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AUDITING A S  WE ENTER THE 21ST CENTURY-- 
WHAT NEW CHALLENGES WILL HAVE TO BE MET 

tl 

I am pleased to be here today at this gathering of the 

American Accounting Association. Yours is a truly prestigious 

organization with singular accomplishments in accounting and 

auditing research of which your 12,000 members can be proud. 

Your distinguished President, Dr. Maurice Moonitz, is a re- 

nowned scholar and author, and his contributions to the 

accounting profession are well known. 

It seems t o  m e  entirely appropriate that we are meeting 

here at the "Crossroads of the Pacific" for these discussions 

because in my view, the auditing profession is at something of 

-_  a crossroad itself. We have seen auditing come a long way 

from its strictly financial orientation to a much broader range 

of activities. Now, we see that new changes may be in store, 

and new challenges await us in the near future. It is on these 

changes and challenges that I would like to focus my remarks 

todayo 
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'THE.NEW A U D I T  ENVIRONMENT 

L (What w i l l  t h e  a u d i t  e n v i r o n m e n t  be l i k e  a s  w e  e n t e r  

t h e  n e x t  c e n t u r y ?  To b e g i n  w i t h  a u d i t o r s  w i l l  be r e v i e w i n g  

f i n a n c i a l  s t a t e m e n t s  w i t h  assets and  l i a b i l ' i t i e s  s t a t e d  

i n  c u r r e n t  v a l u e s .  T h i s  c h a n g e  w i l l  be a r a d i c a l  d e p a r t u r e  

f rom t o d a y ' s  e n v i r o n m e n t ,  b u t  o n e  wh ich  seems t o  be i n e v i t a b l e .  
3 

& (Accountants  a l r e a d y  r e c o g n i z e  a need  t o  r e c o r d  t h e  e f f e c t s  o f  
14- 

i n f l a t i o n  o n  corporate p r o f  i ts  and l o s ses3  S e v e r a l  a p p r o a c h e s  
4 

are  u n d e r  d i s c u s s i o n ,  b u t  i f  t h e  pas t  is a n y  i n d i c a t o r ,  t h e  

immedia te  s o l u t i o n  w i l l  p r o b a b l y  be n o  more t h a n  t o  t a k e  

t h e  e f f e c t s  of i n f l a t i o n  o n  corporate  e a r n i n g s  and  b u r y  t h a t  

i n f o r m a t i o n  somewhere i n  a f o o t n o t e  t o  t h e  f i n a n c i a l  s t a t e m e n t s ,  

or  t o  i n c l u d e  i n  a n n u a l  r epor t s  s u p p l e m e n t a r y  i n f o r m a t i o n  

on  t h e  e f f e c t s  of c h a n g i n g  pr ices .  O f  course t h e  S e c u r i t i e s  

and Exchange Commission a l r e a d y  r e q u i r e s  compan ies  i t  r e g -  

u l a t e s  t o  make c e r t a i n  d i s c l o s u r e s  o n  t h e  e f f e c t s  o f  i n f l a t i o n  

o n  t h e i r  o p e r a t i o n s .  They s u p p l y  t h e  i n f o r m a t i o n  i n  f o o t n o t e s  

t o  their  f i n a n c i a l  s t a t e m e n t s - - i n f o r m a t i o n  s u c h  a s  w h a t  i t  

would cos t  a t  t o d a y ' s  p r i c e s  t o  replace e x i s t i n g  p l a n t ,  e q u i p -  

ment ,  and  i n v e n t o r y .  However, t h e  o v e r a l l  e f f e c t s  of i n f l a -  

t i o n  are  n o t  r e a d i l y  d i s c e r n a b l e  i n  t h e  s ta tements  t h e m s e l v e s .  
P 
/-The p rob lem is m a n i f e s t e d  when compan ies  p i l e  u p  r e c o r d  

p r o f i t s  o n  paper,  a t  t h e  same t i m e  p r e s s i n g  t h e  C o n g r e s s  f o r  

t a x  r e l i e f  2 T h i s  p o i n t  is  made g r a p h i c a l l y  b y  i n f o r m a t i o n  
, ',, o n  sa les  and  d i v i d e n d s  o f  s e v e r a l  major c o r p o r a t i o n s  t h a t  

t h e  F i n a n c i a l  Accoun t ing  S t a n d a r d s  Board h a s  compi l ed  f o r  
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' a !%year p e r i o d .  The i n f o r m a t i o n  shows t h a t  c o m p a n i e s  s u c h  

as U n i t e d  S t a t e s  S t e e l ,  I n t e r n a t i o n a l  T e l e p h o n e  and  T e l e g r a p h ,  

and  S e a r s ,  Roebuck & Company--all of which  h a d  s a l e s  i n c r e a s e s  

of s e v e r a l  b i l l i o n  d o l l a r s  o v e r  t h a t  period--were a c t u a l l y  

o n l y  m a i n t a i n i n g  t h e  same o r  lower volume when t h e s e  f i g u r e s  

were r e s t a t e d  i n  c o n s t a n t  d o l l a r s .  The  same was g e n e r a l l y  

t r u e  f o r  s h a r e h o l d e r .  d i v i d e n d s  p a i d  by  these c o m p a n i e s .  

When i n v e s t o r s  see t h e i r  d i v i d e n d s  e x p r e s s e d  i n  c o n s t a n t  

d o l l a r s ,  t h e y  g e t  a more a c c u r a t e  i n d i c a t i o n  of  t h e  a c t u a l  

r e t u r n  o n  t h e i r  i n v e s t m e n t .  T h i s  t ype  of i n f o r m a t i o n  a l s o  

is h e l p f u l  t o  people i n v e s t i n g  i n  t h e i r  own b u s i n e s s ,  or  when 

j o i n i n g  w i t h  o t h e r s  i n  a p a r t n e r s h i p  o r  c o r p o r a t i o n ,  a s  

well a s  t o  r e g u l a t o r y  a u t h o r i t i e s  a n d  o t h e r  g o v e r n m e n t a l  

a g e n c i e s  c o n c e r n e d  w i t h  t h e  p r e s e r v a t i o n  of t h e  e q u i t y  

i n t e r e s t  i n  a n  e n t e r p r i s e .  

W i t h  so much a t  s t a k e  f o r  s u c h  a w i d e  v a r i e t y  of 

people, c o n t i n u e d  i n f l a t i o n  w i l l  e v e n t u a l l y  f o r c e  compan ies  

t o  report  assets ,  l i a b i l i t i e s ,  a n d  e a r n i n g s ' a t  c u r r e n t  

v a l u e s .  

L & n o t h e r  c h a n g e  I f o r e s e e  i s  i n c r e a s e d  i n d e p e n d e n c e  f o r  

bo th  i n t e r n a l  a n d  e x t e r n a l  a u d i t o r s .  T h i s  i n c r e a s e d  i n d e -  

p e n d e n c e  w i l l  grow l a r g e l y  o u t  of t h e  f u n c t i o n  a n d  s t r u c t u r e  
-<I, of a u d i t  committees Ld T h e s e  committees ,(whick&will  s o o n  become 

s t a n d a r d  i n  almost e v e r y  l a r g e  f i r m ,  f o r  
1 

, d i s c l o s i n g  r e l e v a n t  i n f o r m a t i o n  t o  t h e  p u b l i c .  

i n t e r n a l  a u d i t o r s  w i l l  report d i r e c t l y  t o  t h e  a u d i t  committee -7 

A company ' s  
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/‘&This .*-. committee w i l l  h i r e  t h e  p u b l i c  a c c o u n t i n g  f i r m  t h a t  a u d i t s  

t h e  company’s  b o o k 3  Management w i l l  h a v e  n o  v o i c e  i n  t h e  

s e l e c t i o n  of t h e  o u t s i d e  a u d i t o r s .  Under  t h i s  sys t em t h e  

i’@ 
c a u d i t  committees w i l l  b e  composed of o u t s i d e  d i r e c t o r s ,  

n o t  of company management p e r s o n n e l  7 w e a r i n g  two h a t s .  By 

h a v i n g  o n l y  o u t s i d e  d i r e c t o r s  o n  t h e  committees, t h e  a u d i t o r s ’ ,  
WJ 

i n d e p e n d e n c e  w i l l  be s u b s t a n t i a l l y  i n c r e a s e d .  

A s  you  know, i n  J u n e  of l a s t  y e a r ,  t h e  N e w  York S t o c E  

Exchange a d o p t e d  a r e q u i r e m e n t  t h a t  e a c h  d o m e s t i c  company 

w i t h  common s tock  l i s t e d  o n  t h e  e x c h a n g e  m u s t  h a v e  a n  a u d i t  

committee. I b e l i e v e  t h a t  i n  t h e  n e x t  20 years  w e  w i l l  

see a u d i t  committees fo rmed  i n  v i r t u a l l y  a l l  c o m p a n i e s ,  

and  t h e  r e s u l t  w i l l  be improved  a u d i t i n g .  

?Another  area where  I foresee improvement  o c c u r r i n g  
L 

i n v o l v e s  t h e  d i s c l o s u r e  o f  t h e  un funded  o r  u n d e r f u n d e d  

l i a b i l i t y  of S t a t e  a n d  l o c a l  -gove rnmen t  p e n s i o n  f u n d s .  “e, 
p /  

r P r e s e n t l y ,  t h e  way a S t a t e  o r  l oca l  Government  h a n d l e s  
-I”.? 

i t s  r e t i r e m e n t  p l a n  is n o t  s u b j e c t  t o  F e d e r a l  c o n t r o l  Such 

p l a n s  a r e  n o t  s u b j e c t  t o  t h e  s t a n d a r d s  s e t  by  t h e  I n t e r n a l  
3 

Revenue S e r v i c e  fo r  q u a l i f i c a t i o n  of p l a n s  o r  t o  t h e  P e n s i o n  

Reform A c t  of 1 9 7 4 .  As S t a t e  a n d  l oca l  g o v e r n m e n t  h a s  grown 

i n  t h e  pas t  20 y e a r s ,  so h a s  t h e  s i z e  of unfunded  o r  unde r -  

f u n d e d  l i a b i l i t i e s .  F o r  e x a m p l e ,  t h e  f i r e  a n d  pol ice  p e n s i o n  

system of t h e  C i t y  of Los A n g e l e s  i s  i n  t h e  m i d s t  o f  a 70 -yea r  

a m o r t i z a t i o n  of the unfunded  v e s t e d  l i a b i l i t y  of t h e  system--a 

l i a b i l i t y  i n  e x c e s s  of a b i l l i o n  d o l l a r s .  The  p e n s i o n  p l a n s  

4 
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i n  t h e  S t a t e  o f  N e w  York a r e  known t o  be u n d e r f u n d e d .  Propor- 

t i o n a t e l y  g rea te r  unfunded  l i a b i l i t i e s  a re  c a r r i e d  by many 

o t h e r  p u b l i c  p e n s i o n  p l a n s .  

T h e r e  are  a number o f  r e a s o n s  fo r  t h e  g r o w t h  of un funded  

pension liabilities. Some plans had t o  as sume  l i a b i l i t y  

fo r  t h e ,  pa-st se rv ice  o f  employees who h a v e  .been - w i t h  a 

g o v e r n m e n t a l  u n i t  f o r  many years .  O t h e r  p l a n s  h a v e  had  

i n c r e a s e s  i n  t h e  p e n s i o n  b e n e f i t  formula o r  h a v e  added  i m L  

p r o v e d  b e n e f i t s ,  sometimes i n  r e s p o n s e  t o  a s t r i k e  o r  t h r e a t -  

e n e d  s t r i k e  o f  gove rnmen t  w o r k e r s .  S t i l l  o t h e r s  h a v e  i n c o r -  

porated a c t u a r i a . 1  a s s u m p t i o n s  t h a t  d i d  n o t  c o r r e c t l y  r e f l e c t  

past  e x p e r i e n c e .  

Wha teve r  t h e  c a u s e ,  i t  is  a p p a r e n t  t h a t  when a p e n s i o n  c 
p l a n  f o r  a g o v e r n m e n t a l  u n i t  i s  n o t  f u l l y  f u n d e d ,  t h e  s e c u r i t y  

o f  t h e  b e n e f i t s  e a r n e d  by i t s  p a r t i c i p a n t s  becomes d e p e n d e n t  

o n  t h e  f u t u r e  t a x i n g  c a p a b i l i t y  of t h a t  u n i t * \ F u r t h e r r n o r e ,  as 

WE! i n  t h e  G e n e r a l  A c c o u n t i n g  O f f i c e  h a v e  p o i n t e d  o u t  i n  o u r  

reports  o n  F e d e r a l  p e n s i o n  p l a n s ,  when c u r r e n t l y  a c c r u i n g  

r e t i r e m e n t  costs a re  n o t  f u l l y  r e c o g n i z e d  t h e  t r u e  cos t s  

of Government  p r o g r a m s  a r e  u n d e r s t a t e d .  Most of u s  would 

agree t h a t  c u r r e n t  o p e r a t i n g  costs of Government  s h o u l d  be 

2 
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b o r n e  by  t h e  c u r r e n t  b e n e f i c i a r i e s ,  a n d  t h a t  p r e s e n t  t a x p a y e r s  

s h o u l d  p a y  t h e  cos t  o f  c u r r e n t  Government  s e r v i c e s ,  i n c l u d i n g  

t h e  costs t o  a s s u r e  t h a t  f u t u r e  r e t i r e m e n t  b e n e f i t  e x p e c t a t i o n s  

w i l l  be m e t .  Bu t  t h i s  a s s u r a n c e  requires t h a t  t h e  e x t e n t  

of un funded  o r  u n d e r f u n d e d  l i a b i l i t y  is known a n d  r e p o r t e d ,  

5 
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n o t  c u r r e n t l y  t h e  case f o r  f a r  too many g o v e r n m e n t a l  p e n s i o n  

p l a n s .  

I a m  op t imis t i c  t h a t  t h i s  s i t u a t i o n  w i l l  be c o r r e c t e d  

i n  f u t u r e  years ,  and  t h a t  w e  w i l l  see t h e  e x t e n t  o f  un funded  

or u n d e r f u n d e d  p e n s i o n  p l a n  l i a b i l i t i e s  b e i n g  d e t e r m i n e d  

by  q u a l i f i e d  actuar ies  and  d i s c l o s e d  t o  f h e  p u b l i c ,  a l o n g  

w i t h  t h e  repor t s  of i n d e p e n d e n t  a u d i t o r s  who will e x a m i n e  

e a c h  p e n s i o n  f u n d  a n n u a l l y .  A major s t e p  i n  t h i s  d i r e c t i o n  

was t a k e n  l a s t  year when l e g i s l a t i o n  was e n a c t e d  s u b j e c t i n g  

F e d e r a l  p e n s i o n  p l a n s  t o  f i n a n c i a i  r e p o r t i n g  r e q u i r e m e n t s  

s imilar  t o  those for  p r i v a t e  p l a n s  u n d e r  t h e  P e n s i o n  

Reform A c t .  F u r t h e r  l e g i s l a t i o n  h a s  b e e n  p r o p o s e d  t o  

s u b j e c t  S t a t e  and  loca l  p e n s i o n  p l a n s  t o  s u c h  r e p o r t i n g  

r e q u i r e m e n t s .  

Bu t  I h a v e  b e e n  t e l l i n g  you of t h i n g s  t h a t  h a v e  b e e n  

w i d e l y  d e b a t e d ,  a n d - m o s t  o f  you would p r o b a b l y  a g r e e  

w i t h  t h e s e  f o r e c a s t s .  I w o u l d  n e x t  l i k e  t o  t u r n  t o  some 

more eso ter ic -  -and perhaps more c o n t r o v e r s i a l - - t h i n g s  

t h a t  I b e l i e v e  a u d i t o r s  w i l l  b e  i n v o l v e d  i n  by t h e  yea r  

2000.  

A U D I T I N G  MODELS OF POTENTIAL PROGRAMS 

6 n e  of t h e  more i n t e r e s t i n g  c h a n g e s  t h a t  w e  may see i n  L 

t h e  f u t u r e  i s  u s i n g  a u d i t o r s - - p a r t i c u l a r l y  Government  

a u d i t o r s - - t o  a u d i t  models  of p r o g r a m s  b e f o r e  t h e y  a re  unde r -  

t a k e n  a n d  t o  r e n d e r  o p i n i o n s  o n  t h e  r e l i a b i l i t y  o f  f ac to r s  u s e d  

i n  e s t i m a t i n g  t h e  c o s t  of t h e s e  p r o g r a m s  b e f o r e  t h e y  a re  

6 
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s t a r t e d .  T h i s  h a s  a l r e a d y  p r o v e n  t o  b e  a u s e f u l  c o n c e p t  

i n  t h e  F e d e r a l  Government  a n d  s h o u l d  be  e q u a l l y  u s e f u l  
3 

in corporate a u d i t i n g .  A s  you  know, some of t h e  l a r g e s t  

of our F e d e r a l  programs s t a r t e d  a t  modest l eve l s  a n d  g r e w  

t o  g i g a n t i c  p r o p o r t i o n s ,  o f t e n  t o  t h e  s u r p r i s e  of t h o s e  

who a p p r o v e d  them, I n  t h e  f u t u r e ,  t h i s  k i n d  of unwelcome 

s u r p r i s e  nay b e  e l i m i n a t e d  i f  program m o d e l s  are  a u d i t e d  

a n d  a s s e s s m e n t s  o f  cos t  f a c t o r s  made known b e f o r e  d e v e l o p m e n t  

'i 
. . . -  - .  

i 
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is u n d e r t a k e n .  

I would l i k e  t o  take  a moment t o  e l a b o r a t e  o n  t h i s  

t h o u g h t .  A s  you  know, a model i s  a s i m p l i f i e d  r e p r e s e n t a t i o n  

of t h e  i n t e r r e l a t i o n s h i p s  among e l e m e n t s  o f  some p o r t i o n  

o r  aspect o f  r e a l i t y .  T h i s  d e f i n i t i o n  c a n  be app l i ed  t o  

many d i f f e r e n t  t h i n g s ,  from a toy  car  t o  a f u l l - s c a l e  pro- 

t o t y p e  of a s u p e r s o n i c  a i r c r a f t ;  a n d  f r o m  t h e  game of 

Monopoly,  w h i c h  r e p r e s e n t s  t h e  r ea l  es ta te  b u s i n e s s  i n  

A t l a n t i c  C i t y ,  t o  a s e t  of m a t h e m a t i c a l  e q u a t i o n s  t h a t  re- 

I 

p r e s e n t s  t h e  b e h a v i o r  o f  t h e  n a t i o n a l  economy. 

When i t  is imprac t ica l  t o  m a n i p u l a t e  a s y s t e m  i t s e l f ,  

a model g e n e r a l l y  c a n  b e  u s e d  t o  capture  t h e  s y s t e m ' s  key  

f e a t u r e s .  A model  i s  t h u s  a n  a b s t r a c t i o n  of r e a l i t y  which  

p r e s e r v e s  o n l y  t h o s e  f e a t u r e s  w h i c h  a r e  most r e l e v a n t  t o  

i t s  p u r p o s e .  

! 

i 
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Models, of c o u r s e ,  m u s t  b e  u s e d  j u d i c i o u s l y .  However,  
I 

b e c a u s e  the C o n g r e s s  is becoming i n c r e a s i n g l y  i n t e r e s t e d  i n  



. .  
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t h e  u s e  of models and  b e c a u s e  t h e  number of more complex 

a u d i t s  i s  g r o w i n g ,  t h e  G e n e r a l  Accoun t ing  O f f i c e ,  i n  t h e  

f u t u r e ,  w i l l  b e  d o i n g  more reviews u s i n g  mode l s .  

R e c e n t l y ,  GAO d e v e l o p e d  models  t o  e v a l u a t e  how t h e  

Navy ' s  spare  e n g i n e  s u p p o r t  s y s t e m  f o r  t h e  F-14 e n g i n e  

would f u n c t i o n  u s i n g  G A O ' s  s t o c k  l e v e l  proposal.  T h i s  w a s  

done  i n  c o n j u n c t i o n  w i t h  a repor t  w e  i s s u e d  e n t i t l e d  : A l t e r -  

n a t i v e s  A v a i l a b l e  f o r  Reducing  R e q u i r e m e n t s  f o r  Spare A i r c r a f t  

E n g i n e s .  

A 

We a l s o  d e v e l o p e d  a model d u r i n g  o u r  r e v i e w  o f  t h e  

Defense  D e p a r t m e n t f s  p l a n s  f o r  a new N a v a l  h o s p i t a l  i n  San  

Diego. T h a t  model  p r o v e d  t o  be a b e t t e r  method t h a n  o n e s  

p r e v i o u s l y  u s e d ' t o  m e a s u r e  the n e e d  for a c u t e  care b e d s .  

The Defense  Depar tment  now u s e s  o u r  model f o r  d e t e r m i n i n g  

t h e  s i z e  of i t s  new and  r e p l a c e m e n t  h o s p i t a l s ,  and  w e  are 

work ing  w i t h  t h e  V e t e r a n s  A d m i n i s t r a t i o n  t o  a d a p t  o u r  model 

t o  i t s  h o s p i t a l  c o n s t r u c t i o n  p ro j ec t s .  

Ano the r  model was d e v e l o p e d  a t  GAO t o  e v a l u a t e  t h e  e f f e c t  

t h a t  t h e  a n t i r e c e s s i o n  a s s i s t a n c e  of T i t l e  I1 of t h e  P u b l i c  

Works Employment A c t  of 1 i 7 6  h a s  o n  s t i m u l a t i n g  t h e  economy 

d u r i n g  a downturn .  

I n  a d d i t i o n  t o  d e v e l o p i n g  o u r  own mode l s ,  w e  h a v e  

o f t e n  used  models  d e v e l o p e d  by others  i n  making  o u r  r e v i e w s .  

I For example ,  w e  u s e d  mode l s  t o  d e t e r m i n e  t h e  p o t e n t i a l  

i m p a c t  o n  t r a d e  of i n c r e a s e d  t a x a t i o n  o f  U.S. c i t i z e n s  

8 
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' employed o v e r s e a s ,  and  t o  p r e d i c t  t h e  p r o b a b i l i t y  t h a t  

i n d i v i d u a l s  w i l l  o r  w i l l  n o t  f i l e  income t a x  r e t u r n s .  

From t h i s ,  I t h i n k  you c a n  see t h a t  t h e  role  o f  models 

i s  g rowing  i n  Government,  and  i n  a l l  p r o b a b i l i t y  w i l l  con- ' 

t i n u e  t o  d o  so. E v e n t u a l l y ,  t h e  a u d i t o r s  i n  Government a s  

well a s  i n  p r iva t e  i n d u s t r y  w i l l  h a v e  t o  become f a m i l i a r  

w i t h  mode l ing  c o n c e p t s - - i n c l u d i n g  how t o  d e v e l o p  t h e m  and  

I? 
how t o  e v a l u a t e  t h o s e  d e v e l o p e d  by  o t h e r s .  

MORE OPERATIONAL A U D I T I N G  I N  THE CORPORATE WORLD 

A n o t h e r  change  I f o r e s e e  i n v o l v e s  t h e  t y p e  o f  a u d i t s  t h a t  c 
w i l l  be c o n d u c t e d  i n  t h e  f u t u r e .  W h i l e  there  w i l l  c o n t i n u e  

t o  be a n  abundance  of f i n a n c i a l  a u d i t s ,  w e  w i l l  a l so  see 

a n  i n c r e a s i n g  number o f  r e v i e w s  d i r e c t e d  toward d e t e r m i n i n g  

t h e  economy, e f f i c i e n c y ,  and  e f f e c t i v e n e s s  o f  o p e r a t i o n s  

w i t h i n  c o r p o r a t i o n s .  W e  i n  t h e  G e n e r a l  Accoun t ing  O f f i c e  

have  b e e n  c o n d u c t i n g  r e v i e w s  of t h e  economy and e f f i c i e n c y  
11 

of F e d e r a l  a g e n c y  o p e r a t i o n s  f o r  some t i m e  now, and  c u r r e n t l y  

a p p r o x i m a t e l y  one -ha l f  of o u r  r e v i z w s  a r e  d e s i g n e d  t o  e v a l u a t e  

program e f f e c t i v e n e s s ,  t h a t  is ,  t o  d e t e r m i n e  w h e t h e r  ce r t a in  

F e d e r a l  p rog rams  a re  b e i n g  car r ied  o u t  i n  a c c o r d a n c e  w i t h  

t h e  l e g i s l a t i v e  i n t e n t  o f  t h e  C o n g r e s s ,  and  c a r r i e d  o u t  

i n  t h e  most c o s t - e f f e c t i v e  manner .  

T h i s  is a n  area where t h e  American Accoun t ing  A s s o c i a t i o n  

can p l a y  a n  i m p o r t a n t  role t h r o u g h  r e s e a r c h  and e d u c a t i o n .  

h e s e a r c h  is needed  t o  a d a p t  t h e  t e c h n i q u e s  o f  t h e  G e n e r a l  c 

Accoun t ing  O f f i c e ' s  economy and  e f f i c i e n c y  and p rogram 

9 
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' e f f e c t i v e n e s s  r ev iews  t o  t h e  p r i v a t e  sector: e d u c a t i o n  is 

needed t o  d e v e l o p  a new b reed  o f  a u d i t o r s  t o  c a r r y  o u t  

these a u d i t s .  With a l i t t l e  m o d i f i c a t i o n ,  t h e s e  t y p e s  

o f  r e v i e w s  c o u l d  be c a r r i e d  o u t  w i t h i n  companies  by i n t e r n a l  
1 

a u d i t o r s  a s  w e l l  a s  p u b l i c  a c c o u n t i n g  f i r m s .  I s u g g e s t  t h a t  

you w i l l  b e  s e e i n g  them more and  more f r e q u e n t l y  i n a u d i t s  

of f u t u r e  y e a r s .  

One  o f  t h e  more i n t r i g u i n g  p o s s i b i l i t i e s  a l o n g  t h i s  &cine 

i n v o l v e s  i n c l u d i n g  i n f o r m a t i o n  i n  f i n a n c i a l  s ta tements  t o  

d e s c r i b e  t h e  economy, ' e f f i c i e n c y ,  and even  t h e  e f f e c t i v e -  

n e s s  of Government a g e n c i e s  and p r i v a t e  c o r p o r a t i o n s  i n  

c a r r y i n g  o u t  t h e i r  m i s s i o n s .  F o r  example, i f  a u n i t  w i t h i n  

a Government agency h a s  a m i s s i o n  t o  p l a n t  a c e r t a i n  number 

of t rees  i n  a f i s c a l  y e a r ,  and d o e s  it f o r  x number o f  d o l l a r s ,  

i t  w o u l d  be  p o s s i b l e  f o r  t h e  a g e n c y ' s  f i n a n c i a l  s ta tements  

t o  n o t e  t h a t  t h e  t rees  were p l a n t e d  a t  t h a t  cos t ,  o r  less ;  

or t h a t  fewer  t r ee s  were p l a n t e d ,  or t h a t  i t  cost  more t h a n  
. .  . .  was a n t i c i p a t e d .  T h i s  t y p e  of s u p p o r t i n g ' d h t a  i n  Government 

f i n a n c i a l  s t a t e m e n t s  c o u l d  p r o v e  q u i t e  v a l u a b l e  t o  management 

and t o  readers of t h e  s t a t e m e n t s .  W e  w i l l  be s e e i n g  t h i s  t y p e  

o f  d a t a  i n  some form or  a n o t h e r  i n  Government--and p e r h a p s  

even i n  c o r p o r a t e - - f i n a n c i a l  s ta tements  by t h e  n e x t  c e n t u r y .  

SOCIAL ACCOUNTING WILL RECEIVE MORE EXTENSIVE USE 

I h e s i t a t e  t o  u s e  t h e  p h r a s e  " s o c i a l - a c c o u n t i n g "  because  

it means d i f f e r e n t  t h i n g s  t o  d i f f e r e n t  p e o p l e ;  however,  I 

c 
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-: : .  ' . " b e l i e v e  t h a t  b y  t h e  yea r  2000 a u d i t o r s  w i l l  be d o i n g  some t h i n g s  

t h a t  c o u l d  b e  c a t e g o r i z e d  u n d e r  t h i s  term. F o r  i n s t a n c e ,  

I b e l i e v e  t h a t  b y  t h e n  w e  w i l l  f i n d  be t t e r  ways t o  m e a s u r e  t h e  

cos t s  and  b e n e f i t s  of many t h i n g s  t h a t  t o d a y  a r e  imprecise and  

s u b j e c t  t o  much c o n t r o v e r s y .  Such  a s  

c 
--whether  t h e  e n e r g y  s p e n t  i n  c e r t a i n  p u r s u i t s  i s  w o r t h  

,_ - . t  - . - .  . .. , 3 : s . .  L : . ' - L A L .  . < , * * A  i . : . : a  .... i t s  cost t o  society;  .. I -. ~ . . 2 ,.f ~ ?, ~ 

- -whether  t h e  q u a l i t y  o f  l i € e  o f  t h e  community a n d  

4 
w o r k e r s  i s  e n h a n c e d  b y  c e r t a i n  p u r s u i t s ;  and  

- -whether  t h e  b e n e f i t s  o f  c e r t a i n  i n d u s t r i e s ,  i n c l u d i n g  

t h e  p r o d u c t s  or s e r v i c e s  t h e y  p r o d u c e  a n d  t h e  

p r o f i t s  and  s a l a r i e s  g e n e r a t e d ,  are w o r t h  t h e  cos t s  

t o  s o c i e t y  i n  t e r m s  of p o l l u t i o n  a n d  c o n s u m p t i o n  of 

scarce r e s o u r c e s .  '3 
I b e l i e v e  t h a t  w e  a re  i n  a s o c i e t y  w h i c h  w i l l  become 

i n c r e a s i n g l y  c o n c e r n e d  a b o u t  t h e s e  i s s u e s  a n d  w h i c h  w i l l  i n s i s t  

t h a t ,  i n  t h e  f u t u r e ,  a u d i t o r s  a n d  program a n a l y s t s  be c a l l e d  

upon t o  h e l p  e v a l u a t e  the cos t s  a n d  b e n e f i t s  i n v o l v e d  i n  i s s u e s  

of soc ia l  a c c o u n t i n g .  

CHALLENGES FOR THE 
AUD I TI NG P KOE'ES S I ON 
---__ -. 

- ~ - - - - -  

The c h a n g e s  I h a v e  p r e d i c t e d  a r e  i n t e n d e d  t o  s e t  t h e  

s t a g e  fo r  t h e  r e m a i n d e r  o f  t h i s  d i s c u s s i o n - - o u r  c o n s i d e r a t i o n  

of t h e  c r i t i c a l  c h a l l e n g e s  f a c i n g  t h e  a u d i t i n g  p r o f e s s i o n ,  

a n d  how w e  m u s t  f a c e  t h o s e  c h a l l e n g e s .  

I w i l l  b e  t a l k i n g  s e p a r a t e l y  a b o u t  t h r e e  c h a l l e n g e s  

b u t  p r a c t i c a l l y  s p e a k i n g ,  t oge the r  t h e  t h r e e  f o r m  a n  e v e n  

11 
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l a r g e r  problem--and t h a t  is, g e t t i n g  t h e  a u d i t  p r o f e s s i o n  

t o  l i v e  up t o  t h e  e x p e c t a t i o n s  o f  t h e  p u b l i c .  The p u b l i c  

g e n e r a l l y  p e r c e i v e s  f i n a n c i a l  a u d i t i n g  a s  someth ing  t h a t  

g u a r a n t e e s  h o n e s t y  i n  f i n a n c i a l  s t a t e m e n t s .  I n  f a c t ,  i f  you 

look up  " a u d i t i n g "  i n  t h e  c u r r e n t  e d i t i o n  of t h e  World Book 

E n c y c l o p e d i a ,  you w i l l  see t h a t  it s a y s  t h a t  a f i n a n c i a l  

a u d i t ,  and h e r e  I w i l l  q u o t e ,  " t e l l s  t h e  o f f i c i a l s  o f  a n  

o r g a n i z a t i o n  whe the r  t h e i r  f i n a n c i a l  d e c i s i o n s  have  b r o u g h t  

t h e  d e s i r e d  r e s u l t s .  Such i n d e p e n d e n t  i n v e s t i g a t i o n s  also' 

dl' 
' . H o w  d i d  t h e  p u b l i c  g e t  t h e  n o t i o n  t h a t  a n  a u d i t  e n s u r e s  

. .. 
h o n e s t y ?  P e r h a p s  b e c a u s e  i n  e a r l i e r  years--around t h e  

b e g i n n i n g  of t h e  2 0 t h  c e n t u r y - - a u d i t i n g ' s  p r i m a r y  p u r p o s e  

was t o  d e t e c t  f r a u d  and i r r e g u l a r i t i e s  i n  f i n a n c i a l  

t r a n s a c t i o n s .  One a u d i t i n g  manual ,  p u b l i s h e d  i n  1898, 

s t a t e d  t h a t  t h e  t h ree  o b j e c t i v e s  of a n  a u d i t  were t o  d e t e c t  

f r a u d ,  t e c h n i c a l  errors, and e r rors  of p r i n c i p l e s .  The main 

c o n c e r n  w a s  w h e t h e r  c a s h  on hand ,  a c c o u n t s  r e c e i v a b l e ,  i n v e n t o r y ,  

and o t h e r  a s se t s  c o u l d  b e  a c c o u n t e d  for.  

C A S  you know, o v e r  t h e  y e a r s  t h e  e m p h a s i s  on  f r a u d  d e t e c -  

t i o n  h a s  waned t o  t h e  p o i n t  t h a t  a u d i t i n g  t e x t b o o k s  now g e n e r a l l y  

r e f e r  t o  f r a u d  d e t e c t i o n  a s  a r e s p o n s i b i l i t y  n o t  assumed by  t h e  

a u d i t o r 3  m 

H o w  is t h i s  d ichotomy of b e l i e f s  of t h e  p u b l i c  and t h e  

a u d i t i n g  p r o f e s s i o n  g o i n g  t o  b e  r e s o l v e d  i n  t h e  n e x t  t w o  

d e c a d e s ?  I n  my o p i n i o n ,  e problem of f r a u d  d e t e c t i o n  is 

12 
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i n e x t r i c a b l y  r e l a t e d  t o  a second  problem of i n t e r n a l '  'Control's;" 

and both must be  c o n s i d e r e d  i n  t h e  c o n t e x t  of a t h i r d  problem 

i n  o u r  f u t u r i s t i c  s o c i e t y ,  namely,  t h e r e  w i l l  be v i r t u a l l y  no  

p a p e r  t r a n s a c t i o n s  t o  a u d i t .  I w i l l  t r y  t o  s e p a r a t e  t h e s e  

t h r e e  issues i n  t h e  n e x t  few moments because  I see t h e m ' a s  
I .  ,. - -  - . - -  1 

t h e  major c h a l l e n g e s  f a c i n g  t h e  a u d i t i n g  p r o f e s s i o n ,  and 

as problems t h a t  m u s t  b e  r e s o l v e d  i n  o u r  u n i v e r s i t i e s .  

AUDITING THE 
PAPERLESS TRANSACTION 

6 s  more and more- f i n a n c i a l  t r a n s a c t i o n s  a re  handled  

by a u t o m a t i c  d a t a  p r o c e s s i n g ,  t h e  f i r s t  problem t h e  a u d i t o r  

of  t h e  f u t u r e  is go ing  t o  f a c e  is t h e  v i r t u a l  d i s a p p e a r a n c e  

of p a p e r  t r a n s a c t i o n s .  \ A l r e a d y  s u c h  i n n o v a t i o n s  a s  e l e c t r o n i c  

f u n d s  t r a n s f e r  are becoming commonplace i n  t h e  banking 

"*, 

2. * 

i n d u s t r y .  What w i l l  a u d i t o r s  d o  when t h i s  p a p e r l e s s  s t a t e  

becomes comple te?  G i t h o u t  r e c o r d s  o f  paper t r a n s a c t i o n s  
a, 

t h a t  o c c u r r e d  weeks'or months ago, a u d i t o r s  w i l l  r e q u i r e  new 

a u d i t  p r o c e d u r e s  t o  d e c i d e  whe the r  f i n a n c i a l  t r a n s a c t i o n s  

were handled  properly.> 
.j 

I t  is i n e v i t a b l e  t h a t  t h e s e  new p r o c e d u r e s  m u s t  a l l o w  

a u d i t o r s  t o  per form t h e i r  t e s t s  of t r a n s a c t i o n s  a s  t h e y  occurr  

s i n c e  t h e r e  w i l l  be no  p a p e r  record t o  examine. And i f  t h a t  

is t h e  case, b e t t e r  a u d i t  p l a n n i n g  w i l l  b e  needed so t h a t  

the many t a s k s  now performed s e q u e n t i a l l y  c a n  be per formed 

more or  less s i m u l t a n e o u s l y .  

c 
3 

k u d i t o r s  w i l l  also have t o  r e l y  f a r  more on  t h e  e f f e c t i v e  

f u n c t i o n i n g  of sys t ems  t h a n  t h e y  do  now% So b e t t e r  t e c h n i q u e s  3r 
13 
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t h a n  w e -  now have  f o r  t e s t i n g  s u c h  s y s t e m s  m u s t  be deve loped .  

PROBLEMS ASSOCIATED W I T H  
REVIEWING IHTERNAL CONTROLS 

With p a p e r  t r a n s a c t i o n s  v k r t u a l l y  e l i m i n a t e d p  and t h e  

a u d i t o r s  check ing  more i n t o  t h e  adequacy o f  t h e s e  s y s t e m s ,  

i n t e r n a l  c o n t r o l s  w i l l  become i n c r e a s i n g l y  i m p o r t a n t .  A s  

you know, s e v e r a l  o r g a n i z a t i o n s ,  i n c l u d i n g  t h e  A I C P A ' s  Commission 

I I  
3 

on A u d i t o r s '  R e s p o n s i b i l i t i e s - - t h e  Cohen Commission--have 

s t r o n g l y  s u g g e s t e d  t h a t  p u b l i c  i n t e r e s t  requires co rpora t e !  

r e p o r t i n g  on t h e  adequacy of i n t e r n a l  c o n t r o l .  More r e c e n t l y ,  

t h e  S e c u r i t i e s  and Exchange Commission proposed  t h a t  a f t e r  

December 15,  1979,  management of a l l  c o r p o r a t i o n s  unde r  i t s  

j u r i s d i c t i o n  b e  r e q u i r e d  t o  r e p o r t  o n  t h e  e f f e c t i v e n e s s  of 

i n t e r n a l  a c c o u n t i n g  c o n t r o l s ,  d e s c r i b i n g  any  material  weaknesses  

communicated by independen t  a c c o u n t a n t s  which have  n o t  been 

corrected. A f t e r  December 15,  1980,  t h e  management s t a t e m e n t  

would b e  r equ i r ed  t o  b e  examined  and r e p o r t e d  on  by a n  independ- 

e n t  p u b l i c  a c c o u n t a n t .  

I t  now seems c e r t a i n  t h a t  r e p o r t i n g  on  i n t e r n a l  c o n t r o l s  

w i l l  soon become a r e a l i t y  for  n e a r l y  a l l  companies  and f o r  

a l l  l e v e l s  of  government a s  w e l l .  I b e l i e v e  t h a t  b o t h  i n t e r n a l  

and e x t e r n a l  a u d i t o r s  w i l l  be  i n v o l v e d  i n  t h i s  p r o c e s s .  

I n t e r n a l  a u d i t o r s  will be invo lved  because  i n t e r n a l  

a c c o u n t i n g  con t ro l  is a n  area where t h e  c o r p o r a t e  i n t e r n a l  

a u d i t o r ' s  d e p t h  and b r e a d t h  of knowledge is s u p e r i o r  t o  eve ry -  

one e l s e ' s - - i n s i d e  o r  o u t s i d e  t h e  company. They w i l l  p l a y  a 

role i n  m o n i t o r i n g  t h e  company's i n t e r n a l  c o n t r o l  sys t em,  

14 
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conducting- comprehensiVe examinations of that system, 

evaluating it, and making recommendations for modifications. 

Evaluating internal controls is going to become a major 

issue in the future. But a difficult problem that must first 

be faced is that financial controls are changing--radically 

changing--as the direct result of the use of computers. (yE"any 

functions performed today both in industry and in Government 

would be virtually impossible without the computer:yTHowever, 

computers have greatly complicated the internal control 

--% c .  '., 
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problem. A 

One aspect of this problem is the computer's ability 

to cover distances of thousands of miles in minutes in completing 

a transaction. For instance, the purchase order may originate in 

New York, the receiving document in California, and the invoice 

in Washington, D.C. -&he transaction being completed 

before any employee can examine any physical data relating 

to itr)The purchase order is generated by the computer when 

stocks get too low; the goods are received and the computer 

is notified; and the computer matches the documents and author- 

izes a disbursement, Finally, the check is signed by 

signature insert in the computer and the transaction is 

completed with virtually no "human" examination. 

G h a t  we will soon need is a complete new set of accounting 
/ 

controls based on computer operations. 

reliance on computers increases, so will the need for these 

new control systems to be in good working order:$for we will 

Moreover/ as our 1 \ 

2 
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have  n o t h i n g  t o  r e l y  upon t o  protect  a g a i n s t  f r a u d ,  abuse, 

a n d - e r r o r  e x c e p t  t h e  adequacy  of t h e  c o n t r o l  s y s t e m -  

P e r h a p s  o u r  g r e a t e s t  o b s t a c l e  i n  a c h i e v i n g  t h i s  g o a l  

of a d e q u a t e  c o n t r o l  is  t i m e .  Whi l e  w e  have  had  r o u g h l y  500 

y e a r s  s i n c e  t h e  I t a l i a n s  i n v e n t e d  d o u b l e  e n t r y  bookkeep ing  

t o  d e v e l o p  i n t e r n a l  c o n t r o l s  f o r  manual  sys'tems--and e v e n  

I 

i 

t h e s e  c o n t r o l s  are n o t  pe r fec t - -we  have  had o n l y  a b o u t  20 

y e a r s  s i n c e  c o m p u t e r s  became u s e d  e x t e n s i v e l y  t o  a d a p t  t h e  + 
i n t e r n a l  c o n t r o l  approach t o  c o m p u t e r s .  I n  t h e  n e x t  20 y e a r s ,  

much w i l l  have  t o  be done  t o  b r i n g  t h e  i n t e r n a l  c o n t r o l s  i n  

s u c h  s y s t e m s  t o  a l e v e l  where w e  c a n  feel  c o n f i d e n t  a b o u t  

them and w e  w i l l  need  s y s t e m s  of s u r v e i l l a n c e  t o  e n s u r e  t h a t  

t h e  c o n t r o l s  w e  g e n e r a t e  are  used .  

O f  c o u r s e ,  a l l  c o n t r o l s  w i l l  h a v e  t o  be weighed  a g a i n s t  L, 
2 t h e  cost  i n v o l v e d .  A " r i s k  a n a l y s i s "  of sorts w i l l  h a v e  t o  

b e  made t h a t  assesses t h e  p o t e n t i a l  damage t h a t  t h e  l a c k  o f  a 

c o n t r o l  m i g h t  permit and  compares  i t  a g a i n s t  t h e  p o t e n t i a l  

cos t  of p r e v e n t i n g  t h a t  damage. Mananement mus t  make t h i s  

d e c i s i o n ,  j u s t  a s  i t  m u s t  see t h a t  a l l  t h e  r e s p o n s i b l e  o f f i -  

c i a l s  cooperate i n  s e t t i n g  u p  t h e  n e c e s s a r y  c o n t r o l s ,  and  

t h a t  t h e  p e r s o n n e l  r e s o u r c e s  n e c e s s a r y  t o  k e e p  them e f f e c t i v e  

are d e v o t e d  t o  t h e  t a s k .  

I n o t e  i n  t h i s  c o n t e x t  t h a t  o u r  O f f i c e  r e c e n t l y  p u b l i s h e d ,  

a s  a s u p p l e m e n t  t o  o u r  A u d i t i n g  S t a n d a r d s ,  a b o o k l e t  of a d d i -  

t i o n a l  s t a n d a r d s  e n t i t l e d  " A u d i t i n g  Computer Based Sys tems."  

W e  h a v e  b e e n  c o n c e r n e d  for some t i m e  t h a t  t h e  a u d i t  c o v e r a g e  
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, a cco rded  computer based  s y s t e m s  d o e s  n o t  measu re  up  t o  t h e  

quality needed t o  a s s u r e  t h a t  proper r e s u l t s  are  o b t a i n e d .  

Our s t u d y  of t h e  area l e d  t o  t h e  deve lopment  of t h e s e  suppfe -  

m e n t a l  a u d i t  s t a n d a r d s  t o  p r o v i d e  g u i d a n c e  for a u d i t o r s  i n v o l v e d  

i n  s u c h  work. These s t a n d a r d s  a re  e f f e c t i v e  J a n u a r y  1, 1980,  

and e a r l i e r  compl i ance  is encouraged .  They w i l l  b e  i n c o r p o r a t e d  

i n  t h e  n e x t  r e v i s i o n  o f  t h e  b a s i c  document " S t a n d a r d s  f o r  A u d i t  

of Governmental  O r g a n i z a t i o n s ,  Programs,  A c t i v i t i e s  & F u n c t i o n s . "  

THE AUDITOR'S ROLE IN 
FRAUD PREVENTION AND DETECTION 

d 

The q u e s t i o n  o f  i n t e r n a l  c o n t r o l s  h a s  a l a r g e  impact 

upon t h e  problem o f  f r a u d  p r e v e n t i o n  and d e t e c t i o n .  A s  I 

s t a t e d  ea r l i e r ,  t h e  p u b l i c  u s u a l l y  looks t o  t h e  f i n a n c i a l  

a u d i t  a s  a means o f  e n s u r i n g  h o n e s t y  i n  f i n a n c i a l  s t a t e m e n t s ,  

b u t  t h e  a u d i t i n g  p r o f e s s i o n ,  i n  r e c e n t  y e a r s ,  h a s  d i s c l a i m e d  

most o f  i t s  r e s p o n s i b i l i t y  f o r  f r a u d  d e t e c t i o n .  

T h i s  is an  a r e a  where p rob lems  have  been  b u i l d i n g  in 

r e c e n t  y e a r s .  Some b e l i e v e  t h e  problems f i r s t  s u r f a c e d  

a f t e r  W a t e r g z t e ,  when i n v e s t i g a t i o n s  made it  clear  t h a t  many 

c o r p o r a t i o n s  had made q u e s t i o n a b l e  o r  i l l e g a l  payments-- 

i n c l u d i n g  d o m e s t i c  p o l i t i c a l  c o n t r i b u t i o n s  and payments  t o  

f o r e i g n  o f f i c i a l s  t o  o b t a i n  o r  m a i n t a i n  b u s i n e s s .  These  

p rob lems ,  combined w i t h  s u c h  f r a u d u l e n t  a c t i v i t i e s  a s  t h e  

E q u i t y  Funding s c a n d a l  have  made t h e  S e c u r i t i e s  and Exchange 

Commission, some members of t h e  Congress, and t h e  p u b l i c  

c r i t i c a l  of t h e  a u d i t i n g  p r o f e s s i o n  f o r  f a i l i n g  t o  p r e v e n t  

and detect  s u c h  i r r e g u l a r i t i e s .  

17 



t 

9, ' \  

.- ,- : - ~ 

.. - * .  '.. i .  . . _ _  -.. - ,- .. .- .. - .  . .. - ~ r . . _  - '_ 
. I - -  

' -.,I , .. ~ 

Here a g a i n  is a n  area w i t h  e q u a l  a p p l i c a b i l i t y  t o  t h e  

F e d e r a l  Government .  Conce rn  a b o u t  f r a u d ,  a b u s e  and error 

was a major c o n s i d e r a t i o n  i n  t h e  c r e a t i o n  by t h e  C o n g r e s s  

l a s t  October o f  O f f i c e s  of I n s p e c t o r  G e n e r a l  i n  t h e  major 

D e p a r t m e n t s  and  a g e n c i e s .  T h a t  l e g i s l a t i o n  r e q u i r e s  t h e  

I n s p e c t o r s  G e n e r a l  t o  comply w i t h  s t a n d a r d s  e s t a b l i s h e d  

by t h e  Comptroller G e n e r a l .  W e  w i l l  be r e v i s i n g  o u r  s t a n d a r d s  
j - -  ., . _  . ,  . . -  > 

s h o r t l y  t o  i n c o r p o r a t e  s p e c i f i c  p r o v i s i o n s  r e l a t i n g  t o  t h e  

p r e v e n t i o n  and  d e t e c t i o n  o f  f r a u d ,  a b u s e ,  a n d  error .  
#< 

Respond ing  t o  t h e  same c o n c e r n ,  I e s t a b l i s h e d  a F r a u d  

P r e v e n t i o n  T a s k  F o r c e  w i t h i n  t h e  G e n e r a l  A c c o u n t i n g  O f f i c e .  

I n  September of l a s t  y e a r ,  o u r  O f f i c e  issued a report 

e n t i t l e d  "Federal  A g e n c i e s  Can a n d  Shou ld  D o  More t o  Combat 

F r a u d  i n  Government P rograms . "  W e  p o i n t e d  o u t  t h a t  n o  o n e  

knows t h e  m a g n i t u d e  of f r a u d  and a b u s e  a g a i n s t  t h e  Government .  

Hidden  w i t h i n  l e g i t i m a t e  u n d e r t a k i n g s ,  i t  u s u a l l y  g o e s  un- 

reported and  u n d e t e c t e d .  The f o l l o w i n g  month ,  I e s t a b l i s h e d  

t h e  Spec ia l  T a s k  Force fo r  t h e  P r e v e n t i . o n  of F raud .  T h e  major 

r e s p o n s i b i l i t i e s  of t h i s  g r o u p  a r e  t o  e v a l u a t e  t h e  a d e q u a c y  

of management c o n t r o l  s y s t e m s  i n  Fede ra l  a g e n c i e s  n e c e s s a r y  

for t h e  p r e v e n t i o n  o f  f r a u d  and  t o  assess t h e  a d e q u a c y  

of f o l l o w u p  and c o r r e c t i v e  a c t i o n s  t a k e n  o n  reports  of Federal 

a g e n c y  a u d i t o r s  and  i n v e s t i g a t o r s .  Where management c o n t r o l  

s y s t e m s  a r e  p r o p e r l y  d e v e l o p e d  a n d  are f u n c t i o n i n g  properly,  

t h e  p o s s i b i l i t y  of f r a u d ,  t h e f t ,  o r  error is g r e a t l y  d i m i n i s h e d .  i 

c i 
-\ i 1 ! 
2' i 
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C o n v e r s e l y ,  w h e r e  the  systems d o  n o t  e x i s t . o r  are n o t  b e i n g  

u s e d  p r o p e r l y ,  t h e  o p p o r t u n i t i e s  t o  d e f r a u d  t h e  Government  

and  t h e  p o s s i b i l i t y  o f  e r ro r  i n c r e a s e  d r a m a t i c a l l y .  

The GAO T a s k  F o r c e  w i l l  c o n c e n t r a t e  o n  a g e n c y  c o n t r o l s  

o v e r  c a s h  and  r e c e i v a b l e s ,  i n v e n t o r i e s  and  s u p p l i e s ,  a n d  

a n y t h i n g  e l se  of v a l u e  t h a t  m i g h t  b e  s t o l e n  o r  m i s a p p r o p r i a t e d .  

( S i n c e  computer s y s t e m s  o f f e r  many p o s s i b i l i t i e s  f o r  f r a u d ,  w e  
i 

w i l l  i d e n t i f y  w e a k n e s s e s  i n  c o m p u t e r  c o n t r o l s  o v e r  p a y r o l l s ,  

paymen t s  t o  v e n d o r s ,  and  c a s h  d i s b u r s e m e n t s  €or other  p u r p b s e s .  

W e  w i l l  a l s o  be l o o k i n g  a t  needed  c o n t r o l s  t o  e n s u r e  t h a t  

t h e  Government  ge t s  w h a t  i t  p a y s  f o r ,  and  t h a t  t h e  work s t i p u l a t e d  

i n  c o n t r a c t s  is  a c t u a l l y  p e r f o r m e d .  

Our Task Force w i l l  b u i l d  upon t h e  work of i n t e r n a l  a u d i t o r s  

i n  F e d e r a l  a g e n c i e s .  We w i l l  a n a l y z e  t h e i r  r epo r t s ,  p a y i n g  

p a r t i c u l a r  a t t e n t i o n  t o  i n d i c a t i o n s  of f r a u d  o r  error i n  

i n t e r n a l  a u d i t  reports .  +Federal i n t e r n a l  a u d i t o r s  o f t e n  s t o p  

One s t e p  short of a c t u a l l y  i d e n t i f y i n g  f r a u d  and  s i m p l y  r e p o r t  

wha t  t h e y  f i n d  a s  e r r o r  o r  mismanagement .  J F o r  example ,  i n  

t h e  h i g h l y  p u b l i c i z e d  G e n e r a l  S e r v i c e s  A d m i n i s t r a t i o n  s c a n d a l s ,  

f . . .  . 

-9 
- 4 

a number o f  t h e  f r a u d u l e n t  s chemes  were n o t e d  by a u d i t o r s  

i n  t h e i r  reports  b u t  n o t  l a b e l e d  a s  f r a u d .  F o r  i n s t a n c e ,  

a u d i t o r s  would r epor t  t h a t  50 g a l l o n s  of p a i n t  were p r o v i d e d  

t o  a c o n t r a c t o r  t o  p a i n t  a n  8 foo t  by 20 foot  w a l l ,  o r  t h a t  

s p a r k  p l u g s  i n  Government  ca r s  were b e i n g  changed  e v e r y  month.  

O f  c o u r s e  w h a t  was h a p p e n i n g  w a s  n o t  mismanagement ,  i t  was 

f r a u d  a n d  t h e f t .  The Task Force w i l l  be l o o k i n g  a t  F e d e r a l  
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i n t e r n a l  a u d i t  r epor t s ,  a t t e m p t i n g  t o  f i n d  s u c h  p o s s i b i l i t i e s  

of f r a u d .  
f 
C We are  making  f r a u d  p r e v e n t i o n - - n o t  d e t e c t i o n - - o u r  top 

p r i o r i t y .  Our work w i l l  c o n c e n t r a t e  o n  s t r e n g t h e n i n g  c o n t r o l  

w e a k n e s s e s  i n  a g e n c y  systems t h a t  permi t  f r a u d  t o  o c c u r .  t 
J . . .  

As w e  u n c o v e r  p o t e n t i a l  f r a u d  a n d  a b u s e  i n  o u r  work, w e  w i l l  

b e  l o o k i n g  f o r  p a t t e r n s  t h a t  c a n  b e  e x p l o r e d  i n  o t h e r  a g e n c i e s .  

W e  d o  n o t ,  of c o u r s e ,  i n t e n d  t o  i g n o r e  f r a u d  t h a t  h a s !  

a l r e a d y  o c c u r r e d .  Fo r  example ,  w e  e s t a b l i s h e d  i n  J a n u a r y  

a t o l l f r ee  t e l e p h o n e  l i n e  wh ich  allows a n y  c i t i z e n  t o  repor t  

i n s t a n c e s  of suspected f r a u d  t o  t h e  Task Force for  i n v e s t i -  

g a t i o n  and  possible p r o s e c , u t i o n .  

i : . 

I 

To date, t h e  "hotline" h a s  p r o d u c e d  m o r e  t h a n  t e n  t h o u s a n d  

c a l l s  a n d  t h o u s a n d s  of l e a d s  of a l l e g e d  mismanagement  o r  

wrongdoing .  T h e s e  i n c l u d e  t h e f t ,  p r i v a t e  u s e  o f  Government  

p r o p e r t y ,  improper f i n a n c i a l  t r a n s a c t i o n s ,  b r i b e s ,  k i c k b a c k s ,  

and  e x t o r t i o n .  

P e r h a p s  t h e r e  i s  a p a r a l l e l  be tween  wha t  w e  a re  d o i n g  

i n  t h e  Government  and  wha t  c o u l d  b e  d o n e  i n  t h e  p r i v a t e  

sector  t o  p r e v e n t  and  detect  f r a u d  and  a b u s e .  C e r t a i n l y  

a n  e x c e l l e n t  o p p o r t u n i t y  e x i s t s  for p u b l i c  a c c o u n t i n g  f i r m s  

t o  work w i t h  t h e  i n t e r n a l  a u d i t o r s  of t h e  f i r m s  t h e y  

a re  a u d i t i n g  j u s t  a s  w e  a re  d o i n g  w i t h  F e d e r a l  i n t e r n a l  a u d i t o r s .  

I t  is e v i d e n t  t h a t  t h e  a u d i t  c o m m i t t e e s  I spoke of e a r l i e r  

a r e  g o i n g  t o  b e  t a k i n g  o n  a w i d e r  r a n g e  o f  r e s p o n s i b i l i t i e s  
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i n  t h e  f u t u r e .  One of t h e  a u d i t  committees’ g o a l s  w i l l  be 

t o  s e e k  c o m p l i a n c e  w i t h  t h e  F o r e i g n  Corrupt P r a c t i c e s  A c t  

of 1 9 7 7 ,  which  n o t  o n l y  makes i t  g e n e r a l l y  u n l a w f u l  t o  

b r i b e  f o r e i g n  o f f i c i a l s  b u t  a l s o  c o n t a i n s  f a r - r e a c h i n g  p r o v i -  

s i o n s  r e q u i r i n g  t h e  m a i n t e n a n c e  of books, records, a n d  a n  

a d e q u a t e  s y s t e m  o f  i n t e r n a l  a c c o u n t i n g  c o n t r o l -  by p u b l i c ’  

I 

I 
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Corporate i n t e r n a l  a u d i t o r s ,  i f  p e r m i t t e d  t o  report  

d i r e c t l y  t o  t h e  a u d i t  committees, c a n  a s s i s t  t h e  a u d i t  

committees by e s t a b l i s h i n g  and  m o n i t o r i n g  i n t e r n a l  c o n t r o l  

s y s t e m s  and  p r o v i d i n g  a n  i n d e p e n d e n t  s o u r c e  of i n f o r m a t i o n .  

Who s h o u l d  know bet ter  t h e  w e a k n e s s e s  of i n t e r n a l  c o n t r o l  

systems t h a n  i n t e r n a l  a u d i t o r s ?  I n  t h e  f u t u r e  p u b l i c  

a c c o u n t i n g  f i r m s  w i l l  u n d o u b t e d l y  b e  c o o r d i n a t i n g  more c lose ly  

w i t h  corporate i n t e r n a l  a u d i t o r s  t o  d e t e c t  and  p r e v e n t  f r a u d .  
/- 

,‘ B u t  new a u d i t i n g  procedures which  p r o v i d e  greater a s s u r a n c e  

a g a i n s t  f r a u d  m u s t  b e  d e v e l o p e d  i f  t h e  a u d i t o r  of t h e  21st 
L ....) 

c e n t u r y  i s  t o  be e f f e c t i v e  i n  t h i s  area. -,, 

AUDITORS WILL BE BETTER EDUCATED 
+--.-J 

F i n a l l y ,  a word a b o u t  t h e  e d u c a t i o n  of a u d i t o r s .  To  

meet t h e s e  new c h a l l e n g e s L h e  a u d i t o r s  o f  t h e  T u t u r e  w i l l  

have  t o  h a v e  e x t e n s i v e  and  c o n t i n u i n g  e d u c a t i o n .  1 A u d i t o r s  

w i l l  h a v e  t o  b e  much more p r o f i c i e n t ,  f o r  example, i n  d a t a  

p r o c e s s i n g  s i n c e  v i r t u a l l y  a l l  t r a n s a c t i o n s  w i l l  be h a n d l e d  

-. 
-Lpud 

. .  . 

e l e c t r o n i c a l l y .  T r a i n i n g  i n  f r a u d  p r e v e n t i o n  and  d e t e c t i o n  

! 
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w i l l  become s t a n d a r d  i n  t h e  a u d i t i n g  c u r r i c u l u m .  I feel  

c e r t a i n  t h a t  t h e  American A c c o u n t i n g  A s s o c i a t i o n  w i l l  be 

i n  t h e  f o r e f r o n t  i n  improv ing  t h e  e d u c a t i o n  of t h e  f u t u r e  

a u d i t o r .  

SUMMARY 

I h a v e  c o v e r e d  a w i d e  r a n g e  of topics t h e  pas t  few 

m i n u t e s .  P e r h a p s  I s h o u l d  t a k e  a moment t o  summar ize  t h e  

P o i n t s  I h a v e  c o v e r e d  b e f o r e  c o n c l u d i n g .  
! 

I n  e s s e n c e ,  by t h e  y e a r  2 0 0 0 ,  t h e  a u d i t i n g  p r o f e s s i o n  

w i l l  u n d e r g o  r a d i c a l  c h a n g e s .  S m e  a c c o u n t i n g  p r i n c i p l e s  

w i l l  c e r t a i n l y  change- - for  i n s t a n c e ,  w e  w i l l  p r o b a b l y  see 

assets  and l i a b i l i t i e s  s t a t e d  a t  c u r r e n t  v a l u e s .  

I n t e r n a l  and  e x t e r n a l  a u d i t o r s  w i l l  be r e p o r t i n g  t o ' a u d i t  

committees composed o f  d i r e c t o r s  o u t s i d e  t h e  o r g a n i z a t i o n ,  

t h u s  g i v i n g  a u d i t  a new i n d e p e n d e n c e  t h a t  w i l l  improve  a u d i t  

r e p o r t i n c j .  A u d i t o r s  w i l l  b e g i n  a u d i t i n g  models of p r o g r a m s  

and o f f e r i n g  t h e i r  o p i n i o n s  o n  t h e  v a l i d i t y  of t h e  f a c t o r s  

u sed  t o  es t im2te t h e  costs  a s s o c i a t e d  w i t h  t h e s e  p rograms .  

They w i l l  be i n v o l v e d  i n  soc ia l  a c c o u n t i n g  i s s u e s  and  i n  

a u d i t i n g  compan ies  t h a t  operate q u i t e  d i f f e r e n t l y  f rom t h o s e  

w e  see t o d a y .  

T h e r e  w i l l  be a n  i n c r e a s e  i n  t h e  number of a u d i t s  t h a t  

i n v o l v e  d e t e r m i n i n g  t h e  economy and  e f f i c i e n c y  of opera- 

t i o n s  and  t h e  e f f e c t i v e n e s s  w i t h  wh ich  g o v e r n m e n t a l  and 

corporate  m i s s i o n s  are  b e i n g  c a r r i e d  o u t .  Much o f  t h i s  
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i n f o r m a t i o n  w i l l  be i n c l u d e d  i n  Government f i n a n c i a l  s t a t e m e n t s  

t o  be t te r  e v a l u a t e  t h e  o r g a n i z a t i o n ' s  o p e r a t i o n s .  Govern- 

m e n t a l  f i n a n c i a l  s t a t e m e n t s  a t  t h e  S ta te  and local l e v e l  w i l l  

p r o v i d e  improved f i n a n c i a l  r e p o r t i n g ,  p a r t i c u l a r l y  i n  t h e  

d i s c l o s u r e  of unfunded o r  unde r funded  p e n s i o n  fund  l i a -  

b i l i t i e s .  

P a p e r  t r a n s a c t i o n s  w i l l  be v i r t u a l l y  e l i m i n a t e d ,  and 

a u d i t o r s  w i l l  have  t o  r e v i e w  t r a n s a c t i o n s  a s . t h e y  o c c u r .  

Moreover,  t h e y  w i l l  c o n c e n t r a t e  more o n  t es t s  o f  s y s t e m s  
! 

t h a n  on  t e s t i n g  i n d i v i d u a l  t r a n s a c t i o n s .  

I n t e r n a l  c o n t r o l s  w i l l  b e  b e t t e r  deve loped  and more 

t h o r o u g h l y  u n d e r s t o o d  by management. A u d i t o r s  w i l l  c o n d u c t  

r e v i e w s  t o  see t h a t  t h e  c o n t r o l s  are  f u n c t i o n i n g  p r o p e r l y ,  

and t h e i r  r e p o r t s  o n  d e v i a t i o n s  from t h e s e  c o n t r o l s  w i l l  b e -  

r e g a r d e d  s e r i o u s l y .  

N e w  a u d i t i n g  p r o c e d u r e s  w i l l  be d e v e l o p e d  which p r o v i d e  

g r e a t e r  a s s u r a n c e  a g a i n s t  f r a u d .  A u d i t o r s  who f a i l  t o  f o l l o w  

these procedures will be  h e l d  a c c o i i n t a b l e  f o r  s e r i o u s  i n s t a n c e s  

of f r a u d .  

F i n a l l y ,  a u d i t o r s  w i l l  r e c e i v e  c o n t i n u i n g  e d u c a t i o n .  They 

will b e  more p r o f i c i e n t  i n  d a t a  p r o c e s s i n g  and f r a u d  p r e v e n t i o n  

and d e t e c t i o n  by v i r t u e  of t h i s  i n c r e a s e d  e d u c a t i o n .  

THE AMERICAN ACCOUNTING ASSOCIATION 
WILL PLAY AM IMPORTANT ROLE 

I n  c o n c l u d i n g ,  I would l i k e  t o  o f f e r  a c h a l l e n g e  t o  t h e  

members of t h e  American Account ing  A s s o c i a t i o n .  I know t h a t  

t h o s e  who formed t h e  A s s o c i a t i o n  more t h a n  60 y e a r s  a g o  
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i n c l u d e d  a number of d i s s i d e n t s  who wanted  t o  c h a n g e  t h e  

c o u r s e  b e i n g  f o l l o w e d  by  a c c o u n t a n t s  i n  this c o u n t r y .  More- 

o v e r ,  y o u r  by-laws s t a t e  t h a t  a n  i m p o r t a n t  p u r p o s e  of t h e  

A s s o c i a t i o n  s h a l l  be " t o  i n i t i a t e ,  e n c o u r a g e ,  and  s p o n s o r  

r e s e a r c h  i n  a c c o u n t i n g  and  t o  p u b l i s h  o r  a i d  i n  t h e  p u b l i c a t i o n  

of t h e  r e s u l t s  of r e s e a r c h . "  A c c o r d i n g l y ,  I wan t  t o  c h a l l e n g e  

a l l  of you t o  c o m m i t  t h e  s t r o n g  r e s e a r c h  l e a d e r s h i p  o f  t h e  

A s s o c i a t i o n  t o  s o l v i n g  t h e  problems I h a v e  a d d r e s s e d  t o d a y <  

W e  i n  t h e  G e n e r a l  Accoun t ing  O f f i c e  p l e d g e  o u r  f u l l  support  

t o  t h i s  e f f o r t  and  will d o  all w e  c a n  t o  see t h a t  t h e  s o l u t i o n s  

are found.  
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