02805

REPORT TO THE CONGRESS

BY THE COMPTROLLER GENERAL
OF THE UNITED STATES

Why The Army Should Strengthen
Its Interna! Audit Function

Internal audit is a vital part of a good manage-
ment control system. GAO believes Army
managers could obtain greater benefits 1.om
internal auditing by

~removing existing restrictions on the
scope of audit work,

-placing the audit function at a higher
organizational level,

having the audit organization headed
by a qualified civilian,

using auditors more effectively by elim-
inating work that is not fully pro
ductive or is not directly related to the
audit organization’s basic mission, and

strengthening the audit followup sys
tem.
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COMPTROLLER GENERAL OF THC UNITED STATES
WASHINGTON, D.C. 20548

B-134192

To the President of the Senate and the
Sp\ iker of the Kouse of Representatives

This report, the second of a series on Department
of Defense internal audit activities, describes how the
Depcortment of the Army can improve its internal auditing.

We made this review as part of our current effort to
expand and strengthen internal audit activities of Govern-
ment departments and agencies. We made our review §§§—
suan: to the Budget and Accounting Act., 1921 ({31 U.S8.C. 53},
and “he Accounting and Auditing Act of 1950 (31 U. £ i &7},
The /ict of 1950 requires us to consider the effectiveness of
any sgency's internal controls, including internal audit, in

determining the extent and scope of our examinations.

wWe are sending copies of this report to the Director,
Office of Management and Budget., and to the Secretaries
of Detfense and the Army.

ﬂ V =

omptroller §§§§§§¥
of the United States




COMPTROLLFR GENERAL'S WHY THE ARMY SHOULD
REPORT TO THE CONGRESS STRENGTHEN ITS INTERNAL
AUDIT FUNCTION
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The Congress should amend the Naztional
Security Act to require placing internal
audit functions cf the three U.S. military
departments under the respective Secre-
taries or Under Secretaries so that the
internal auditors repnrt directly to those
top officials. (See p. 19.)

This recommendation is based on findings

and conclusions, in this second of a series
of GAO reports. on the result- of its evalua-
tions of the effectiveness of Department of
Defense internal audit activities, as follows:
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--Auditors are not free to select areas to
audit because their plans are subject to
review and revision by persons responsible
for operations to be audited. (See pp. 5
==

--Auditors have been restricted by the
Inspector General from audicing combat
readiness or tactical activities with the
result that the most important part of the
Army's operations has been excluded from
audit, (See pp. 8 to 12.}

--The Army's rationale for sxcluding these
activities from audit is that they can be
better evaluated by inspections made by
Inspector General personnel. GAO points out
that limiting internal audits to nontactical
activities is contrary to the Comptroller
General's audit policy. which states that

the scope of internal auditing should not
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be restricted but should extend to all
agency activities, ({(See pp. 5, 8, 9, 11,
and 12,

--The internal audit function is not placed
high enough in the Army's orgarization.
Consequently, auditors do not have maximum
independence. The current organizational
structure, in which the Audit Agency is two
reporting levels removed from the Secretary
of the Army, is a situation not consistent
with the Comptroller General's audit stand-
ards of requiring the audit function to be
located at the highest practical organiza-
tional level. (See pp. 17 and 18.)

Contrary to Department of Defense policy.
which requires all normilitary positions to
be filled by civilians:

--The Audit Agency is headed by a military
officer. (See pp. 20 and 21.)

--Army auditors spend mu-h of their time on
work not directly related to the Audit
Agency's basic mission. (See p. 23.)

--The Audit Agency lost 2,957 staff-days
in fiscal year 1976 through use of audi-
tors for nonaudit work. (See pp. 25 and
29.)

--The Army incurs substantial costs, for
which it is not reimbursed, in auditing
non-appropriated-fund activities, a use
of auditors tha*t is questionable because
these audits represent a free service pro-
vided at the taxpayers' expense to activi-
ties intended to be self-supporting. (See
pp. 26 and 27.)

--The Department of Defense is required by
law to audit annual financial reports of
the American National Red Cross. The
Audit Aqgency spends about 1,000 staff-
days a year on these audits, the cost of
which is reimbursed by the Red Cross to
the U.S. Treasury. (See pp. 27 and 28.)
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--Internal audit has been further reduced
by the Agency's recent heavy emphasis on
financial management audits at the expense
of audits concerned with economy, efficiency.
and program results. While the Audit Agency
action was probably necessary for immediate
financial management improvement, GAO be-
lieves the practice should be limited to
the time needed for adequate assessment of
problems and recommended solutions. (See
pp. 29 t 31.)

--The Army's audit followup system does not
provide assurance tuat all deficiencies
identified by audits are promptly corrected.
Reported deficiencies sometimes are not
corrected until the next scheduled audit,
which may not occur until several years later.
{See pp. 35 to 38.)

RECOMMENDATIONS TO THE
SECRETARY OF DEFENSE

The Secretary of Defense should use his
reorganization authority under 10 U.S.C. 125
to relocate the Army Audit Agency under the
Secretary or Under Secretary of the Army and
have the audit staff report directly to that
official. (See p. 13.)

Also, the Secretary of Defense should direct
the Secretary of the Army to

-=-abolish the Inspection and Audit Priority
Committee (see p. 15);

--insure that internal auditors will not be
restricted in selecting activities for audit
and determining the scope of audit work (see
p. 15);

--more clearly define the nature and scope
of audits and inspections (see p. 16);

--fill the position of Chief of the Army
Budit Agerncy with a professionally quali-
fied civilian (see p. 21);

--discontinue using auditors on nonaudit work
and Jecrease their use on commander-requested
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audits and audits of non-appropriated-fund
activities (see p. 32);

--allocate audit staff time 5o that appro-
priately balanced audit coverage is given
to financial/compliance, economy/efficiency,
and program result audits (see p. 32); and

=-transfer the audit followup function from
the Office of the lInspector General to the
Army Audit Agency and otherwise strengthen
the Army's audit followup system (see p. 39).

FURTHER RECOMMENDATIONS
TO THE CONGRESS

GAO recommends also that the American Na-
tional Red Cross Act of 1905 be further
amended to relieve the Department of Defense
of its responsibility for auditing the Red
Cross financial operations. (See p. 32.)

AGENCY ACTION

Tne Depart.ient of Defense agrees that there
should be no restriction on the selection or
scope of internal audit work. The Department
concurs with most of GAO's recommendations to
strengthen the internal audit function in the
Army and agrees to raise the reporting level
of the Audit Agency, appoint a civilian head.
aboiish the Audit and Inspection Priority Com-
mittee, clarify the Army regulations governing
audits and inspectiors, and seek ways to more
effectively use its staff. (See app. VIII.)

The Department does not agree with GAO's
recommendation that audit followup function
should be transferred to the Audit Agency but
promised to explore ways of improving it. GAO
azrees that audit followup is properly a man-
agement responsibility but believes that
significant savings recommended by the Audit
Agency vere not achieved because followup was
not performed. The Department should consider
GAO's rerommendations when exploring ways to
improve the followup function. (See app.
¥ill.) (Sesep. 39.)
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CHAPTER 1

INTRODUCTION

The U.S. Army Audit Agency is the professional inter-
nal audit organization for the Department of the Army. Es-
tablished by War Department Order in 1946, the Audit Agency
was a staff operating agency under the Comptroller of the
Army from 1952 to 1974. An Army staff reorganization in
1974 resulted in the redesisuation of the Audit Agency as
a field operating agency under the supervision and control
of the Inspector General and Auditor General of the Army.
The Audit Agency is responsible for making independent,
objective evaluations of the effectiveress with which all
Army rescurces are managed and controlled. 1In fiscal vear
1976, the Army had a combined civilien and military personnel
strength of about 1.2 million, with an operatina budget of
about $24.6 billion.

The Congress and Department of Defense (DOD) top-level
managers need to know how funds are spent and what objec-
tives are achieved. The internal auditor has a vital role
in reporting on appraisals of operations and performance.
The internal audit function uniquely supplements routine
management controls through its independent approach and
methods of review. The function is one of the essential
tools of management, complementing other elements of in-
ternal control.

The Budget and Accounting Procedures Act of 1950 (31
U.S.C. 66a) made top management within each agency responsible
for its auditing by providing that:

#% * * the head of each executive ageney shall
establish and maintain systems of accounting
and internal control designed to provide * * *
effective control over and accountability for
all funds, property, and other assets for which
the agency is responsible, including appropri-
ate internal audit * * * "

In 1972 we issued a booklet entitled "Standards for
Audit of Governmental Organizations, Programs, Activities &
Functions.”™ These standards, as summarized in appendix I,
recognize the growing information needs of public officials,
legislators, and the general public and establish a framework
by which full-scope examinations of governmental programs
by independent and objective auditors may be conducted. 1In
1973 the General Services Administration issued Federal




Management Circular 73-2 (see app. II), setting forth
policies to be followed by agencies in audits of Federal
operations and programs and requiring that our governmental
audit standards be used as the basic criteria for these au-
dits. 1In August 1974 we incorporated our standards in a re-
vised statement entitled "Internal Auditing in Federal Agen-
cies."

DOD and its component military departments and agencies,
including the Army Audit Agency, have joined the Congress,
GAO, and the General Services Administration in recognizing
the importance of, and the need for, (1) internal audit,

(2) standards for performance of a wide range of audit serv-
ices, and (3) policies for implementation and guidance of
internal audit organizations and management.

INTERNAL AUDITING IN THE
DEPARTMENT OF THE ARMY

During fiscal years 1973-76 the Army RAudit Agency is-
sued about 3,260 internal audit reports to all command levels
in the Department of the Army. These reports identified op-
portunities for the Department to save hundreds of millions
of dollars and contained many recommendations for achieving
lower costs and increased efficiency.

In fiscal year 1575 the Audit Agency identified about
$171 million that the Army could save by implementing the
audit recommendations. Whether actual savings will be
achieved depends upon the action manacement officials will
take in each instance. But, considering the Audit Agency's
annual operating cost, which totaled about $21 million in
fiscal year 1975, these accomplisnments are noteworthy.

The Audit Agency's headquarters is located in Falls
Church, Virginia. 1Its internal audit operations are per-
formed at 6 district offices and 32 area offices in major
cities and at Army installations in the United States and
overseas. (See app. III.) At June 30, 1976, the Audit
Agency had a steff of 891, including 678 professional audi-
tors. While staffing levels have decreased during the last
several years, the Audit Agency's annual operating cost in-
creased to about $22 million in fiscal year 1976. Neverthe-~
less, its annual operating cost has been and continues to be
less than one-tenth of 1 percent of the Army's total budget.




PRIOR_REVIEWS AND EVALUATIONS
OF THE ARMY AUDIT AGENCY

We discussed the Army Audit Agency's operations in re-
ports to the Congress in March 1968 and January 1970
(B-132900). These reports contained recommendations for
improving DOD's internal audit operations, including coor-
dination and overall control of the total audit effort.
Also, in 1970 a Blue Ribbon Defense Panel, convened by the
President as part of a comprehensive study of DOD management
procedures, made several recommendations for improving the
Army Audit Agency's organizational structure and internal
audit operations,

OUR_CONCERN ABOUT INSPECTOR GENERAL CONTROL
OF AUDITS

The 1974 2rmy staff reorganization, that placed the
Army Audit Agency under the Army Inspector General, con-
cerned us. In March 1974 we advised the Secretary of De-
fense that we considered the combining of the two organiza-
tions to be a serious step backward in terms of GAO and DOD
efforts to strengthen DOD internal audit capabilities.

We were concerned that, by consolidating Inspector
General and Army Audit Agency functions, the traditionally
narrower scope of Inspector General examinations (inspec-
tions) could cause a similar narrowing of the scope of audit
work. We were also concerned that the Army's policy of
denying us free access to Inspector General reports (which
generally are not made available to us except in highly
summar ized form) would be extended to include audit reports.
Because we rely on internal audit reports in planning our
audit work, restricting access to these reports would mean
that we would have to audit Army activities even more heavily
than in the past.

In response, the Secretary of Defense assured us in
May 1974 that

--the consolidation of audit and Inspector General
functions would not degrade or retrogress the audit
function:

--the audit and Inspector General functions, organiza-
tions, or staff activities would not integrate;

--the Army Audit Agency would be kept as a com-
pletely separate and independent operation; and




--audit effectiveness would not be impaired nor the
audit function subordinated to the Inspector General
function.

At our suggestion, the Inspector General was officially
redesignated as the Inspector General and Auditor General to
clearly identify the independent nature of inspection and
audit functions,

NATURE AND RESULTS OF
OUR LATEST REVIEW

This is the second of a series of reports on the results
of our evaluations of the effectiveness of DOD internal audit
activities. This review covered the Army Audit Agency's in-
ternal audit activities from August 1975 to September 1976.
The review was made to evaluate and compare the Audit Agency's
operations with our "Standards for Audit of Governmental Or-
ganizations, Programs, Activities & Functions.” We made the
review at the Audit Agency's headquarters and its six district
offices and covered selected aspects of the Army's internal
audit activities before and after the 1974 reorganization.

The scope of the review is discussed in chapter 7.

The Audit Agency enjoys a high level of competence and
professionalism among its staff members. However, a number
of conditions, when measured against ocur standards and DOD's
policy, are causes for concern. These conditions are dis-
cussed in detail in succeeding chapters of this report.




CHAPTER 2

1 THE SCOPE OF INTERNAL AUDITS

SHOULD NOT BE RESTRICTED

Restrictions placed on the Ariy Audit Agency in planning
and conducting its audit work have resulted in a lack of
audit coverage in important areas of the Army's operations,

Our statement on internal auditing in Federal agencies
points out that, for internal auditing to be of maximum use-
fulness, the scope of the internal auditor's activity should
not be restricted but should be extended to all agency ac-
tivities and related management controls.

e ———————

In keeping with these principles, the Audit Agency mis-
sion statement (see app. IV) provides that it should audit
all Army activities. The Audit Agency is not completely
free, however, to select its own audit targets because its
audit plans are subject .o review by the Priority Committee,
which provides guidance on priorities to be assigned to pro-
posed audits. 1In addition, since the 1974 Army staff reor-
ganization, which placed the Army Audit Agency under the
supervision and control of the Army Inspector General, the
Audit Agency has been restricted from auditing activities
considered to be of a "tactical" 1/ nature. Audit restric-
tions imposed on the Audit Agency by the Priority Committee
and the Inspector General are discussed below.

RESTRICTIONS BY PRIORITY COMMITTEE

Representatives of Army staff agencies, having manage-
ment responsibility for systems, programs, and functions
subject to audit, review audit plans. This practice has re-
sulted in the cancellation of audits of activities identi-
fied by the Audit Ac.nuy as needing audit attention.

The Audit Agency devotes much of its effort to multi-
location audits of systems, programs, and functions made

l/Tactical acucivities have been defined by a member of the

~ Inspector General's staff as being combat-related functions
or units designed to fight in a wartime situation (as dis-
tinguished from activities concerned with support or adminis-
trationj.




at two or more conmands, such as the Army's enlisted person-
nel reporting system, its environmental pollution abatement
program, and its military family housing. These are known
as Army-wide audits.

To insure that audit effort is directed toward areas
of greatest management concern, the Audit Agency solicits
requests for Army-wide audits each year from Army staff
agencies, major commands, and the Audit Agency's own dis-
trict offices. Aftar reviewing all requests, the Audit
Agency develops proposals for the best 18 to 23 audits,
assigns them tentative priorities. and presents them to
the Priority Committee for review.

Before the 1974 reorganization, the Prirrity Committee

(then known as the Audit Priority Committee) was chaired
by either the Comptroller or the Assistant Vice Chief of
Staff of the Army and consisted of general officers from
Army staff agencies having management responsibility for
major functional areas of the Army's operations, such as
logistics, personnel. financial management, and rescarch
and development.

After the reorganization, the Committee was reconsti-
tuted under the chairmanship of the Inspector General, with
its name changed to the Inspection and Audit Priority Com-
mittee and with the grade level of participaats reduced
from general officers to field grade officers or their civil-
ian equivalents. These persons, like the previous Commit-
tee members, represent Army staff agencies responsible for
operations subject to audit.

About & months besfore the beginning of each fiscal
year, the Committee meets to vote on recommended priorities
to be assigned to proposed Army-wide audits for that year.
Although the Committee's recommendations theoretically are
only advisory, the Audit Agency usually adheres to them in
scheduling and performing audit work.

The Committee’s recomnendations can result and have
resulted in the cancellation of proposed audits in two ways.
First, the Committee can recommend that an audit be deleted

pea—

Second, the Committee can recommend that an audit tentatively
given a high priority by the Audit Agency be assigned a low
priority. Because the Audit Agency has enough available staff




to do only a limited number (10 to 15) of Army-wide audits
a year, this action has the effect of canceling the audit.

For example, in January 1973 the Audit Agency presented
18 proposed Army-wide audits to the Priority Committee for
fiscal year 1974 and estimated that 10 to 12 of these au-
dits could be made with available staff. Two of the audits
which the Audit Agency had tentatively assigned high prior-
ities were not made because of Committee actions, as dis-
cussed below.

One of the audits, which involved an evaluation of
studies, had been tentatively assigned priority 6 by the
Audit Agency. This audit was, in effect, canceled when the
Committee reduced it to priority 17.

The subject of the other audit was the development,
procurement, and use of training devices and simulators
on which millions of dollars was spent. In previous audit
work, the Audit Agency found indications of (1) inadeguate
accounting for millions of dollars in development, procure-
ment, and support costs for these items and (2) problems
in identifying aircraft when using training aids because
they sometimes contained erroneous profiles or descriptions
of friendly and enemy aircraft and did not include many types
of modern aircraft. There also were indications that train-
ing aids generally were too expensive, too sophisticated,
too long in development, limited in number, and not always
available.

Notwithstanding the significance of potential audit
findings, this audit was disapproved by the Committee.
According to an Audit Agency official who attended the
Committee meeting, the Committee's decision to disapprove
the audit resultea from the Chairman's suggestion that the
Chief of Research and Development study the problems be-
fore scheduling an audit because that official was respon-
sible for these matters.

The following examples show how audit work can be re-
stricted by the practice of having representatives of Army
staff agencies participate in assigning priorities to audits
of functions for which their agencies are responsible.

In Januery 1975 the Audit Agency presented to the Prior-
ity C(ommittee 23 proposed Army-wide audits for fiscal year
1976 and indicated that only 15 of these audits could be
made with available staff. The Audit Agency's top 15 pro-
posale included an audit of the financial management and




control of communications funds (with a tentative priori”-

of 11) and an audit of food service operations (with a tenta-
tive priority of 12). The Committee assigned these audits
low priorities (thus, in effect, canceling them) because

of comments made by Committee members representing Army staff
agencies having responsibility for these operations.

The Committee member from the Office of the Deputy Chief
of Staff for Operations, which has Army staff responsibility
for telecommunications, commented that the Army Communications
Command did not agree with the scope of the proposed audit of
communications funds 3and recommended that the audit be as-
signed priority 17. The Committee member from the Office of
the Deputy Chief of Staff for logistics, which has Army staff
responsibility for the Army food program, recommended that the
proposed audit of food service operations be assigned a prior-
ity below 15. Consecuently, the Committee voted to assign a
priority of 17 to the communications funds audit and a prior-
ity of 23 to the food service audit. As a result. neither
audit was made.

RESTRICTIONS BY THE INSPECTOR GENERAL

In 1975 the Inspector General announced a decision to
channel internal audits out of tactical activities and to
have the A:my Audit Agency concentrate its efforts on supply,
maintenance, administrative, and financial functions. The
stated reason for this decision was that evaluations of tac-
tical activities are considered to be more appropriate for
inspections by Inspector General personnel 1/ than for audits.

The rationale for the Inspector General's decision, as
explained by a staff member, is that Inspector General per-
sonnel, by virtue of their military backgrounds, are more
gqualified than auditorg to evaluate activities of a tactica’
nature. We believe that, for several reasons, this rationale
does not sufficiently justify excluding auditors from eval-
uating these activities.

First, inspections lack the depth of coverage of audits
(see p. 12 for a discussion of differences between inspections
and audites) and, consequently, do not satisfy our standards
for full-scope auditing of all governmental activities and
functions (see app. I).

1/The mission of Inspectors General (see app. V) is to inquire
into mission performance, economy, discipline, and morale
of the Army.




Second, the greater objectivity resulting from the audi-
tors' lack of military backgrounds should be viewed as an
asset, in our opinion, in making independent, unbiased eval-
uations of tactical activities--particularly when it is con-
sidered that they hav:c evaluated these activities for many
years and have demonstrated that they are well gqualified, by
virtue of their professional audit training and experience,
to make such evaluations.

Finally, there is no assurance that proposed inspections
substituted for audits are always performed. We found that
in most instances, the inspections were not made.

Following are some specific examples of how the Audit
Agency has been restricted from evaluating tactical activi-
ties.

Canceled fiscal year 1975 audits

The reorganization which placed the Audit Agency under
the Inspector General was announced in January 1974. At
about that time, the Inspector General began to review the
Audit Agency's proposed Army-wide audits before they were
submitted to the Priority Committee. As a result of an
Inspector General's review of the Audit Agency's fiscal year
1975 audit proposals, the Inspector General determined that
thcee proposed audits--involving evaluations of military
personnel education and training programs and Army airfield
and aircraft operations--were better suited for inspections
than for audits. The Priority Committee agreed that these
proposed audits should not be scheduled. By the end of
fiscal year 1976, only one of the deleted audit areas--
airfield and aircraft operations--had been inspected. A
discussion of the other two canceled audits and their impor-
tance follows.

Army education programs

This audit was reguested by the Deputy Chief of Staff
for Personnel, who pointed out that soldier surveys identi-
fied education as being a high incentive for enlistment and
reenlistment, and, therefore, a significant factor in the
success of the all-volunteer Army. The Deputy Chief of
Staff believed thers was a need for an audit to determine
whether commanders were developing effective education pro-
grams and allowing enough time for soldier participation.

The inspecticn that was to replace the canceled audit
had not been made at the end of fiscal year 1976. The rea-
son, according to members of the Inspector General's staff,
was a lack of available staff.




Individual training

The audit proposal for evaluating the Army's individual
military training capability noted that, at current strength
levels, the Army's investment in individual training was more
than $5 billion. According to the proposal, recent audits
had shown that the Army was training too many personnel in
some skills. The proposal noted also that the Army was spend-
ing large sums of money ($30,000 to $90,000 for each person)
for advanced training of personnel having a high sttrition
rate because of private industry demand for the skills in
which they were trained.

According to Inspector General officials, an inspection
in place of the canceled audit had not been made at the end
of fiscal year 1976 because of a lack of available staff.

Canceled fiscal year 1976 audit

After his advance review of the Audit Agency's fiscal
year 1976 Army-wide audit plans, the Inspector General said
that a proposed audit of militarv unit training, which had
been suggested by the Deputy Chief of Staff for Operations,
dealt with a subject that was better suited for evaluation
by an inspection rather than an audit. Conseqguently, the
Audit Agency deleted this audit from its plans. & propeosed
inspection, to replace the deleted audit, was presented to
the Priority Committee by the Inspector General's Office.
Although the Committee approved this proposal and assigned
it the highest priority, an inspection had not been made
at the end of fiscal year 1976, reportedly because of a lack
of available staff.

In its proposal for the audit, the Audi* Agency noted
that the Army devotes most of its resources to developing
a well-trained military force and maximizing combat readiness
and that the need for effective training and readiness had
increased as a result of the Army's planned buildup to a
16 division force. 1In suggesting the audit, the Deputy Chief
of Staff for Operations noted that Army field commanders fre-
quently had not fulfilled their responsibilities for setting
training goals. Moreover, recent audits had shown that sol-
dier attendance at prime training exercises was poor because
of a lack of support by field commanders.

Thus, canceling the audit deprived Army management of
the benefits of an evaluation of unit training and combat
readiness at a time when the 16 division buildup necessitated
more effective training programs and increased readiness.
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Other restricted audits

During a visit to Europe in June 1975, the Inspector
General provided the Commander, U.S. Army, Europe; the In-
spector General attached to that headquarters; and the Audit
Agency's European District Manager with guidance for imple-
menting his decision to channel audits out of tactical ac-
tivities and to have them concentrate on supply, maintenance,
administrative, and financial functions.

Acting on this guidance, these officials and Audit Agency
headquarters officials reviewed the European District's sched-
uled and ongoing audits to identify audits concerned with
tactical activities. As a result of these reviews, the Audit
Agency deleted from further audit coverage such tactical areas
as weapons systems effectiveness and military personnel train-
ing and readiness. Some of the audits affected are discussed
below.

Ongoing audit of a missile system

After reviewing the European District's audit program for
fiscal year 1976 in light of the Inspector General's guidance,
the Inspector General, attached to. the U.S. Army, Europe,
recommended to the District Manager that an ongoing audit of
a missile system--which had been approved by th= Priority
Committee before the Inspector Gensral's guidance was issued--
be modified to exclude audit coverage of operational training
and targeting procedures.

Shortly afterward, the Commander, U.S. Army, Europe,
determined that, based on the Inspector General's guidance,
some aspects of the audit appeared to be tactical in nature
and better suited for an inspection than for an audit. He
suggested to the Inspector General that operational training,
targeting procedures, and target acguisition problems be elim-
inated from audit coverage. 1In accordance with this sugges-
tion, the Inspector General revised the audit objectives to
exclude coverage of operational training and target acquisi-
tion procedures and to emphasize supply, maintenance, and
personnel operations.

Later, to insure compliance with the Inspector General's
guidance, the Chief of the Audit Agency further revised the
audit objectives to eliminate coverage of two additional tac-
tical areas--individual training in deployed units and unit
training. Audit work accomplished before these areas were
eliminated had indicated that training schedules were impro-
perly prepared, training programs were not followed, annual
service firing practice evaluations were not standardized,
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and unit readiness re were incorrectly computed and did
noct include all data :d to make them meaningful. Because
the Chief considered these to be tactica! areas, the auditors
were precluded from pursuing these matters and developing
conclusive findings.

Scheduled audit of an air defense system

After receiving the quidance limiting audit work to non-
tactical areas, the Commander, U.S. Army. Europe, determined
hat one of the audits scheduled for fiscal year 1976 should
anceled entirely because it conflicted with the guidance.

was an audit of an air defense system which had been
uested by Heaé§§§§§§§§ U.S. Army, Europe., before the
é ance was received.

"
M
W'wl‘ 1"y

The Commander advised the Inspector General that, based
on the guidance, this audit appeared to be tactical in nature
and thus better suited for an inspection. The Inspector Gen-
eral accordingly canceled the audit and stated that the sub-
;g;% system would be considered for evaluation by an inspec-

-iosr. According toc Inmspector General officiais, however,
the system had not been inspected at the =nd of fiscal year

1975 because of a lack of available staff.

iy

A previous audit of the system by thes Audit Agency's

European District had identified problems in crew training

and operational planning which significantly affected the
operating units' ability to carry out their assigned missions.
The Commander, U.S. Army, Europe, in suggesting to the Inspec-
tor General that the sudit be canceled, nsted that the audit
would have covered all aspects of the opsration of an air de-
fense system in which there were many §§v§§§§s.

The Army regulatis : €= and inspections
are very similar and the spheres of activity of the two func-
tions are identical. Both regulations extend to all Army
ents and functions but neither describes the scope nor
tains an explanation of the differing nature of audits
inspections. {Ses= app. IV and V.}

woer

B

In actual practi however, there are fundamental
rences in the tives, depth of verage, and other
cts of audits as spposed to inspect

|

VT

mw Wl

In some instances, the Army Inspect General has substi
d or has proposed to substitute inspections for audits.

e inspections are of two types: general and special.

L

id



General inspections are regqularly recurring examinations
of individual Army commands, installations, and activities.
Some general inspections are made by Inspectsrz General in
the Gffice of the Army Imspector General and some are made
by local Inspectors General (see app. V) who are permanently
attached to the staffs of, and report directly to, Army
commancders but who receive training, guidance, and technical
supervision from the Office of the Army Inspector General.
General inspections provide a means for quickly surfacing
problems neediny correction,

In Decemb2r 1973, about a month before the announcement
of the Army staff reorganization to consolidate inspection
and audit functions in the Office of the Army Inspector Cen-
eral, the Inspector Gene-zal expanded the traditional role
of Inspectors General by forming a Special Imspection Divi-
sion 1/ in his office to make special inspections (nonrecur-
ring, multilocation examinations) o% Army pregrams, systems,
and functions. General inspections, however, have continued
to make up the great bulk of the Army's inspection work.

Both types of inspections normally are done in much
less time than audits and do not identify underlying causes
or measure the extent of deficiencies noted. Audits, on
the other hand, provide management with information on the
extent of problems identified and their underlying causes
so that appropriate corrective action can be taken.

The relative lack of depth of inspections, compared to
audits, was demonstrated in a 1973 Audit Agency analysis
of imspection and audit coverage of several Army activities
and functional areas. This analysis showed Lhat audits are
conducted in considerably more depth than inspections and,
therefore, provide useful management information to a degree
not attainable from inspections.

The analysis showed. for example, that inspection reports
on 76 Army reserve units contained no comments on the accuracy
of unit readiness reports, which Army managers at all levels
rely on to make combat readiness assessments. Audits of
readiness reports of 30 of these units, however, revealed in-
accurate reporting by 12 units. Also, whereas the inspections

1/This division was abolished in July 1975 and its functions
transferred to the Inspection and Survey Division, which
has continued to carry on the special inspection program.
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revealed recruiting problems in only 11 of the 76 units, au-
dits of the recruiting practices of 54 of these units identi-
fied recruiting problems i. 42 units.

Active-duty training for reservists was another subject
not commented on by the inspectors in their reports on the
76 reserve units, Under this program, reserve recruits are
placed temporarily on active duty fcr training in skills to
meet current or future needs of their units. The auditors
found that 11 percent of the reservists they considered re-
ceived active-duty training in skills for which their units
had no requirement. The auditcrs estimated that, on an
average, it cost the Army more than $3,000 for each reservist
trained in an unneeded skill.

The Department of Defense has determined that inspections
and audits complement, rather than duplicate, each other.
An Army study group concluded in 1970 that there are funda-
mental differences in concept, scope, emphasis., and methodol-
ogy between inspections and audits that make it essential
that all Army activities be suhiected to both types of evalu-
ations to insure completeness of coverage and responsivenass
to Army management needs.

CONCLUSIONS

The practice of having Army-wide audit priorities es-
tablished by a committee, the members of which are persons
responsible for operations subject to audit, unnecessarily
restricts the scope of audit work and is inconsistent with
our stated policy that internai auditing should extend to
all agency activities, The auditors are in the best position
to identify and select activities for audit and should be
free to do so without outside interference.

An even more serious impairment of audit independence has
resulted from the Inspector General's policy of restricting
internal audits to nontactical activities., The Army's basic
mission, simply stated, is to prepare and maintain land forces
in a state of combat reaediness. Thus, excluding the Army Au-
dit Agency from examining tactical activities means that the
Audit Agency is prevented from auditing any of the activities
directly related to the Army's basic mission, to which the
Army devotes most of its resources. Therefore, the Avdit
Agency is limited to auditing activities of a purely adminis-
trative and support nature, such as procurement of supplies
and equipment, inventory management, finencial operations,
equipment maintenance, motor pool cperations, clothing sales,
and laundry and dry clearing operations.
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As a result of this exclusion, the Congress, DOD's top-
level managers, and the Department of the Army are being
denied the benefits of independent, indepth evaluations needed
to effectively manage the most important part of the Army's
operations.

The Inspector General's decision to restrict the scope
of internal audit work to nontactical areas is based on a
misconception of the rsle of the internal auditor in independ-
ently evaluating all agency activities and keeping manage-
ment informed on how these activities are being carried out.
The assurption that inspections can be substituted for audits
is, in our view, not supportable because inspections lack the
depth of audits and therefore do not satisfy our standards
for full-scope audit coverage.

Moreover, we rely on internal audit coverage in planning
our work and have access to all internal audit reports. Army
inspection reports, however, are not routinely made available
to us. Thus, preventing the Army Audit Agency from auditing
tactical activities could result in significant problems
not being surfaced and reported to Army top management and
GAO and could substantially increase our responsibilities
for auditing these activities.

A basic cause of confusion regarding the nature of Army
internal audit and inspection activities may be the ambiguity
of Army regulations (see apps. IV and V) governing these ac-
tivities, The regulation pertaining to each activity sets
forth similar objectives, and each regulation provides that
examinations are to extend to all Army elements and functions.
Neither regulation describes the scope of the examinations
nor contains any explanation of their differing nature. 1In
the absence of clear Army policy guidance., it is not sur-
prising that confusion exists.

RECOMMENDATIONS

To eliminate existing restrictions on the Armv's internal
audit function, we recommend that the Secretary of Defense
direct the Secretary of the Army to

--abolish the Inspection and Audit Priority Crmmittee;
--clearly specify in the Army Audit Agency's mission
statement that the Agency will not be restricted

in selecting activities for audit and in determining
the scope of the audit work; and
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--revise Army regulations to more specifically delin-
eate the respective scope of internal audits and
inspections, explain the difference between them, and
emphasize that they 2ro complementary rather than
duplicatory.

DOD_COMMENTS

By letter dated June 15, 1977, the Assistant Secretary of
Defense (Comptroller) agreed that the selection or scope of
audit work within the context of proper management supervision
should not be restricted. He said that

--the Audit and Inspection Priority Committee will be
abolished;

--the Army Audit Agency mission statement will be
revised to state that the scope of internal audit
policy is broad and encompasses all financial,
operational, and support activities in accordance
with DOD audit policies; and

--Army regulations will be clarified to delineate
differences between audit and inspection, emphacize
their complementary nature, and describe the scope _
of each function. 5

In our opinion, these actions, if properly implemented,
should provide for more independent, indepth audit coverage
of a broader range of functional areis important to top-level
Army managers and should eliminate any confusion as to the
respective responsibilities of the Inspector General and
the Auditor General.

16
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CHAPTER 3

THE INTERNAL AUDIT FUNCTION SHOULD BE LOCATED

AT A HIGHER ORGANIZATIONAL LEVEL

The Army Audit Agency is not placed high encugh in the
Army's organization to insure that its auditors are granted
maximum independence in selecting activities for audit,
reviewing and evaluating Army operations, and reporting on
the results of audit work.

Government agencies, if they are to receive the full
benefits of internal auditing, must locate their audit func-
tions at a sufficiently high organizational level to insure
that auditors are insulated against internal agency pressures
so they can conduct their auditing objectively and report
prisal. 1In our opinion, the present organizational placement
of the Army Audit Agency does not provide this assurance.

We have consistently advocated that

--the internal auditor's position in an organization
should be such that he is independent of the officials
who are responsible for the operations he reviews and

--the internal auditor, to realize an adegquate degree
of independence, should be responsible to the highest
practical organizational level, preferably to the
agency head or to a principal official reporting di-
rectly to the agency head.

These principles are emphasized in our standards for govern-
mental auditing and in our statement on internal auditing
in Federal agencies.

The National Security Act Amendments of 1545 (i0 U.S.C.
3014, 5061, and 8014) established positions of Comptroller
of the Army, Comptroller of the Navy, and Comptroller of
the Air Force and included internal audit as one of their
responsibilities. The Army Audit Agency remained under the
Comptroller of the Army until the Secretary of Desfense, as
part of the 1974 Army staff reorganization., transferred the
Audit Agency to the Office of the Army Inspector General
and Auditor General. (See app. VI.)

cluding transfer of the audit function, was 10 U.£ 7, 125

The authority for the 1974 reorganization actien, in-
which states that i
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"* * * the Secretary of Defense shall take appropriate
action (including the transfer, reassi"nment, consoli-
dation, or abolition of any function, power or duty)
to provide more effective, efficient, and economical
administration and operation, and to eliminate dupli-
cation, in the Department of Defense."

CONCLUSIONS

Although we did not evaluate the consequences of the Audit
Agency's previous organizational placement under the Comp-
troller of the Army, this arrangement was undesirable because
the Comptroller is responsible for an important functional
area {(Army financial management) which is subject to internal
audit. The arrangement was undesirable also because the
Comptroller, as a member of the Army General Staff, does
not report directly to the Secretary of the Army but reports
to the Army Chief of Staff and the Assistant Secretary of the
Army (Financial Managenent).

The 1974 relocation of the Army Audit Agency from the
Office of the Comptroller to the Office of the Army Inspec-
placement because the Inspector General is relatively no
higher in the Army organization than the Comptroller. The
Inspector General is a member of the personal staff of the
Chief of Staff and reports directly to that official. The
Chief of Staff is responsible to the Secretary of the Army
for the efficiency of the Army and its preparedness for mili-
tary operations,

The current organizational placement of the Audit Agency
does not comply with our standards requiring the audit func-
tion to be located at the highest practical organizational
level. With the audit staff reporting to the Inspector
General, there are two reporting levels (see app. VII) be-
tween the Audit Agency and the Secretary of the Army. Under
the current organizational arrangement, the Audit Agency is
too far removed from Army top management to insure maximum
audit independence and effectiveness and appropriate manage-
ment attention to audit findings.

Locating the internal audit function under one of the.
Assistant Secretaries of the Army also would be objection-
able because it would place auditors under an official
having responsibility for operations they review. Adequate
audit independence in the Department of the Army cannot be
provided, nor objective auditing and useful audit results
insured, unless the audit staff is placed directly under
the Secretary or the Under Secretary.
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A significant benefit of the reorganization placing the
Audit Agency under the Inspector General was that internal
ar“itors were granted access to all Army inspection reports.
Before the reorganization, the auditors did not have access
to inspection reports issued by the Army Inspector General's
Office and had only limited access to inspection reports pre-
pared by local Inspectors General. Because inspection reports
contain information that may be hiahly useful in planning and
conducting audit work, the interral auditors should continue
tc have access to these reports.

RECOMMENDATION TO THE
SECRETARY OF DEFENSE

We recommend that, to increase the effectiveness of
internal auditing in the Department of the Army and to insure
maximum audit independence in accordance with our standards,
the Secretary of Defense use his reorganization authority
under 10 U.S.C. 125 to relocate the Army Audit Agency under
the Secretary of the Army and have the audit staff report
directly to that official.

RECOMMENDATION TO THE CONCRESS

We recommend that, to provide for more effective in-
ternal auditing in the Department of Defense, consistent
with our audit standards, the Congress amend the National
Security Act to require placing internal audit functions
of the three military departments under the Secretaries or
Under Secretaries of the respective departments and have
the internal auditors report directly to those officials.

DOD COMMENTS

In his reply, the Assistant Secretary (Comptroller) said
that DOD plans to have the Army Audit Agency report concur-
rently to the Chief of Staff and the Secretary of the Army.
Technical guidance will be provided to the Audit Agency by
the Assistant Secretary of the Army (financial management).

We believe that this change, if properly implemented,
will give the Audit Agency direct accesc to the highest
management levels in the Department of tne Army and is con-
sistent with our standards. An added benefit of the change
is that it recognizes the joint leadership provided by both
military and civilian staff within the Department of the
Army.
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CHAPTER 4

THE CHIEF OF THE ARMY AUDIT AGENCY

SHOULD BEF A CIVILIAN

The head of the Army Audit Agency should be a highly
gualified civilian. Contrary to Department of Defense
policy, the Audit Agency is headed by a high-ranking mili-
tary officer.

DOD Directive 1100.4 states that the military services
should employ civilians in positions which

--do not require military incumbents for reasons of
law, training, security, discipline, rotation, or
combat readiness;

--do not reguire a military background for successiul
performance of the duties involved; and

--do not entail unusual hours not normally associated
or compatible with civilian employment.

DOD Directive 1100.9 states that management positions in
professional support activities should be designated as military
or civilian according to the following criteria:

Military--when required by law, when the position
requires skills and knowledge acquired primarily
through military training and experience, and wh2n
experience in the position is essential to enable
officer personnel to assume responsibilities necessary
to maintain combat-related support and proper career
development.

Civilian--when the skills required are usually found
in the civilian economy and continuity of management
and experience is essential and can be better provided
by civilians.

The Assistant Secretary of Defense (Manpower and Reserve
Affairs), in an article for tlie Defense Management Journal,
October 1976, stated that

"Defense Department policy is that each position be
filled by a civilian unless it can be proven that

a military person is required. As a result, the
burden of proof is on the Services to show that each
position programmed as a military space can only be
filled by a military person."
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In conformance with DOD policy, the Army has staffed
its Audit Agency with civilian personnel to manage and
conduct audits. However, DOD policy notwithstanding, the
Army has followed the practice of appointing a high-ranking
military officer to the position of Chief of Audit Agency.
Because military officers are subject to periodic rotation,
many incumbents have been assigned this position. Since
Ma¥ 1970, the Audit Agency has had five different military
chiefs.

CONCLUSIONS

Because the position of Chief of the Army Audit Agency
entails skills found in the civilian community and does not
require the factors set forth by DOD criteria for using mili-
tary personnel, this position should be filled by a highly
qualified civilian. This arrangement not only would be
consistent with DOD policy but also would provide a longer
tenure for incumbents of the position and would therefore
‘ result in greater continuity of management policies and
f procedures.

A similar conclusion was reached by an advisory committee
to the American Institute of Certified Public Accouatants in
1970. 1In an analysis of the audit function in DOD, prepared
for the Blue Ribbon Defense Panel and included as an appendix
to the panel's July 1970 report to the President, the commit-
tee recommended that the head of each of the audit groups in
DOD (including the Army Audit Agency) be a civilian, prefer-
ably a GS-18, who has had considerable expertise in audit
management. The Committee pointed out that this recommended
change

"would provide a longer period of tenure for the head
of the audit group, assuring greater continuity of
audit policy and direction than is likely to be at-
tained under the present arrangement of having the
group headed by a military officer who usually has
had little or no professional experienc- in internal
auditing."

RECOMMENDATION

We recommend that the Secretary of Defense direct the
Secretary of the Army to fill the position of Chief of the
Army Audit Agency with a professionally qualified civilian.
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DOD COMMENTS

The Assistant Secretary in his reply said that DOD agrees
that the position of Chief of the Army Audit Agency should be
filled by a professionally gualified civilian and will ini-
tiate appropriate action to convert this position from mili-
tary to civilian.
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CHAPTER 5

MORE EFFECTIVE USE OF AUDIT STAFF NEEDED

The Army Audit Agency is faced with a situation in
which its audit capability is decreasing because of per-
sonnel reductions levied by external entities while asudit
demands are increasing. Although these factors make it im-
perative that audit staff time be used in the most productive
manner pcssible, the Audit Agency devotes a considerable
amount of audit staff time to work that either is n-t con-
sistent with its primary mission or is not sufficiently
productive to warrant allocation of scarce audit staff
resources.

Also, an Audit Agency decision to allocate 50 percent of
its audit staff time to audits of financial operations for
21 months, while probably necessary, may significantly reduce
its capability to make ecanomv/ef‘iciency and program results
evaluvations and will result in an imbalance of audit coverage
of Army operations, if continued beyond the planned period.

INCREASED AUDIT DEMANDS AND
DECREASED AUDIT STAFF

While authorized audit staffing levels have decreased,
the demands for audit services are increasing. For example,
Department of Defense guidance for fulfilling audit respon-
sibilities sets forth desirable audit frequency objectives
as follows: DOD installations performing significant func-
tions should be audited every 2 years, while those without
significant responsibilities s.uould be surveyed at least
every 4 years., For several years, the Audit Agency has not
had enough auditors to meet these DOD cyclical audit objec-
tives. The current average audit cycle for appropriated-fund
activities is more than 6 years, with the cycle for some of
these activities being as long as 10 years.

3
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Over the past several years, the Army Audit Agency's
staff has decreased from 1,029 at the end of fiscal year
1973 to 891 at the end of fiscal year 1976. The Department
of the Army recently required the Audit Agency to reduce its
staff by 11 percent by the end sf fiscal year 1976 because
of a reallocation of personnel spaces within the Army to
support the combat structure (accounting for 10 percent of
the reduction) and a congressionally imposed ceiling on Army
civilian personnel strength (accounting for 1 percent of
the reduction).

Even more recently, in August 1976 the Deputy Secre-
tary of Defense directed that 50 personnel spaces be trans-
ferred from the Army Audit Agency to a newly established
Defense Audit Service, which will conduct all interservice
audits. 1/ Because the Army Audit Agency's past involvement
in interservice audits averaged only about 27 staff-years
annually, this 50-space reducticn represents a mst loss to
the Audit Agency of about 23 auditors.

PRIMARY AUDIT RESPONSIBILITY

The Audit Agency's responsibility, as set forth in Army
Regulation 36-5, is to provide the Army at all levels with
an independent and objective internal audit cervice which
evaluates the effectiveness with which che Army's total
resources are being controlled and managed. Implicit in
this mission statement is the mandate that the audit service
is, or should be, primarily concerned with the management and
control of funds appropriated by the Congress.

OPPORTUNITY TO IMPROVE CAPABILITY
TC PERFORM PRIMARY MISSION

In the face of decreasing audit capability and in-
creasing audit demands, it is imperative that the Audit
Agency be prudent in using its audit staff resources.

The audit staff is used for s:veral kinds of work. How-
ever, we believe the work is neither consistent with the
Audit Agency's primary mission nor sufficiently productive
% to warrant allocation of scarce staff resources. This work
includes nonaudit work performed by auditors on loan to

1/Audits of functions carried on by two or more military

" services, previously performed at the direction of the
Deputy Comptroller for Audit Operations, Office of the
Assistant Secretary of Defense (Comptroller).
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other organizations, commander-requested audits which ad-
dress specific local problems, and result in low-level re-
porting, audits of activities not supported by funds appro-

priated by the Congress, and audits of American Red Cross
activities.

The use of audit staff for these secondary effeorts
causes a significant drain on scarce audit resources and
impairs che Audit Agency's ability to carry out its primary
mission.

Loans of auditors to other organizations

The Audit Agency occasionally loans auditors ts other
organizations for work of a nonaudit nature. These icans
have increased since the Army staff reorganization of 1974,
In fis al year 1973, the Audit Agency los* only 110 staff-
days because auditors were on loan. By fiscal year 1976,
staff-days lost through loans had increased to 3,032. This
included 2,957 days devoted to the operat.onal task of rec-
onciling the Army Materiel Command's customer order ac-
counts. At the recuest of the Comptroller of the Army,
the Audit Agency locaned a total of &6 auditors over a
period of several months to the Army Materiel Command,
where they providec assistance in reconciling customer
order records of major subordinate commands with those of
the International Logistics Command.

Commander-requested audits

The Audit Agency spends considerable staff time on
audits specifically requested by Army commanders. These
audits, which are evaluations of local problems already
identified by the respective installations or commands, re-
sult in reports with limited distribution and low visibility.
Audit staff time devoted to these efforts has increased dramat-
ically since the reorganization, from a level of 1,330 staff-
days in fiscal year 1973 to 7,015 in fiscal year 1975, 5,247

in fiscal year 1976, and an estimated 7.000 for fiscal vear
1877.

A commander-regue-ted audit is an audit of a function
or activity requested by an installation or other cemmander
because of a known problem. These audits are performed on a
privileged basis in that reports on the results are distrib-
uted only to the reguesting commanders. Consequently, cor-
rective action is at the discretion of the commanders.
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The Audit Agency's policy is to encourage commander
requests for audits and to accept them, providing that

--the reguest is for an audit related to a known problem
in specific activities or fumctions and reguires pro-
fessional capability not normally available to the
teaquestor;

--the audit is not in the nature of an audit normally
performed by the Audit Agency on a cyclical basis
and the command is not scheduled for audit during the
current fiscal year;

--the request is not for an audit of a non-appropriated-
fund activity for which the commander's internal re-
view staff has audit responsibility; 1/ and

--the request is not for audit work in an area in
which fraud, criminal ccnduct, or violation of law
is known to exist.

In making commander-requested audits, auditors may be
asked to answer such guestions as "¥hy is the meat market
(of an Army commissary) losing money?" or "Is the price for
a new camouflage system too high?" Many of the reguest~d
audits call for special evaluations of non-appropriated-fund
activities.

In our 1968 report, entitled "Internal Audit Activi.ies
in the Department of Defense" (B-132900), we noted that. in
performing commander-requested audits, the Army Audit Agency
was limiting its reporting function and was perrorming s an
internal review group rather than an internal audit organi-
zation.

Audits of non-appropriated-fund act.vities

The Army Audit Agency devotes much staff time to audit
activities which are operated solely to benefit military per-
sonnel and their dependents and are not supported by funds
appropriated by the Congress. The audited activities do not
reimburse the Audit Agency for the cost of this work. In
fiscal year 1976, the Audit Agency spent 9,512 staff-days

1/Internal review staffs have been assigned responsibility
to audit certain non-appropriated-fund activities not sub-
ject to periodic audits by the Army Audit Agency.
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auditing non-sppropriated-fund activities, The value of this
free service was about $1.4 million. 1/ The Audit Agency
estimates it will spend 10,500 staff-days (valued at about
$1.5 million 1/) in making these audits in fiscal year 1977.

Under DOD and Army policy., 25 percent of the Army's
clubs and open messes are audited by independent public ac-
countants, who are paid for their services from the profits
of these non-appropriated-fund activities. The Army Audit
Agency is responsible for auditing the remaining 75 percent
of these activities on a nonreimbursable basis.

According to DOD instructions, each significant non-
appropriated-fund activity is supposed to be aundited at
least once every 2 years, which is the same fr_gquency goal
DOD has set for significant appropriated-fund activities.
Although the Army Audit Agency falls far short of meeting
the 2-year frequency objective in auditing appropriated-fund
activities (see p. 23), Audit Agency and DOD officials said
that the Audit Agency generally does meet this objective
in making audits of non-appropriated-fund activities, with
some problem activities being audited annually.

In a report issued by a special subcommittee of the
House Armed Services Committee on October 30, 1972, audit
support provided to non-appropriated-fund activities was
discussed. The subcommittee noted that the three military
department asudit agencies are funded by appropriated funds
and that their primary mission is to conduct audits to
evaluate the effectiveness with which commanders use appro-
priated—fund resources to accomplish their missions. The
subcommittee concluded that the Army Audit Agency could not
accomplish its primary mission and conduct non-appropriated-
fund audits with its available staff. The subcommittee
recommended that the Secrevary of each military department
establish an audit staff directly under him to audit all
non-appropriated-fund activities and that these siafts be
supported by nonappropriated funds.

1

Red Cross audits

The American National Red Cross Act of January 5., 1905,
as amended (36 U.S.C. 6), provides that DOD shall audit the

1/Computed on the basis of the Audit Agency's average cost
per staff-day for fiscal year 1576.
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annual repor: of Red Cross receipts and expenditures, In
accordance with the audit provisions of DOD Directive 1330.5
dated August 16, 1969, the Army Audit Agency has been assigned
responsibility for these audits.

The Red Cross bylaws require annual financial audits of
the corporation's local chapters by public accountants, and a
national accounting firm is responcible for certifying the
financial statements of the corporation. The Army Audit
Agency fulfills its responsibility by reviewing the work of
the national accounting firm, auditing from 60 to 65 out of
3,150 individual Red Cross chapters ecach year, and developing
its own opinion on the Red Cross' combined statement of income
and expenditures.

The Audit Agency spends about 1,000 staff-days a vear
auditing the Red Cross. The Red Cross reimburses the U.S.
Treasury for these audits, but the Army Audit Agency re-
ceives no compensation for its effort. The cost of audit
service vprovided by the Audit Agency to the Red Cross for
fiscal year 1976 was about $135,000. 1/

Additional staff time which could be
made avallable for more productive
and more mission-related audit work

The anount of audit staff time devoted by the Army
Audit Agency to nonaudit work and marginally productive and
non-mission-related ¢iudit work (includina commander-requested,
non-appropr iated-fund, and ked Cross audits) is substantial.
If these types of efforts were eliminated, the Audit Agency
would have additional staff time available each year for more
effectively carrying out its primary mission.

For example, if audit staff time had not been used
for these efforts in fiscal year 1976, an additional 18,745
staff-days would have been ave¢ilable for productive audit
work more consistent with the Audit Agency's primary mission,
Similarly, if no staff time had been allocated to these
efforts for fiscal year 1977, an additional 12,500 staff-days
could have been made available for more mission-related work,

as shown below,

1/Amount of Red Cross reimbursement to the Treasury. The
~ Audit Agency estimates that the reimbursement for fiscal
year 1976 audit service will be about $150,000.
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Fiscal year Fiscal year
Type of audit service 1976 1977 (estimated)

Loans of auditors for

nonaudit work 2,957 -
Commander-reguested audits 5,247 7,000
Non-appropriated-fund auditc 9,512 10,500
Red Cross audits 1,029 1,000
Total 18,745 18,500

IMBALANCE IN AUDIT COVERAGE

Recent heavy emphasis on audits of financial operations
has impaired the Audit Agency's ability to achieve balanced
audit coverage by substantially reducing the amount of staff
time available to conduct economy/efficiency and program re-
sulte reviews.

Our standards for governmental auditing reguire periodic,
full-scope internal aud.ts. The standards define full scope as
a combination of the following elements of an audit.

1. Financial and compliance--determines (a) whether
financial operations are properly conducted. (b)
whether the financial reports of an audited entity
are presented fairly, and (c) whether the entity
has complied with applicable laws and regulations.

2. Economy and efficiency--determines whether the
entity 1s managing or utilizing its resources
(personnel, property, space, and so forth) in an eco-
nomical and efficient manner and the causes of any
inefficiencies or uneconomical practices, including
inadequacies in management information systems,
administrative procedures, or organizational struc-
ture.

3. Program results--determines whether the desired
results or benefits are being achieved, whether
the objectives established by the legislature or
other authorizing body are being met, and whether
the agency has considered alternatives which might
yield desired results at a lower cost.

Although the standards recognize that every internal
audit need not involve work in all the above categories,
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they point ocut that for most governmental programs, officials
authorizing audit have not discharged their full responsi-
bility for obtaining work unless the full scope of audit work
set forth in the standards is performed. Thus, the standards
implicitly call for a balanced audit coverage, with appropri-
ate attention given to each of the three audit categories,

Beginning in fiscal year 1976, the Audit Agency has
placed substantially increased emphasis on audits of finan-
cial operations, with the result that the amount of time
available for economv/efficiency and program results evalua-
tions has been substantially decreased, as follows.

Time available for
seconomy/efticiency
Audits of financial and program results
Fiscal vear operations reviews

------------- (SEALL~{0Ya] =oas—nsnsass=s

1975 23,790 106,700
1976 48,3713 79,324
1977 (estimated) 70,000 44,800

The substantial increase in the time allocated to audits
of financial operations has resulted from financial management
problems in the Department of the Army. Beceuse of an in-
creased number of violations of laws and directives and break-
downs in financial management controls at major and subordi-
nated commands, the Army Chief of Staff, in November 1975,
initiated an Army {inancial management improvement program to
reestablish the basic integrity of Army financial management
during the budget execution phase.

The Chief of Staff assigned the Army Inspector General
and the Army Audit Agency responsibility for developing plans
for conducting audits under the program in accordance with
guidance to be provided by the Comptroller of the Army.
According tc Audit Agency officials, however, no formal
guidance was provided to the Audit Agency by the Comptroller.
In the absence of such guidance, the Audit Agency decided to
carry out its assigned responsibilities under the program by
increasing from 10 to 50 percent the proportion of its
total stafif time allocated to financial management audits
for a Zi-month period beginning January 1976. This decision
was later approved by the Comptroller.
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The allocation of one-half of total staff time to audits
of financial operations, while probably necessary in this in-
stance, creates an imbalance in audit coverage between the
three basic audit categories of financial and compliance,
economy and efficiency, and program results. Army manage-
ment thus is deprived the full benefit of internal auditing
in evaluating all aspects of Army operatione.

CONCLUSIONS

The Audit Agency's use of scarce staff resources for
secondary efforts (such as those described on pp. 24 to 29)
and its allocation of one-half its total staff time to audits
of financial management activities have significantly reduced
its capability to perform its primary mission and decreased
its value as a management tool.

Using auditors for operational work is contrary to our
standards and DOD requlations, which state that internal
audit i. a staff and advisory function and that auditors
should not be given direct operating responsibilities. Rather,
auditors should be independent of operational responsibilities
to objectively evaluate management activities better.

The Audit Agency's policy of conducting audits requested
by commanders on specific local problems, with reporting
limited toc the requesting commanders. results in reduced
effectiveness of the auditing and reporting functions of a
central audit agency. These kinds of effort appear to be
within the scope of internal review responsibilities,

Using internal auditors to audit non-appropriated-fund
activities is questionable from a management standpoint
because these audits represent a free service provided at

yers' expense to activities which were set up to
porting. Also questionable from a management
viewpoint is the fact that audit frequency goals for these
activities are being met while similar goals for appropriated-
fund audits. the Audit Agency's primary mission, are not
being met.

Using auditors to audit the American National Red Cross,
although uired by law, is inconsistent with the Army Audit
Agency's sion and represents a drain on its limited staff
resources If the law were amended to relieve DOD of audit
responsibility for the Red Cross, thus leavirs that organiza-
tion free to obtain its own audit services fron independent
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public accountants, the internal audit capabilities of the
Army Audit Agency wuuld be increased.

Finally, a disproportionate allocation of staff resources
to audits of financial operations, at the expense of economy/
efficiency and program results evaluations is inconsistent
with our standards reguiring full-scope auditing of govern-
mental activities and functions and deprives Army management
of the full benefits it is entitled to receive from internal
auditing. While the Audit Agency's action was probably
necessary for immediate financial management improvement,
the practice should be limited to the time needed for ade-
quate assessment of problems and recommended solutions after
which a return to a more balanced approach to full scope
auditing should be made.

RECOMMENDATIONS TO THE
SECRETARY OF DEFENSE

We recommend that the Secretary of Defense direct the
Secretary of the Army to

--discontinue using auditors on nonaudit work and de-
crease their use of commander-requested audits and
audits of non-appropriated-fund activities and

--after giving reasonable audit attention to immediate
financial management problems, allocate audit staff
time to insure that appropriately balanced audit
coverage is given to financial/compliance. economy/
efficiency, and program results audits.

RECOMMENDATION TO THE CONGRESS

We recommend that the Congress make more time available
for DOD internal audit work by amending the American National
Red Cross Act of 1905, as amended. to relieve DOD of its
responsibility for auditing Red Cross financial operations.

DOD COMMENTS

The Assistant Secretary, in his reply, commented that
the use of auditors for operational work as a matter of
course, is contrary to DOD and Army Audit policies, as well
as GAO standards. While he agreed that auditors should not
be committed to operational responsibilities, the Assistant
Secretary said that the Secretary of the Army has management
authority to use auditors, when necessary for brief periods
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when audit expertise is required to serve the best interest
of DOD. He also said that although such usage is not the
norm, it seems appropriate to retain flexibility in this
regard.

We agree that such usage is not the norm. Hcwever, we
also believe that the task for which 66 auditors were used
over a period of several months did not require skills uniqgue
to the Army auditors. Reconciling customer orders car be ac-
complished by accountants and others familiar with the fiscal
processes involved. Moreover, the work which the auditors
performed. while probably necessary in the circumstances,
placed the Audit Agency in a unique position of having the
responsibility to subseguently audit their own work, thus
potentially reducing their objectivity.

We agree that the Army acted in this instance out of
necessity. However, we believe that this kind of practice
should be avoided in the future.

On performing commander-requested audits, the Assistant
Secretary commented that these audits are performed mainly
because the commanders® internal review groups may not
possess adequate personnel or skills to cope with specific
tasks. He said the Audit Agency should have some flexibil-
ity in this regard but will reemphasize the need to devote
optional resources to mission-oriented audits. The Assist-
ant Secretary also said that normal distribution of audit
reports, whether commander-reguested or self-initiated, will
be required in accordance with DOD audit policy.

We recognize that there may well be times when the
commanders' internal review staff may not be able to cope with
specific tasks. We agree that in these instances and others,
such as potential fraudulent activities, commanders should
have the flexibility to reguest internal audit assistance.

But requests for assistance should be subject to the same
priorities given to other functional audit areas. Also, re-
quiring normal distribution of audit reports will allow top
departmental management to more readily determine whether

thic kind of audit work is properly managed and should be con-
tinued in the future.

The Assistant Secretary concurred in principle with dis-
continuing the use of auditors on audits of non-appropriated-
fund activities., He pointed out, however, tha* audits are one




critical management control of the non-appropriated-fund
activity and that DOD will continue to require the central
audit organizations to perform a limited number of these
audits and monitor the quality of audits performed by

others.

We agree that audits of non-appropriated-fund activi-
ties are a cri.ical management controcl feature of the non-
appropriated-fund activity and should continue to be per-
formed. However, as we pointed out, the Audit Agency's
primary mission--appropriated-fund work--could not always
be accomplished because of limited resources while frequency
objectives for non-appropriated-fund work generally were
being met.

DOD should continue to provide audit coverage of noa-
appropriated-fund activities while exploring alternative
ways of increasing coverage of primary mission audit areas.
Alternatives to be considered can include, buvt are not limited
to (1) reduced audit coverage by central sudit organizations,
(2) billing of non-appropriated-fund activities for services
provided by internal auditors, and (3) increased coverage by
Certified Public Accountings, internal reviewers, and others.
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CHAPTER 6

MORE EFFECTIVE FOLLOWUP OF

AUDIT FINDINGS NEEDED

The Army's audit followup system does not provide assur-
ance that all deficiencies identified by internal audits
are promptly corrected.

Internal auditing, regardless of how well it is done,
is useless unless prompt and effective action is taken to
correct the deficiencies. Thus, in our opinion, the true
measure of an internal audit organization's effectiveness
is its success in bringing about needed improvements. To
help insure that appropriate management action is taken on
audit recommendations, there must be an effective audit
followup system which promptly apprises top management of
the adequacy of corrective action.

General Services Administration Federal Management
Circular 73-2 (see app. 1I) sets forth policies to be fol-
lowed in the audit of Federal operations and programs by
executive departments and establigshments. The circular re-
quires that agencies designate officials responsible for
following up on audit recommendations and submit periodic
reports to agency management on actions taken on audit recom-
mendat ions.

Our publication entitled "Internal Auditing in Federal
Agencies" states that reporting a finding or recommendation
should not end the internal auditor's concern. From time
to time, the auditors should ascertain whether recommenda-
tions have received serious management consideration and
whether satisfactory corrective action has been taken.

The Army's audit followup system is operated by the
Audit Compliance Branch of the Office of the Inspector
General and Auditor General. The system is not furlly ef-
fective because the Audit Compliance Branch

--generally accepts promises of audited commands and
Army staff agencies that action will be taken to
correct reported deficiencies, without doing any
thing futher to determine that the promised actions
actually are taken,

--rarely uses its own staff to make followup reviews
to determine the adequacy of corrective actions but
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igns followup responsibility to other Army
nizations,
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,zit*én reports on the resgz?s Gf thelr followup
efforts,

--seldom asks the Army Audit Agency to make followup
evaluations, and

-does not provide summaries of the results of followup
evaluations to Army top management.

As a result, the full benefit of the internal audit
function as a management tool is not being achieved. Defi-
ciencies identified by audits sometimes are not corrected
until the Audit Agency's next audit of a particular in-
stallation or activity, which may not occur until several
years later. 1In the meantime., opportunities for savings

are lost and ineificient and ineffective operations con-

tinue to exist .

ll

For example, the Audit Agency reported in February 1974
that the Army Armament Command. in providing packaging pro-
tection for macerial being purchased. was paying for unneces-
sarily hiah levels of packaging. Because the Armament Com-
mand promised to take corrective action, the Audit Compliance
3ranch did not request a followup evaluation. 1In a subseguent
audit, almost 2 years later, the Audit Agency found that the
Lroblem still existed and that the Army could be saving about
$52.3 million a year by using lower packaging levels.
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their primary occupational specialties. The audited com-
mands promised to take corrective action. The Audit Com-
pliance Branch was satisfied with this response and closed
its file on the matter without requesting a followup evalu-
ation or asking for reports from the commands on specific
actions taken.

In a subsequent audit, more than 2 years later, the
Audit Agency found that the problem still had not been cor-
rected. In its report on this audit, the Audit Agency noted
that at least 4,900 soldiers, who had recieved training at
a cost of $26 million, were not performing duties for which
they had been trained. In most instances, vacancies existed
in positions for which these soldiers were trained. and they
could have been assigned these positions.

Our examination of internal audit reports issued during
fiscal years 1974, 1975, and 1976 identified 32 reports in
which the auditors highlighted, as repeat findings, pre-
viously reported deficiencies which had not been corrected.
Our analysis showed that reported deficiencies remained
uncorrected from 11 to 69 months. Moreover, it appears that
the length of the time it takes the Audit Agency to follow
up on its findings is increasing. While the elapsed time
between initial and subsequent reporting of repeat findings
averaged 29 months in fiscal year 1974, it increased to
33 months in fiscal year 1975 and to 38 months in fiscal
year 1976.

The Audit Compliance Branch has a staff of seven
people, four of whom are assigned to follow up on Army
Audit Agency recommendations. Because of this small staff,
the Branch's involvement in following up on these recommen-
dations is limited primarily to administrative aspects of
the followup process, mostly by mean: of correspondence.
The Branch very rarely conducts followup evaluations with
its own staff but must rely primarily on other Army organi-
zations for this work. The reason for not assigning more
of this work to the Army Audit Agency, according to the
Chief of the Branch, is that the Audit Agency already is
heavily burdened with other audit work.

The Branch's practice of not requesting reports of
followup .esults is dictated by a desire to keep its paper-
work within manageable proportions. A Branch official
explained that, if the Branch were to receive reports on
all followup evaluatior it would be inundated with
paperwork in a volume with which it would be unable to
cope.




The Branch's paperwork is alsoc reduced by its acceptance
of audited commands' and staff agencies' promises to take
corrective action, without requesting followup evaluations.
According to the Branch Chief, in following this practice
the Branch must rely on the integrity of the officials making
the promises to see that they are carried out. As brought
out in our previous discussion of this matter, this reliance
is not always well placed.

Because the Branch usually does not receive reports
on followup results and does not request followup evalua-
tions when corrective action is promised, it is not in
a position to provide top management with periodic summaries
of followup evaluations as required by Federal Management
Circular 73-2. The Branch Chief explained that, in lieu of
this type of reporting, the Branch provides management offi-
cials with summaries of audit findings in special cases
when audit reports are issued, in the hope that this infor-
mation will trigger management pressure to see that reported
deficiencies are corrected.

Although this highlighting of audit findings in special
cases may generate some management interest in these partic-
ular instances, we believe a system for periodically report-
ing the results of followup evaluations, in accordance with
Federal Management Circular 73-2, would be much more effec-
tive in keeping top management informed of the status of
actions taken in response to audit recommendations and in-
suring that appropriate corrective action is promptly taken.

CONCLUSIONS

The Army's audit followup system should be strength-
ened to insure prompt evaluation of all corrective actions
taken in response to audit recommendations and to provide
reports of these evaluations to top management.

Because of its limited staff, the Audit Compliance
Branch can handle only the administrative aspects of the
audit followup process by evaluating written statements.
Thus, the Branch cannot evaluate actual changes made but
must rely on other Army organizations to make followup
evaluations. However, because the Branch usually does not
ask for reports on the results of these followup evalua-
tions, it generally is not aware of whether deficiencies
have been corrected. Consequently. the Branch cannot re-
port results of corrective action to top management. Such
a followup system can endanger the effectiveness of the
whole audit effort because it does not provide assurance
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that potential savings and needed management improvements
will be realized.

The most effective way to strengthen the audit followup
furction would be to place responsibility for following up
on all audit findings with the Army Audit Agency--thus
permitting auditors who are already located in the field
and who are familiar with reported conditions to evaluate
the adequacy of corrective actions taken and to verify
that all significant weaknesses have been corrected. Also,
the results of these evaluations should be summarized and
reported to appropriate top management levels in the Army.

RECOMMENDATICHNS

We recommend that the Secretary of Defense, to increase
the effectiveness of the Army's audit followup system, di-
rect the Secrstary of the Army to

--transfer the audit followup function from the Office
of the Inspector General and Auditor General to the
Army Audit Agency;

--require the Army Auait Agency to make timely followup
reviews to determine whether appropriate corrective
action has been taken on all significant audit find-
ings;

--instruct other Army organizations., which the
Audit Agency may charge with following up some
internal audit findings., to provide written reports
of the results of all such followup efforts;

--require the Army Audit Agency to evaluate all such
reports, together with detailed comments by audited
installations and commands, to determine whether
appropriate corrective action has been taken; and

--require the Audit Agency to periodically report
the results of followup evaluations in summary
form to top management officials.

DOD COMMENTS

The Assistant Secretary did not agree with ocur recom-
mendation to transfer the audit followup function from the
Office of the Inspectrr General to the Army Audit Agency.
However, he pointed out that primary responsibility for
action and fellowup on audit recommendations rests with man-
agement. He said that DOD policy now requires the central
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CHAPTER 7

SCOPE OF REVIEW

We made our review at Army Audit Agency Headquarters,
Falls Church, Virginia, nd at its six district offices in
Linthicum Heights, Maryiand; Philadelphia, Pennsylvania;
Atlanta, Georgia; St. Louis, Missouri; Redwood City,
California; and Frankfurt, Germany. The review, made from
August 1975 through September 1976, covered selected aspects
of the Audit Agency's internal audit activities before and
after the 1974 Armv staff reorganization which placed the
Audit Agency under the supervision and control of the Army
Inspector General.

We reviewed the crganization and operations of the Audit
Agency in relation to our audit standards and the General
Services Adminstration's Federal Management Circular reguire-
ments, which set forth policies to be followed in auditing
Federal operations and programs.

We a1so made a limited review of selected operations of
the Office of the Inspector Gen-ral and Auditor General of
the Army, including inspection coverage of Armv activities
and ‘unctional areas deleted from audits and the Office's
audit compliance and followup functions.

Our examination did not include all aspects of the

Army Audit Agency's operations. Rather., we concentrated

on areas needing attention, as identified by our survey
work, including restrictions on the scope of audit work,
organizational placement of the audit function, the extent
to which DOD policy was followed as to employing civilians,
the Audit Agenc)'s use of staff resources, and its involve-
ment and effectiveness in following up audit findings.
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APPENDIX I

SUMMARY OF GOVERNMENTAL
AUDIT STANDARDS !

The audit standards below are intended to be more than
the mere codification of current practices tailored to existing
audit capabilities. Purposely forward-looking, these standards
include some con~epts and areas of audit coverage which are
stiil evolving in practice but which are vital to the account-
ability objectives sought in the audit of governments and of
intergovernmental programs. Therefore, the audit standards
have been structured so that each of the three elements of
audit can be performed separately if this is deemed desirable.

General Standards

L.

The full scope of an audit of a governmental pro-
gram, function, acuvity, or organization should
encompass:

a. An examination of financial transactions, ac-
counts, and reports, including an evaluation of
compliance with applicable laws and regula-
tions.

b. A review of efficiency and economy in the use
of resources.

c. A review to determine whether desired results
are effictively achieved.

In determining the scope for a particular audit,
responsible officials should give consideration to the
needs of thz potential users of the results of that
audit.

The auditors assigned to perform thc audit must
collectively possess adequate professional pro-
ficiency for the tasks required.

TExcerpts from Standards for Audit of Govermmental Organi-
zations, Programs, Activities & Functions, Comptroller Gen-
eral of the United States (Washington, D.C., U.S. General
Accounting Office, 1972.)
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APPENDIX

In all matters relating to the audit work, the audit
organization and the individual auditors shall main-
tain an independent attitude.

The auditor's independence can be
affected by his place within the
organizational structure of govern-
ments. Auditors employed by Fed-
eral, State, or local government
units may be subject to policy
direction from superiors who are
involved either directly or in-
directly in the governmnent manage-
ment process. ToO achieve maximum
independence, such auditors and the
audit organization itself not only
should report to the highest prac-
ticable echelon within their govern-
ment but should be organizationally
located outside the line-management
function of the entity under audit.

Due professional care ic to be used in conducting the
audit and in preparing related reports.

Examination and evaluation standards

L

|
l

Work is to be adequataly planned.
Assistants are to be properly supervised.

A review is to be made of compliance with legal and
requlatory requirements.

An evaluation is to be made of the system of in-
ternal control to assess the extent it can be relied
upon to ensure accurate information, to ensure com-
pliance with laws and regulations, and to provide for
efficient and effective operations.

Sufficient, competent, and relevant evidence is to be
obtained to afford a reasonable basis for the audi-
tor's opinions, judgments, conclusions, and recom-
mendations.
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Report.ng standards

1. Written audit reports are tc be submitted to the
appropriate officials of the organizations requiring
or arranging for the audits. Copies of the reports
should be sent to other officials who may be respon-
sible for taking action on audit fu.dings and recom-
mendations and to others responsible or authorized
to receive such reports. Copies should also be made

available for public inspection.

2. Reports are to be issued on or before the dates
specified by law, regulation, or other arrangement
and, in any event, as promptly as possible so as to
make the information available for timely use by
management and by legislative officials.

3.  Each report shall:

a. Be as concise as possible but, at the same time,
clear and complete enough to be understood
by the users.

b. Present factual matter accurately, completely
and fairly.

c. Present findings and téﬁ}g%:;s objectively
and in language as clear and simple as the
subject matter permits.

d. Include only factual information, findings, and
conclusions that are adequately supported by
enough evidence in the %ﬁé&t{zf’g s%?érkmg
papers to demonstrate -

upon, the bases for i?zé

supporting inférg?az@zz s
the report to the extent ne
convincing presentation.
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Include, when possible, the auditor’s recom-
mendations for actions to effect improvements
in problem areas noted in his audit and to
otherwise make improvements in operations.
Information on underlying causes of problems
reported should be included to assist in imple-
menting or devising corrective actions.

Place primary emphasis on improvement rather
than on criticism of the past; critical comments
should be presented in balanced perspective,
recognizing any unusual difficulties or circum-
stances faced by the operating officials con-
cerned.

Identify and explain issues and questions need-
ing further study and consideration by the
auditor or others.

Include recognition of noteworthy accomplish-
ments, particularly when management improve-
ments in one program or activity may be
applicable elsewhere.

Include recognidion of the views of responsible
officials of the organization, program, func-
tion, or activity audited on the auditor’s find-
ings, conclusions, and recommendations.
Except where the possibility of fraud or otherf
compelling reason may require different treat-
ment, the auditor’s tentative findings and
conclusions should be reviewed with such offi-
cials. When possible, without undue delay,
their views should be obtained in writing and
objectively considered and presented in prepar-
ing the final report.

Clearly explain the scope and objectives of the
audit.
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State waether any significant pertinent infor-
mation has been omitted because it is deemed
privileged or confidential. The nature of such
information should be described, and the law
or other basis under which it is withheld should
be stated.

4. Each audi* report containing financial reports shall:

Contain an expression of the auditor’s opinion
as to whether the information in the financial
reports is presented fairly in accordance with
generally accepted accounting principles (or
with other specified accounting principles
applicable to the organization, program, func-
tion, or activity audited), applied on a basis
consistent with that of the preceding reporting
period. If the aucitor cannot express an
opinion, the reasons therefor should be stated
in the audit report.

Contain appropriate supplementary explana-
tory information about the contents of the
financial reports as may be necessary for full
and informative disclosure about the financial
operations of the organization, program, func-
tion, or activity audited. Violations of legal or
other regulatory requirements, including
instances of noncompliance, and material
changes in accounting policies and procedures,
along with their effect on the financial reports,
shall be explained in the audit report.
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APPENDIX II APPENDIX II

GENERAL SERVICES ADMINISTRATION
OFFICE OF FEDERAL MANAGEMENT POLICY

FECERAL MANAGEMENT CIRCULAR

FMC 73-2: Audit of Federal Operations and Programs
by Executive Branch Agencies

September 27, 1973

TO THE HEADS OF EXECUTIVE DEPARTMENTS AND ESTABLISHMENTS

1. Purpose. This circular sets forth policies to be
follovved in the audit of Federal operations &nd programs by
executive departments and establishments.

2. Supersession. This circular supersedes Office of Manage-
ment and Budaet Circular No. A-73, dated August 4, 1965.

3. Policy intent. The primary'objectives of this circular
are to promote improved audit practices, to achieve more
efficient use of manpower, to improve coordination of audit
efforts, and to emphasize the need for earl’ audits of new
or substantially changed programs.

4. Applicability and scope. The provisions of this circular
are ajplicable to all executive departments and establish-
ments. The terms "agency" and "Federal agency" throughout
this circular are synonomous with the term "departments and
establishments" as defined in FMC 73-1.

5. Definitions.

a. The term "audit" as used in this circular means a
systematic review or appraisal to determine and report on
whether:

{1) Financial operations are properly conducted;
{2) Financial reports are presented fairly;
{3) Applicable laws and regulations have been

complied with;
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{4) Resources are managed and used in an economical
and efficient manner; and

{(5) Desired results and objectives are being achieved
in an effective manner.

The above elements of an audit are most commonly referred to
as financial/compliance (items 1, 2, and 3), economy/
efficiency (item 4), and program results (item 5). Collec-
tively, they represent the 11l scope of an audit and provide
the greatest benefit to all potential users of Government
audits. In developing audit plans, however, the audit scope
shoulu be tailored tc each specific program according to

the circumstances relating to the program, the management
needs toc be met, and the capacity of the audit facilities.

L. The term "audit standards" refers to those standards
set forth in the Standards for Audit of Governmental Organi-
zations, Programs, Activities & Functions issued by the
Comptroller General of the United States.

6. Policies and procedures. Agencies are responsible for
providing adequate audit coverage of their programs as a
constructive aid in determining whether funds have been
applied efficiently, economically, effectively, and in

a manner that is consistent with related laws, program objec-
tives, and underlying agreements. The audit standards will
be the basic criteria on which audit coverage and operations
are based. Agencies administering Fede:al grant, contract,
and loan programs will encourage the appropriate application
of these standards by non-Federal audit staffs involved in
the audit of organizations administering Federal programs.
Each agency will implement the policies set forth in this
Circular by issuing policies, plans, and procedures for the
guidance of its auditors.

a. Organization and staffing. Audit services in Govern-
ment are an integral part of the management process. Audit
services and reports must be respcnsive to management needs.
liowever, 1t 1s important in order toc obtain the maximum
benefit from this function that agency audit organizations

have a ficient degree of independence in car<ying out
their responsibilities. To provide an appropriate degree
of 1ndependence, the audit organization should ordinarily
be located outside the program management structure, report
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to an agency management level sufficiently high to ensure
proper consideration of and action on audit results, and be
given reasonable latitude in selecting and carrying out
assignments. Adequate and qualified staff should be assigned
this important function. The audit of all programs under

a single Federal department or agency must be coordinated, and
where eeS§§§iés and a more effective audi% service will

prcgrags; tﬁe audit operations within a éggaftment should be
consolidated. It is also important toc establish close
coordination between audit and such other management review
activities as may exis! in an agency.

b. Determination of audit priorities. Each agency will
establish procedures requiring periodic review of its indi-
vidual programs and operationc to determine the coverage,
frequency, and priority cf audit required for each. The

review will include consideration of the following factors:

{1} Newness, changed conditions, or sensitivity
of the organization, program, activity, or function;

(2} Its dollar magnitude and duration;
(3} Extent of rfederal participation either in
terms of rescurces or regulatory authority:

{4} HManagement needs to be met, as de-

consultation with the responsible program ¢

(5} ??iéf audit experience, incl
nagement system and cont

tr
.
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} Timellness, reliability, and cove
pared by others, such as State ésf
ndependent public accountants;
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(7} Results of other evaluations; e.g., inspec-
tions, program reviews, etc.;

(8} Mandatory requirements of legislation or
other congressional recommendations; and

{8} Availability of audit rescurces.
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rvicing arrangements. To
note efficiency, and minimize
operations of the organizations subject to
‘ederal agency will give full consideration to
cross-servicing arrangements under which one
Feder;i agency will conduct audits for another--whenever such
e in the best interest of the Federal Gcvern-
ganization being audited. This is particularly
he Federal grant-in-aid and contract programs
where two re Federal agencies are freguently responsible
for progra he same organization or in offices located
within the same geographical area. Under such circumst2nces,
the ;rlmary responsibility of the Federal agency
ST financial interest toc take the initiative
w;th the other appropriate Federal agencies
feasibility of one of the agencies' con-
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applicable
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e. Audit plans. Based on the considerations set forth
in b, ¢, and 4, above, eacnh agency will prepare an audit
plan at least annually. At a minimum, such plans will re-
flect the:

(13 Audit universe (all programs and operations
subject to audit);

(2} Programs and operations selected for audit,
with priorities and specific reasons for selection;

(3} Audit organization that will conduct the
audit;

(4} Audit cycle or frequency, the locations to be
audited, and the reasons therefor;

(5} Scope of audit coverage to be provided and
the reasons therefor; and

(6] Anticipated benefits to be obtained from the
audits.

The plans should be adjusted as necessary to provide for audit
coverage of unforeseen priorities.

fF. Coordination of audit work. Federal agencies will
coordinate and cooperate with each other in developing and
carrying cut their individual audit plans. Such actions will
include continuous liaison; the exchange of audit tech-
niques, objectives, and plans; and the development of audit
schedules to minimize the amount of audit effort required.
Federal agencies will encourage similar coordination and
cooperation among Federal and non-Federal audit staffs where
there is a common interest in the programs subject to audit.

g. Reports. Reporting standards are set forth in the
Audit Standards for the guidance of Federal agencies. With
respect to release of audit reports, each agency will estab-
lish policies regarding the release of audit reports outside
the agency. Such policies will be in consonance with appli-
cable laws, including the Freedom of Information Act, and, to
the maximum extent possible, will provide for the dissemina-
tion of such reports in whole or in part to those interested
in such information.

51




APPENDIX II APPENDIX II

h. Agency action on audit reports. Each agency will
provide policies for acting on audi‘’ recommendations. Timely
action on recommendatjons by responsible management officials
1 integral part of the effectiveness of an agency's audit
=§§ has a direct bearing on it. Policies will pro-
designating officials res gﬁﬁslble for following up
recommendations, maintaining a record of the action
recommendations and time schedules for responding to
on audit recommendations, and submlttlng periodic
agency management on recocmmendations and action

onsibilities. Federal agencies will review the

. and practices currently fz?}swed in the audit of
ations and programs, and will initiate such action

ssary to comply wlth tﬁé §€Eiéies set forth in this

. The head of each Federal agency will designate an
£t serve as the agency régzeseatatlve on matters

to the implementation of this circular. The name of

cy representative should be sent to the General Serv-

1istration (AM), Washington, DC 20405, within 30 days

receipt of this circular.

1g_requirement. Each Federal agency will submit

the General Services Ac - nistration (AM),

; DC 20405, by December 3i, 1973, on the action

n to implement the policies set forth in this ecir-

secifically, the report will inciude actions taken

ance of policies, plans, and procedures for the

its auditors; determination of audit priorities:
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The mission of the Army Audit Agency, as stated in Army
Regulation 36-5, November 8, 1974, is "to provide the Army
at all levels with an independent and objective internal
audit service which evaluates the effectiveness in which
the total resources of the Department of the Army are being
controlled and managed." According to the regulation, audit
service so provided should include audits of all Army mili-
tary commands, installations, activities, and civil func-
tions. The regulations states further that the Audit Agency
is responsible for comprehensive audit coverage of all Army
activities, including examining financial cverations, evalu-

ating comp” _ance with laws and regulations, reviewing economy

and efficiency in the use of resources, and determining
whether decired results are effectively achieved.
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Before the 1974 Army staff reorganization:

Mission.

"a. The Inspector General of the Army. The Inspector
General of the Army ls a coniidential representative of the
Secretary of the Army and the Chief of Staff and is a mem-
ber of the personal staff. He inquires into and reports
upon matters affecting the performance of mission and the
state of economy, efficiency, discipline, and morale of the
Department of the Army. ***

"b. Other inspectors general. Other inspectors general
are confidential representatives and are members of the per-
sonal staff of their head of HQDA [Headgquarters, Department
of the Army] staff agency or commander. They inguire into
and report upon matters affecting the performance of mission
and the state of economy, efficiency. discipline, and morale
of the activity in which they serve. ***--Army Regula-
tion 20-1, April 18, 1973.

Sphere of activity.

"a. The Inspector General of the grm%. The sphere of
activity of The Inspector General of tne Army embraces
every phase of activity of the Department of the Army." ***

"b. Other inspectors general. The sphere of activity
of all other inspectors general embraces every phase of ac-
tivity of the HQDA staff agency or command to which they
are assigned."--Army Regulation 20-1, April 18, 1973.

After the 15874 reorganizaticn:

Mission.

"a, Inspector General and Auditor General. The
Inspector General and Auditor General is a confidential
represent ve of the Secretary of the Army and the Chief
of Staff is a member of the personal staff. The In-

spector G ral and Auditor General inguires into and re-
ports upon matters affecting the performance of mission

and the state of ecrnomy, efficiency. discipline, and morals
of the Department of the Army. ***

n

b, OF
are confidentlial representatives and are members of the per-
sonal staff of their head cf HQDA staff agency or commander.

ther Inspectors General, Other Inspectors General
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appropriate actions to ¢
to civilian,

ert this position within the Army from military

Recommendat ion

" __discontinue using auditors on non-audit work, including
loans of auditors te sther Army organizations for use in an
operating capacity.” i

Comment. The use of auditors for operational work as a matter of
course is contrary to Dob and Army audit policies as well as GAO standards.
While fully agreeiny that auditors should not be committed to operational
responsibilities, the Secretary has management authority to use auditors,
when necessary, for brief periods when audit expertise is required to
serve the best interests of the Department. Although such usage is not the
norm, it seems appropriate to retain flexibility in this regard.

Recommendation

" __discontinue performing commander-requested audits."

Comment. Audits requ
2 percent of the total A
because the comranders’
personnsl or skalls to ¢
Agency should have some
need to devote optimal re

ested by local commanders consume approximately
Audit Agency effort. 'They are performed mainly
ternal review groups may not possess adequate
with specific tasks. Although the Aray Audit
ibility in tais regard, we will reemphasize the
surces to mission-oriented audits. Repardless

of the reason audits are -formed, whether commander-requested or self-
initiated, normal distribution of the audit reports will be required, in
accordance with DoD audit policy.

Recommendation

" __discontinue using auditors on audits of non-appropriated
fund activities."

Comment. Althouzh we concur in principle on this recommendation,
current DoD policy either requires or encourages audit coverage of most
nonappropriated-fund activities by local internal review groups or by
independent public accountaats. Army Audit Agency application of only

6 percent of its resources to these audits in FY 76 is in compliance with
this policy and represers an actual reduction from 20 percent applied in
1973. Congressional gu ce requires the Department to support troop
morale and welfare serv , and audits are one critical management control
of this requirement. T we will continue to require the central audit
organizations to perform a limited number of nonappropriated-fund audits
and monitor the quality audits performed by others.
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Recommendation

--allocate audit staff time to insure that appropriately
balanced audit coverage is given to financial/compliance,
economy/efficiency, and program results audits."

Comment. We agree that audit coverage should be balanced. Emphasis
was placed on financial management audits in certain instances because of
indicated need; however, the scope of many audits of financial operations
often encompasses the economy/efficiency and program results elements as
well. A balanced audit program is planned contingent on special needs of
management .

Recommendation

" —-transfer the audit follow-up function from the Office of the
Inspector General to the Army Audit Agency and otherwise
strengthen the Army's audit follow-up system."

Comment. We believe that primary responsibility for action and follow-
up on audit recommendations rests with management. Subsequent review,
whether by inspection or audit, logically would look into action taken on
audit findings because intervals between audits have increased. DoD policy
now requires the central audit organizations to follow up promptly on
significant findings in the interim. To devote a significantly greater
part of Army Audit Agency's efforts to follow up on audit findings would
be counterproductive, further reducing the time available for high priority
audit work. As an alternative, we intend to explore the strengthening of
existing follow-up procedures. This is being considered during our current
study of the functions and organizations of the various internal review
groups within the DoD.
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ASSISTANT SECRETARY OF DEFENSE
WASHINGTON, D.C. 2030}

COMPTROLLER 1 9 Jut 1972

Mr. Donald Scantlebury

Directer, Financial and Ceneral Management
Studies Division

U.S. General Accounting Office

Washington, D.C. 20548

Dear ¥Mr. Scantlebury:

This letter responds to the GAO draft report dated March 14, 1977, "Need
to Strengthen the Army's Internal Audit Function." The report addresses
the overall CAO concern that some limitations exist that could affect

the independent selection of audits and scope of audit effort. Specific
comments were made concerning organizational placement of internal audit,
use of the audit staff, audit follow-up system, and use of military
personnel to head the audit agency.

We a-ree that there should be no restriction on the selection or scope of
rk within the context of proper management supervision. We concur
with the recommendations to strengthen the audit function and will take

appropriate steps to implement them. We plan to have the Army Audit
Agency report concurrently to the Chief of Staff and the fecretary of the
Arm with technical guidance provided by the aAssistant Secretary of the

{Financ‘al Management). We also plan to change the position of the

y audit Agency to a civilian position and assign a professionally
civilian auditor to fill the job. Our comments on the specific
recosmendations addressed to the Secretary of Defense are contained in the
: ctment to this letter. Detailed comments by the Department of the Army
attached for your information.

We appreciate the opportunity to comment on this draft report and the
objective observations furnished by your staff concerning the internal
ction., We are pleased to note your statement that the Army Audit
Agency if has a ligh level of competence and professionalisi. We plan
to turther improve audit services to management by acting on the GAD audit
andations.

wait

recos

Sincerely,

\WUTIO,
: edo ~9’o
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“"Need to Strengthen the Army's Internal Audit Function'

Recommendation

" _ . . reiocate the Army Audit Agency under the Secretary or
Under Secretary of the Army and have the audit stafi report
directly to that official.”

Comment. We agree with the recommendation and will relocate the Army
Audit Agency under the Secretary of the Army. The Army Audit Agency will
report concurrently to the Chiefof Staff and to the Secretary, and receive
technical guidance from the Assistant Secretary (Financial Management).

l

Eecommendatic
" __abolish the Inspection and Audit Priority Committee."
* * * * * * *
¥ ——insure that internal auditors will not be restricted in
selecting activities for audit and determining the scope of
sudit work.
Comment. We agree that there should be no restriction in the selection
scope of audit work within the context of proper management supervision.
ccordingly, the Army Inspection and Audit Priority Committee will be
abolished and the Army Auli’ Agency mission statement will be revised to
state that the scope of internal audit responsibility it hroad, and encom-
passes all financial, operational, and support activities in accordance
with Dob sudit poeiicies.

Army regulations will be clarified to delineate differences
i inspection, emphasize their complementary nature, and

4
escribe the scope of each function.

the position of Chief of the Army Audit Agency with a
i1y qualified civilian,"

oncur that the position of Chief of the Army Audit Agency
a professionally qualified civilian and will initiate
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appropriate actions to cenvert this position within the Army from military
to civilian,

Recommendat ion

" __discontinue using auditors on non-audit work, including
toans of auditors te ether Army organizations for use in an
operating capacity.” i

Comment. The use of auditors for operational work as a matter of
course is contrary to Dob and Army audit policies as well as GAC standards.
While fully agreeing that auditors should not be committed to operational
responsibilities, the Secretary has management authority to use auditors,
when necessary, for brief periods when audit expertise is required to
serve the best interests sof the Department. Although such usage is not the
norm, it seems appropriate to retain flexibility in this regard.

Recommendation
" __discontinue perferming commander-requested audits."

Comment. Audits requested by local commanders consume approximately
2 percent of the total Army Audit Agency cffort. They are performed mainly
because the commanders' internal review groups may not possess adequate
personns: or sk.lls to cepe with specific tasks. Although the Aray Audit
Agency should have some flexibility in tais regard, we will reemphasize the
need to devote optimal resources to mission-oriented audits. Regardless
of the reason audits are performed, whether commander-requested sr self-
initiated, normal distribution of the audit reports will be required, in
accordance with DoD audit policy.

Recommendation

" __discontinue using auditors on audits of non-appropriated
fund activities.”

Comment. Although we concur in principle on this recommendation,
current DoD policy either requires or encourages audit coverage of most
nonappropriated-fund activities by local internal review groups or by
independent public accountants. Army Audit Agency application sf only

6 percent of its resources to these audits in FY 76 is in compliance with
this poliecy and rupresents an actual reduction from 20 percent applied in
1973. Congressional guidance requires the Department to support troop
morale and welfare services, and audits are one critical manag at control
of this requirement. Thus, we will continue to require the central audit
organizations to perform s limited number of nonappropriated-fusd audits
and monitor the quality of audits performed by others.
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Recommendatiop

--allocate audit staff time to insure that appropriately
balanced audit coverage is given to financial/compliance,
economy/efficiency, and program results audits,"

Comment. We agree that audit coverage should be balanced. Emphasis
was placed on financial management audits in certain instances because of
indicated need; however, the scope of many audits of financial operations
often encompasses the economy/efficiency and program results elements as
well. A balanced audit program is planned contingent on special needs of
management.

Recommendation

" --transfer the audit follow-up function from the Office of the
Inspector General to the Army Audit Agency and otherwise
strengthen the Army's audit follow-up system.”

Comment. We believe that primary responsibility for action and follow-
up on audit recommendations rests with management. Subsequent review,
whether by inspection or audit, logically would look into action taken on
audit findings because intervals between audits have increased. DoD policy
now requires the central audit organizations to follow up promptly on
significant findings in the interim. To devote a significantly greater
part of Army Audit Agency's efforts to follow up on audit findings would
be counterproductive, further reducing the time available for high priority
audit work. As an alternative, we intend to expisre the strengthening of
existing follow=-up procedures. This is being considered during our current
study of the functions and organizations of the various internal review
groups within the DoD.
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=

SECRETARY OF THE ARMY

WASHINGTG S

1 June 1977

MEMORANDUM FOR THE ASSISTANT SECRETARY Or DEFENSE (COMPTROLLER)
ATTN: ASSISTANT FOR AUDIT REPORTS

SUBJECT: GAO Draft Report, Dated March 14, 1977, "Eesed to
Strengthen the Army's Internal Audit Function"
(OSD Case #4573)

This responds to your request for comments on the draft
General Accounting Office report, "Need to Strengthen the
Army's Internal Audit Function."

The report presents valuable information regarding manage-
ment of internal auditing within the Army. To ensure that all
of the issues were fully evaluated and considered, the Army
formulated its response based on data provided by Army Staff
agencies, the auditor community, and top Army managers. In
essence, the Army agrees with the GAO comments. Our plans to
strengthen internal auditing, keyed to each of the basic recom-
mendations, are provided in the summary documents at Tab A.

The Army agrees that there should be no restriction on
the scope of audit work within the context of proper manage-
ment supervision. To emphasize this basic asnect of audit
independence, the Inspection and Audit Priority Committee will
be abolished, the AAA mission statement will be revised, and
Army regulations will be clarified as recommended.

The Army will select a professionally qualified
as AAA Chief. The Chief will have direct access to th the
Secretary of the Army and the Chief of Staff. Audit policy
guidance and daily review and management matters will continue
to be provided the AAA by the Assistant Secretary responsible
for Financial Management.

civilian

The Army agrees that the audit staff should be
effectively to ensure a balanced audit coverage. C
the Army does not plan to use auditors for operatiomal work,

64

i ———

i




APPENDIX VIII APPENDIX VIII

will strengthen its internal review [unction with the objective

of eliminating the need for commander-requestea audits, will
evaluate alternatives to more economically manage non-appropriated
fund audits, will allocate audit staff time to ensure balanced
audit coverage, and agrees with the recommendgation to ask the
Congress to amend the law relieving DOD of its responsibility to
audit the Red Cross.

The Army supports the need to strengthen the audit follow-
up system and agrees that AAA should have a role in verifying
the correction of deficiencies. However, primary responsibility
for the follow-up function should rest with management. The
Office of The Inspector General provides an independent staff
element, reporting directly to the Chief of Staff of the Army
and the Secretary of the Army, to assure proper compliance
with audit findings and recommendations.

I believe that our audit capability will be imprcved as a
result of the GAO report and the follow-on actions we are taking.

' :
L’wg !’;?é“" é(’“ -
Inclosure Clifford L. Alexander, Jr.
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APPENDIX VIII APPENDIX VIII

RECOMMENDATION: To eliminate existing restrictions on the Army's internal
sudit function, abolish the Imspection and Audit Priority Committee.

ARMY POSITION: Concur that the Inspection and Audit Prinrity Committee
be abolished.

DISCUSSION: The Priority Comsittee was initially established to sugment
the staff process to plan, select, and prioritize sudits. Auditors,
operational managers, and top decisionmakers participated. In recent
years, however, the Priority Committee has ceased to be a constructive
mechanism in managing internal sudits in the Army. Consequently, it will
be abolished thereby helping to streamline the Army's internal sudit
function within the context ef the staff process. This will ensure that
suditors as well as top management are involved in the audit gelection

process.
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RECOMMENDATION. To eliminat: existing restrictions on the Army’s internal
avdit function, clearly specify in the mission statement of the A%& that
there will be no restrictions on the Agency in selecting activitiss for

sudit and in determining the scope of audit work.

ARMY POSITION: Concur that the AAA mission statement be clarifiss to
sgtate that audit selection and scope will be unrestricted.

DISCUSSION:

1. The Army sgrees that there should be no restrictions on audit selection
and scope and will change AAA's mission to reflect this concept. Hewever,
top menagement will approve and prioritize svdits and the use of ==dit
resources. Whether a particular activity is sudited or inspected depends
on organizational priocrities, the need for izproved audit-inspection
coordination to reduce duplication, the need to provide the most sffective
coverage for the Army, and how to best use the special talents and
capabilities of the Army's auditors and inspectors.

2. Since the scope of activities to be audited or inspected is
and the eame, tactical and nontactical activities are valid cons
for both audit and inspection. The informal pelicy decicion to ezclude
auditors from tactical areas was sincerely made with the intent of best
utilizing auditor and inspector personnel and skills. There was =mo intent

to misuse authority or conceal problems. Unfortunately, the decision
was not judicious and was further exacerbated by the fact that planned
inspections of the tactical activities excluded from suditor pur ie
occurred. The change in TIG/AG leadership and the current AAA =
gchedule clearly indicate that this inforzal policy no longer ex:i
In fact, a eaxp.ing of current and future audits in tactical ares
a survev of the TOW missile system, US Army Air Defense School,
and Virginia Army National Cuard, end the 3rd Armored Cavalry Re
at Ft. Bliss.
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RECOMMENDATION: To eliminste erzisting restrictioss on the Army's internal

sudit fuoction, revise Army regulations to more specifically delineste
the respective scope of internsl audite and inspections, explain the
difference between them, and emphasize that they sre complementary rather
than duplicat: .

ARMY POSITION: Concur that existing regulations m=ed to be revised.

DISCUSSION: Army regulations governing audits ang inspections are
ambiguous thus causing confusion and mi.interpretsfions within the Army.
Regulations will be clarified to strengthen audit sad inspection

definitions, to delineate differences, emphasize £heir complementary
nature, and describe the scope of both functions.
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APPENDIX VIII

DISCUSSTOK:

RECOMMENDATION: To increase the effectiveness of internal auditing in

the Department of the Army and to ensure maximum audit independence in

4ccordance with our standards, relocate the Army Audit Agency under tne
Secretary of the Army and have the audit staff report directly to that

official.

ARMY PGSITION: Concur

In evaluating tt
the Army considered a number
this evaluation, the Army ¢
organization. The head of t

t organizational placement for the AAA,
aryanizational alternatives, Based on
ded that the AAA should be an independent
A will have unencumbered access to both
the Secretary of the Army and Chief of Staff. Folicy guidance and
daily review and management matters will be provided the AAA by the
Assistant Secretaiy for Financial Managenent.

"
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APPENDIX VIII APPENDIX VIII

RECOMMEEDATION: The Secretary of Defense direct the Secretary of the
Army to fill the position of Chief of the Army Audit Agency with a
professionally qualified civilian,

ARMY PGSITION: Concur.

DISCUSSION:

1. The A:my recognizes the merit of establishing a high degrec of
auditor expertise and job continuity at the top management lovel of
the AAA. There is also a strong requirement to provide military
direction and guidance to the audit effort, since the AAA mission is
to serve the Army's overall best interests.

2, A survey ¢f nertinent vrganizational documents (DOD Directives 1100. 4,
1100.9, ard DOD Instruction 7600.5, and Army Regulation 570-4) state
general, but not determining criteria for the delineation of the AAA
Chief. Thus, from a strictly regulatory standpoint, there is no
objection or requirement for either a military or civilian chief.

3. From the standpoint of background and professional experience, it

is felt that the position of head of the AAA can best be filled by a
civilian.
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RECOMMENDATION: The Secretary of Defense direct the Secretary of the
Army to discontinue using suditors on nonaudit work, including loans of
audits to other Army organizations for use im an operating capacity.

ARMY POSITION: Concur in principle.

DISCUSSION:

1. The use of auvditors for operational work is contrary to GAO standards
and DOD and Army policies which state that internal audit is a staff and
advisory function &nd that auditors should net be given direct operating
responsibilities.

2. The loan of aud.'ors to the Army Materiel Corvand was directed by

the Assistant Secretw.-y of the Army for Financial Management to reconcile
customer order records on an exception basis to nmeet a critical Army
requirement. The TIG/AG and the Chief, AAA cbijected to this use of the
audit staff. However, the directed loan and the profeesional
accomplishments of the auditors involved contributed greatly to the
correction of a major Army financial problen.

| 3. The Army fully zgrees that auditors should not be committed to

| operational responsibili.ies. At the same time, the Secretary of the
Army and the Chief of Staff Army have the manzgement authority to use
auditors, when necessary, for brief periods when audit expertise is
required to serve the bests interests of the Aruwy.
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RECOHEERDATION: The Secretary of Defense direct the Secretary of the
Army io discontinue performing commander-reguested audits.

ARMY POSITION: Concur in principle.

SION:

mately 2% of the total AAA
e the corrender's internal
1 or ekills. Until the

. will continve to perform
this prograr inio full
istributien of corsander=
st other AAA reports.

i ander-requected audits consume appr
audit effort. They are perforned rainly
= group does not poeeess adeguate per
1 review function je ivproved, the
r-requested audits, In order te &
nce with CAO stancerds and DOD poli
ed audit reports will be the came &

TeV
inte

€

£

Army acknowledges that the internal review function needs to be
hened B0 that the AAA car devote its profecsional staff to more
miss oriented avdits. A recent improv in the internal review

fun n is the fact that AAA has assumed responsibility for training
review perconnel. This will raise e standards and value of
ernal review function, improve the esgionalism of internal
personnel, and irprove cperating efficiency in audit followup

by corurands. Ultirately, a strong internal review function in
will elininate the need for AAA te perform conrander-requested
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RECOMMENDATION: The Secretsry of Defense direct the Secretary of the
Army to discontinue audits of nonappropriated fund activities.

ARMY POSITION: Concur in principle.

DISCUSSION:

1. Congressional guidance requires the Department of Defense to =
morale and welfare services. Audits are a critical management control
on this requirement. To eliminate AAA sudits of nonappropriated fund
activities may pave the way for further erosion of appropriated fund
support for essential moraie and welfare activities. A decrease i=s
appropriated funds for worale and welfare activities may be viewed b

Army cannot afford adverse publicity which could affect recruitment and
retention. Therefore, the recommendation transcends purely audit
considerations.

2. The key question is whe vill sudit nonappropriated fund activities

if the AAA does not. Audits performed by public accou. ting firms sre
normally limited to financizl areas whereas audits by the AAA invsive
economy/efficiency and pregrzs results as well. Thus, the AAA can more
comprehensively audit such asctivities. Other solutions include AA&
avditing these activities but getting reimbursed from either the
nonappropriated funds themselves or from a separate budget account and
AAA sharing the workload with internal review groups. In addition, =
more judicious selection by =znagement of nonappropriated fund activities
to be andited will decrease the number of these audits which are performed
at the expense of appropristed fund activities audits. Toward this goal,
AAA support of ncnapprorpateg fund activities audits decreased fros 19.72
in FY 73 to 6.2% in Y 55

3. BRecause of the Army reg ement to support morale and welfare
activities, it is essential that these activities be audited. The 24A
and possible internal review groups s:e the best organizations teo
however, the Army will evaluste alternatives to more econcmically
this requirement.

r—
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APPENDIX VIII APPENDIX VIII

RECOMMENDATION: The Secretary of Defense direct the Secretary of the
Army te allocate audit staff time to ensure that appropriately balanced
audit coverage i6 given to financial/compliance, economy/efficiency, and

progras results,

ARMY POEITION: Concur.

The directed (5(%) audit program in financial managewent

p1sc {
vas 1 ed from inception to a 21 month period. AAA long range plans
(FY 7 indicate that 252 ol the total ~udit effort will be devoted

ial management. In addition, audits of financial operations
pure firancial and corpliance type audite since often they
eccnouy/efficiency and prograr results., The Army plasas to
balanced audit program contingent upon ranapement and user needs,
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RECOMMEEGATION: Congress make more time availszble for DOD internal audit
work by amending the law to relieve DOD of its responsibility for suditing
the finsncial operations of the Averican National Red Cross.

ARMY POSITION: Concur.

: This recommendation is logical and reasonable based on data

t in the CAO report. However, it should be noted that the internal
audit capabilities of the AAA would not be significantly increased since
staff days are spent on the Red Cross audits,

DI1SCUSS]
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A : To increase the effectiveness of the Army audit follow-
up systes, require the AAA to make timely follow-up reviews to determine
whether appropriate corrective action has been taken on all significant
audit findings.

ARMY POSITION: Concur in principle.
RISCUSSIOK:

1. The Ar=y recognizes the benefits to be obtained by requiring timely
follow-up reviews. Precise procedural changes wiil be developed to
comply with the spirit of this recommendation, although not necessarily
limiting the follow-up review role to auditors.

2., 1In some cases, follow-up reviews of significant audit findings

can be performed by inspectors or auditors during regularly scheduled
visits. Although perhaps less timely in some instances, this approach
is more ecomomical than special "timely follow-up reviews" and can be
equally as sffective. It is agreed that some audit findings merit

early follow-up, and the Army will seek to do a better job in the future.
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RECOMMERDATION: To increass the effectiveness of the Army's audi: followup
system, transfer the audit foilowup function from the OTIG/AG to the AAA.

ARMY POSITION: Nonconcur.
DISCUSSION:

1. GAO Standards of 1974 state: 'Frimary responsibility for actien and
followup on audit recommendstionr rests with mapagement. . .The responsi-
bility for such followup should be that of management officials, But the
internal auditors should participate."

2, DOD Instruction 7600.3 states: '"An independent office shall &=
assigned responsibility for sonitoring action taken on audit reperts to
assurs proper disposition of audit findings and recommendations. The
office should be at a sufficiently high level to provide authority ueeded
to adeguately perform this fuaction. . . It is preferable that thkis
office not be assigned to the central audit organization.”

3. Transferring the followus function from OTIG to the AAA is comtrary
to both GAO standards and DOB policy which state that compliance is a
function of management. Ths trausfer of this function would remsvs the
independent review of audit recommendations. Responsibility for the
direction of corrective acticns emanating from audit findings must remain
with tk. Chief of Staff, Ar=v. To combine this responsibility witk the
audit function would create aa unacceptable command authority.

4, The placement of the fociiowup functiom in the OTIG is ideal simce

it rests in an authoritative position on the DA Staff and enhances the
independence of followup evaluations. Most important, this orgamizational
arrangement facilitates the correlation of common problems noted during
auaits and inspections thus providing Army managers witb a constructive
managesment tool to improve the functions they supervise.

5. Currently, procedures =rs being developed to strengthen follosup
responsibilities within the context of the regular IG process. Imspection
teams will be provided in advance with information pertaining to sudit
report recommendations and will ensure that field elements are, i= fact,
following up.




APPENDIX VIII APPENDIX

RECOMMENDATION: To increase the effectiveness of the Army's audit foliow-
up system, instruct other Army organizations which ths Audit Asency may
charge with following up some internal audit findings. to provide written
reports of the results of all such followup efforts.

N: Concur in primciple that the organization charged with
audit followup should require written ~eports of follswup results.

DISCUSSION:

1. As previously discussed, the Army does not agree that the audit follow-
up function should be transferrea to the AAA.

2. The Audit Compliance and Inspection Evaluation Diwision of the OTIG
will be more therough in future followup actions. Further, when an
organization is tasked to perform followup reviews, the results will

be reported toc the requestor.
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APPENDIX VIII

RECOMMENDATION: To increase the effectiveness of the Army's sudit follow-
up system, require the Army Audit Arency to evaluate all such reports,
together with detailed comments by audited instsllations and commarnds,

to determine whether appropriate corrective action has been taken.

ARMY POSITION: Concur in principle.
DISCUSSICH:

1. The recommendation involves the assessment of follow-up reports of
correczive action on audit findings by the AAA. This is currently being
done by the AAA and will conmfinue.

2, The AAA reviews all corrsctive action replies regarding audit findings,

at least twice. This review process starts witk the command reply o
Tentative Findings and Recommendations, and the results are recorded in

audit reports. The AAA reviews and comments on the official command

replies which are submitted approximately 60 days after publication of

audit reports. These comments provide constructuve advice and recommenda:iions
on further actions required 5y HQDA. In short, the AAA is constructively
involved in the follow-up precess.
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RECOMMENDATION: Require the Audit Agency to periodically report the
results of follow-up evsluations in sunmary form to top management

officiais,
ARMY POSITION: Concur in principle,

DISCUSSION:

1. As discussed pieviously, this task will be performed by the
Audit Compliance office of the Comptroller of the Army, The valus of
keeping top managers informed of the results of audit follow-up
evaivations is recognized. The Army believes that this task is bath

desirable and essential, particularly in the area of improved ressurce
managemeat,

2., The AAA contributes to this reporting process through continued
revicy and analysis of corrective action replies.
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APPENDIX IX

RESPONSTBLE FOR ADMINISTERING ACTIVITIES

DISCUSSED IN THIS REPORT

DEPARTMENT OF DEFENSE

SECRETARY OF DEFENSE:
Harold Brown
Donald H. Rumsfeld
William F. Clements, Jr,
{acting)
James R, Schlecsinger

DEPARTMENT OF THE ARMY

SECRETARY OF THE ARMY:
Clifford L. Alexander
Martin R. Hoffman
Howard H. Callaway

CHIEF CF STAFF:
General Bernard W. Rogers
General Fred C. Weyand
Gensral C. W, Abrams

INSPECTOR GENERAL AND AUDITOR
GENERAL:
Lt. General Marvin D. Fuller
Lt. General H. N. Maples
Major General Ronald J.
Fairfield

CHIEF, ARMY AUDIT AGERCY:

Major General H. S. Long., Jr.
Maijor General Donald H. McGovern
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Tenure of office

From To
Jan., 1977 Present
Nov. 1975 Jan. 1977
Nov. 1975 Nov. 1975
July 1973 Nov. 1975
Feb. 1977 Present
Aug. 1975 Feb., 1977
May 1973 July 1975
Oct. 1976 Present
Oct. 1974 Sept. 1975
Oct. 1972 Sept. 1973
Nov. 1976 Present
May, 1914 Oet, 18976
O, 1913 Feb. 15974
Sept. 1974 VFresent
Sept. 1973 Aug. 1974
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