedures. Critical procedures should originate from the ob-
jective of the criticism rather than the objective being limited by a set
of available procedures.

Critical analysis and auditing are more appropriately based upon
an external frame of reference. Criticism may be applied to any subject,
but auditing is appropriate only when applied to the economic and finan-
cial aspects of an organizational unit. Criticism may be based upon
personal, biased, evidence and may emphasize the opinion rather than
the supporting evidence. Auditing, on the other hand, 1s a part of in-
vestigative criticism which must have objective, evidential support for
any opinions.

It is concluded from my limited research in critical theory
that auditing is one phase of the general field of criticism and audit
theory and practice should be consistent with critical theory and prac-
tice in other areas. However, auditing is but one small part of the
field of criticism and certain requirements in the activities of evidence
collection, evaluation, and opinion formation are more restrictive in
auditing than in general criticism. Criticism, to be considered auditing
must be applied to the economic or financial aspects of an crganization

and meet the restrictive evidence requirements.
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The broad concept of audit. The’ findings in Chapter II and III
lead to the conclusion that a concept of auditing including both financial
and management auditing currently exists. What is lacking is the recog-
nition of this general concept by various audit groups and the utilization
of this general concept in most auditing literature. No exact definition of
this audit concept is possible but some of the significant features can be
identified.

Auditing is a critical service function and its contribution is
in the form of control and improvement through either explicit or implicit
recommendations. It is the critical examination of some identifiable
organization unit and the most consistent current usage applies only to
economic and financial areas of these organizations. The-audit method-
ology is flexible but it requires the use of objective, factual evidence.
The nature of this evidence is dependent upon the particular audit
objective. Auditing can be directed at any level of an organization and
the audit report can be used either internally or externally. The audit
can be applied to either things or actions and to problems of fact or of
value, however, an independence from the conduct of the operation
audited must be maintained. As in all social sciences, the audit evi-
dence is seldom conclusive enough for certainty and audit results are
reported in the form of opinions and recommendations. The auditor's

judgment must be used to decide what opinion should be issued if, 1n

fact, the evidence is adequate for any opinion.

sy
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The Nature of Management Auditing

Management auditing, as a part of the general audit concept, is
included in the above conclusions, the research findings on audit
responsibilities, subject matter, service, and reports are set out in
Chapters V through VIII of this study. The significant findings and
conclusions about the requirements and limitations of the successful
application of current management auditing are summarized here.

Requirements for successful management auditing.

1. Management must want an audit or be required to submit
to audit; management must cooperate in the audit applica-
tion.
This requirement is met in all current practices of management auditing
although the reasons vary. Government agencies are required to submit
to management audits and agency management accepts the fact that their
activities are subject to critical examination. Management audits in
private organizations are conducted only at the request of management.
Even though management may accept the responsibility for operating 1n
the public interest, it is doubtful whether management audits of private
organizations will expand without strong external pressure from the
government, stock exchanges, stockholders, etc. It is generally agreed
by all management auditors that management cooperation is a necessity.
2. The auditor must be independent of the actual performance
of the operation audited and must maintain an objective,
unbiased point of view.

The degree of audit independence is sufficient as long as the auditor has

no responsibility for operations and has no vested interest in the audit
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results. The auditor must be qualified to apply audit methodology and
the audit opinions must be based upon an objective evaluation of factual
evidence. The auditor must have access to all necessary evidence and
must be the one to decide when evidence is adequate. In most cases
audit evidence is accumulated in some form of working papers.

3. To obtain useful audit results management audits must
be applied to situations in which management is highly
structured.

Management structure includes clearly defined objectives, policies, and

procedures which the auditor can use as a basis for eval uating audit

evidence. Compliance audits based upon established rules and regula-
tions are currently the most feasible application of management audit-
ing. These regulations may be established by law, ownership interests,
or management itself in the form of plans and policies. In connection
with this requirement 1t is also necessary to accept some criteria
other than cost saving or d<;11ar profit as a measurement of management's
success before management auditing can be successfully applied. This
is currently applicable in government operations and in nonprofit pri-
vaté organizations.

4. The audit subject must be narrowed to a specific problem

for which audit objectives can be clearly defined and for

which a detail audit program can be developed to produce
measurable results.

Evaluations of overall management are not attempted in most current
audit practices nor do they seem to be practical with current audit

approaches. Current management audits begin with a general survey

from which specific problems are selected for detailed audit examination.
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A common basis for problem selection is that of areas in which measurable
dollar savings can be found. Another approach to this requirement is
to select major management objectives to be subjected to detail audits
rather than audit all major and minor objectives.

A second factor in requirement four above is that éhe organiza-
tion structure of most audit groups is such that most of the detail evi-
dence collection is done by less experienced, less qualified auditors. The
use of junior auditors to conduct audits provides them with the necessary
audit experience but it also requires the use of rather formalized audit
procedures and a consistent audit approach through the use of some type
of audit program. The audit subject matter and audit objectives must
be identifiable to the degree necessary to prepare audit programs and
to review the work of less experienced auditors.

5. The results of management audits must be reported and

the report format must be flexible enough to include the

audit procedures used, findings, conclusions, and

recommendations for improvement.
The objectives of management auditing must include the issuance of an
accurate and useful report regardless of the conclusidbns reached. The
report may be informal such as a letter to management or'it may be
formal such as the reports of the General Accounting Office. Much of
current management auditing is limited to deficiency reporting and the
acceptance of such auditing is not as enthusiastic as it would be with
more inclusive audit reports.

The amount of detail included in audit reports varies and

generally the more subjective the criteria used to form report opinions
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the more detail about audit findings and criteria used will be included in
the final report. The historical development of the external auditors
opinion on financial statement presentations suggests that as management
standards and management audit procedures become more generally ac-
cepted, less detail will be included in management audit reports. As
the chapter on criticism points out, when evaluative criteria are not
clear, the examination's findings and conclusions may have to be made

clearly contingent upon the criteria used.

Limitations of successful management auditing. The five fol-

lowing factors were found to limit the current success and potential
success of management audits. Future improvement of management

auditing will come from reduction of the restrictions imposed by these

'
¢

limitations.

1. Management audits are usually limited to audits of line
management and middle management; the audit con-
clusions and recommendations are usually available
only to top management of the audited organization.

It is established in Chapter I that there is a demand for more informa-
tion by which an organizations overall management can be evaluated.
Current management auditing practice does not make this overall evalua-
tion nor are audit results useful in this evaluation. Most current audits
do not examine overall company management and current audit reports
are not available to external interests. The lack of adequate criteria

by which overall management can be evaluated and the lack of sufficient

external pressure for such evaluations are two reasons for this limaitation.
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Auditors of the General Accounting Office have the authority to audit
and give opinions on overall agency management but this is seldom done
due to a lack of evaluative criteria and appropriate audit procedures.
The Army Audit Agency issues an overall opinion on management but it
is restricted to selected major missions only.

2. Current management audits are limited to specific problems
and deficiency identification rather than overall evaluations
and audit benefits are interpreted from a negative point of
view.

Much of the comment 1n one above also applies to this limnitation. Cuz-
rent management audit practice results in the unfortunate stigma of
"bungling management. ' Audits are limited to specific problems and
deficiencies for two reasons, first the demand for overall positive

and negative evaluation is not sufficient to make these audits economical-
ly feasible and second the available management audit procedures and
techniques make it impossible to consider total management. For example,
in audits by the General Accounting Office, hundreds of man-days are
needed to isolate and substantiate limited findings. The application of
this approach to all management of an agency would not only be unecon-
omical, it would be humanly impossible. The Army Audit Agency applies
detail audit procedures to major missions of an installation and reports
an opinion of management's accomplishment of the major mission. Re-
duction of this limitation may be possible by further identification of

major missions of organizations and the development of audits of these

missions.
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3. Current management audit techniques and standards of
audit quality are inadequate for uniformity and general
acceptance of audit practices.

The success of present management auditing often depends upon the
skill and knowledge of the individual auditor rather than the audit pro-
cedures used. The necessary skill and knowledge are not generally
known and the audit report user cannot judge this skill except through
the acceptance of audit results. Audit reports vary in quality and the
time and effort needed in a management audit are not uniform. This
type of limitation is usually reduced as more experience is gained by
the auditors and those who rely on audit reports.

4. Generally accepted principles or standards necessary
to evaluate audit evidence are not well defined nor
generally understood by audit report users.

In current management auditing the auditor often develops and uses his
own standards. The usual effect of this limitation is that the auditor
must report his findings, conclusions, and the criteria used to reach
these conclusions. More audit evidence is necessary for an opinion
based upon subjective criteria than upon objective criteria if the report
reader is to accept the opinion. This limit further restricts the econ-
omical feasibility of general evaluations of management. Compliance
audits use agreed upon laws and regulations as evaluative criteria and
this type of management auditing is more common. The lewer the
management level subjected to an audit, the more compliance with

existing regulations and procedures can be used in the audit. Manage-

ment auditing is more acceptable in Government agencies than in private
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organizations because these agencies are subject to more extensive
regulation and can be more easily audited. Restriction of audits to
compliance audits reduces the usefulness of audit reports as an overall
evaluation of management.

Research on the background of standards presented in Chapter
IV developed the findings that measurement of a subject usually precedes
the development of generally a:ccepted standards which appears to be
the situation in current management audits. Chapter IV also points
out that as a field such as management becomes more ""scientific"
more specific measurement standards are developed.
5. Management audit reports may include explicit or
implicit recommendations for improvement bul if the
auditor assists in the implementation of these recom-
mendations there is a loss of audit independence.
The research findings in Chapters VII and VIII point out that the imple-
mentation of suggested improvements is the practice of management
rather than the review of management. If management is actively
assisted by the auditor, he would not be independent in any future
engagements because he would be forced to audit his own work, nor
would he be independent in the current engagement because he would
have an interest in the audit results. The loss of independence by the
management auditor assisting management 1s analogous to the financial

auditor's loss of independence when he assists the client in keeping

records or preparing financial reports.
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The Nature of Standards Used in Management Audits

One of the assumptions of this study is that if management
audits are conducted, criteria exist to evaluate audit evidence and it
is possible to classifiy the criteria being used. This analysis and
classification will serve as a basis for future refinement of audit ap-
proaches. The research approach considered only the criteria actually
used rather than trying to develop new criteria.

The research findings about the nature of standards leads to
the conclusions that current mnanagement standards are measurement
standards rather than computational, and include both technical stand-
ards and social standards, particularly as interpreted by law. Standards
for management performance have evolved from a mixture of customary
practices and legal requirements. These standards apply to both
managerial actions and the objects which are the results of these ac-
tions. In a developing field such as management, measurement usually
precedes the identification of generally accepted standards. As an
activity evolves and becomes more refined, more specific standards
are adopted.

Chapter IV also identifies five categories of standards that
are used in various professional activities; social, legal, economic,
controliing interests, and reasonable skill. These five categories were
considered in the analysis of criteria being used in current management
audits. The conclusions reached from this phase of the study are at

best general. Standards do exist and are being used; however, their
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usage is so varied that a clear pattern could not be established. Social
criteria used are primarily those interpreted by laws or those of an
economic nature. ReasOnable skill by managers is interpreted in terms
of compliance with accepted legal standards and requirements of con-
trolling interests for economically efficient operations. Most manage-
ment audit standards are not generally accepted and are explained in
the audit report to the extent the auditor believes necessary to justify

his conclusions and recommendations.

The Audit Group Best Suited to Conduct Management Audits

.

The conclusion on the selection of management auditors depends
upon the type of management audit to be performed. The first alterna-
tive considered assumes the audit report is to be used by outside inter-
ets, the second alternative assumes audit reports are to go to manage-
ment, and the third alternative considers the sitvation existing in Govern-
ment operations. If the user of management audit reports 1s to be the
general public or some specific outside interest such as investors or
creditors, then the ma.na.ge’ment audit must be conducted by an external
auditor. Whether these audits emphasize compliance with specified
regulations or emphasize overall management evaluation, either Certified
Public Accountants or management consultants would be best suited to
conduct the audit. Management audits by Certified Public Accountants
could be accomplished by an integration of current management services
and current financial audits. CPA's already have an effective organiza-

tion which can control the quality of such audits. More successful audits
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by management consultants would require more uniform procedures in the
conduct of audits and the development of a stronger professional organiza-
tion which can control audit quality. Either group would need to refrain
from active assistance to the management audited. Certified Public
Accountants are the better choice of the two as will be expanded further
in the subsequent recommendation for a full service concept of auditing.

The second alternative of audit reports directed to management
only more closely corresponds with the current status of management
auditing. In this case any of the competent audit groups considered in
this study could conduct such audits. The audits are the result of manage-

ment requirements and management can select the appropriate avditor.

If management wants an external point of view, an external group can
be chosen, and if not internal auditors could be satisfactory.

The third alternative deals with government auditors, especially
audits by the General Accounting Office. These auditors now report
directly to Congress and are responsible only to Congress. Since
Congress represents the general public's voice in government operations,

the only possible improvement would be for the General Accounting

Office to be made up of elected officials. Such a proposal would be
unrealistic and possibly not even an improvement. Having public ac-
counting firms conduct audits of Government agencies and report to

the public and Congress would also not be much improvement over the
existing arrangement. Management auditing in the Federal Government

could be improved by more emphasis upon general evaluation of agency
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management of Federal resources and therevaluation of public interests

served by Government operations.

Recom mendations

The main recommendation developed from the research of this
study is that future research into audiling theory and future refinements
of auditing practices should be directed toward a broad 'full service
audit" concept. This approach should replace the current trend toward
segmented audit developments which tend to contrast financial and manage-
ment audits, internal and external audits, and opinion audits and manage-
ment services. The full service audit applies to all'economic and financial
plans, procedures, activities, and reports of organizations, and results in
flexible audit reports. Audit reports generated would include an opinion on
financial statements. cpinions on any other financial reports, opinions on
management performance at various levels of the organization, and recom-
mendations for improvement. All of the above information could be in-
cluded in the report or any combination could be used as the circumstances
demanded. Audit reports could be directed to the general public, selected
outside interests, the board of directors, or to management, depending
upon the audit requirements. This full service audit concept 15 the logical
extension of the business audit approach currently suggested and applied

by one public accounting Jﬁrmz except there is no restriction of the ultimate

audit report to an expression of opinion on financial statement presentations.

2Garl Tietzen '""Changes in Public Accounting,'" The Journal of
Accountancy, V. 105, No. 5 (May, 1958), pp. 86-87.
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Many of the steps necessary to implement the full service audit
are already being studied. Some examples are the expansion of the attest
function to more financial data, conducting operational audits in conJ:.mc-
tion with financial audits, and compliance features of audit reports on
government related operations. The Certified Public Accountant already
includes many of the full services in his financial~audit but does not recog-
nize these services as audit and does not accept as much responsibility for
these services. Audits of other financial data and recommendations for
improvements thereon can be readily incorporated into the present finan-
cial audits, but more development is needed before opinions on manage-
ment performance can be issued.

It is recommended thata step by step implementation of the man-
agement audit phase be undertaken. The steps include the use of a flex-
ible form of audit report in which the scope of the management audit can
be identified and the resulting opinion contingent upon the audit 'scope.
Opinions can currently cover compliance with applicable laws, meeting
certain objectives such as budgets, and the adequacy of the syster'n of
financial control. Further developments in management measurement

would eventually lead to an overall opinion replacing the piecemeal

opinion.

Recommendations for Future Research in Management Auditing

1. It is concluded in this study that auditing is but a part
of the general field of criticism. Further research in
critical theory is needed to develop 2 sound, consistent
theoretical basis for auditing theory as a type of criticism.
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Behavioral studies about the effect of audits on manage-
ment decisions and the effect of audit reports on external
decisions are needed to determine the most productive audit
approach. Similar studies are also needed to identify the
factors necessary for management's acceptance of audit
evaluation.

Management audit procedures need to be developed and tested.

More exact standards of management performance are needed
and the effect the development of percise standards will

have on management decisions needs to be identified and
tested.
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was born on November 22, 1935, in Boonville, Missburi. After gradua-
tion from the Prairie Home Missour: High School in 1953, he worked as
a stock clerk, printing press operator, and warehouse manager until
entering the University of Missouri in 1957. He receiveda B.S. in
Business Administration degree in 1960 and was an auditor for Price
Waterhouse & Co. until 1962. In 1962 he entered the graduate program
at the University of Missouri and received an A. M. degree in Accounting
in 1963. He continued his graduate work at 1he University of Illinois
leading to a Doctor of Philosophy in Accountancy. He was a part-time
Instructor of Accountancy at the University of Missouri and the University
of Illinois from 1962 to 1966, and at present he holds the position of
Assistant Professor in Accounting at the University of Jowa. He was
married to Susan M. Albers in December, 1960. He has three children,

Margaret, age 6, Elizabeth, age 4, and John, age 2.




