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COMCTROUSR QLNERAL Of THE UNITED CTAm 
WA8nlrmToN. D.C. m 

B-197162 

To the President of the Senate and the 
Speaker of the House of Representatives 

We made our review to determine if the Federal Reserve 
System is effectively using internal auditing as a tool to 
promote management efficiency and effectiveness. This 
report points out that the Federal Reserve Board of Gover- 
nors has no permanent, independent internal audit group and 
that Federal Reserve Bank internal auditors are restricted 
from fully reviewing the efficiency and effectiveness of 
Reserve Bank supervision and regulation and economic 
research activities. 

We are sending a copy of this report to the Chairman, 
Board of Governors of the Federal Reserve System. 
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of the United States 





COMPTROLLER GENERAL'S 
REPORT TO THE CONGRESS 

INTERNAL AUDITING CAN BE 
STRENGTHENED IN THE FEDERAL 
RESERVE SYSTEM 

DIGEST ---a-- 
Federal Reserve System top management should 
establieh a permanent, independent internal 
audit group to serve the Board of Governors 
at headquarters and require that Federal Re- 
8erve Bank internal audit groups perform more 
operational review6 of their Reserve Banks' 
banking supervision and regulation and 
economic research activities. 

THE BOARD OF GOVERNOR'S SHOULD 
ESTABLISH A PERMANENT, INDEPENDENT 
INTERNAL AUDIT GROUP 

* Although the Board of Governors has recog- 
nized the need for independent evaluations 
of its operations, it has not established 
a permanent, independent internal audit 
group. Components of the Office of the 
Controller, an external auditor hired 
by the Board, and the Board's Operations 
Review Program make periodic reviews of 
Board activities. However, none of these 
groups provide the fully independent, sub- 
stantive evaluations of operations needed 
by the Board. (See p. 6.) 

Each of the Board's current review efforts 
has limitationa restricting either its 
independence or scope of activities.' 
Components of the Office of the Controller 
make reviews designed primarily to carry 
out the Controller's reeponsibilities 
and enjoy no independent, direct reporting 
or operating relationship with the Board. 
(See p. 7.) Although the external auditor 
reports directly to the Board, its reviews 
are confined primarily to financial control 
areas. (See p. 10.1 
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The Operations Review Program, which makes 
reviews closely resembling those of an inter- 
nal audit group, has encountered problems. 
The first arises because it is staffed 
entirely with part-time personnel detailed 
from other organizations who may be asso- 
ciated with the activities examined. To 
illustrate, in one of the two reviews com- 
pleted to date, a review team leader reduced 
the scope of the review to avoid compromising 
his independence. Another problem is that 
followup on report recommendations has been 
inconsistent and incomplete because the Board 
has not made followup a part of normal Program 
responsibility. 

While the Board has considered establishing 
a permanent, independent internal audit group, 
management has rejected the idea primarily 
because of a lack of funds and positions. 

A new permanent internal audit function has been 
recently established in the Office of the Con- 
troller. In addition the Board staff is planning 
several actions to strengthen its Operations 
Review Program. However, the Office of the Con- 
troller's new internal audit unit lacks the 
necessary organizational independence and the 
Operations Review Program will continue to remain 
a part-time activity, even if the new plans are 
adopted. GAO believes that a permanent, inde- 
pendent audit group would be superior to these 
changes in meeting the established independent 
evaluation needs of the Board. (See p. 9.) 

FEDERAL RESERVE SYSTEM MANAGEMENT 
SHOULD BROADEN THE ROLE OF FEDERAL -- _- .._- 
RESERVE BANK GENERAL AUDITORS 

The Reserve Bank General Auditors have con- 
centrated nearly exclusively on financial 
and compliance audits and devoted little 
effort to operational audits of Reserve 
Banks' supervision and regulation and 
economic research activities. 
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leer Sheet 

The General Auditors at the 12 Federal 
Reserve Banks are all organizationally 
independent, aligned to report to the 
highest practicable level, and staffed 
with professionally qualified auditors. 
In addition, the General Auditors, acting 
collectively within their Conference of 
General Auditors, have established a 
System-wide set of auditing standards 
which are generally consistent with 
professional internal auditing standards. 
A quality control program has also been 
established within the System wherein each 
General Auditor unit is examined periodically 
by a review team. (See p. 19.) 

In accordance with management‘s expectations, 
the General Auditors have conducted mainly 
financial, compliance, and procedural audits 
concentrating on matters of financial con- 
trol. These audits have provided useful 
information to management. (See p. 19.) 

However, by concentrating nearly exclusively 
on financial and compliance audits, little 
effort has been devoted to operational 
audits of Reserve Banks' banking supervision 
and regulation and economic research activi- 
ties. Traditionally, General Auditors have: 

--Not conducted audits of the efficiency 
and effectiveness of Reserve Bank super- 
vision and regulation and economic research 
activities. (See p. 21.) 

--Not effectively followed up on findings 
identified during Board of Governor's opera- 
tional reviews of Reserve Banks' banking 
supervision and regulation and economic 
research activities. (See p. 31.) 

Although the General Auditors, acting col- 
lectively within their Conference of Gen- 
eral Auditors, have debated their audit 
role in the bank supervision and regulation 
and economic research areas several times, 
no collective approach toward auditing 
these areas has been formally adopted. 
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Uncertainty continues as to what the 
General Auditor's role should be regarding 
the evaluation of these activities. 
(See p. 29.) 

Recently, the Staff Director for Federal 
Reserve Bank Activities, Federal Reserve 
Board, proposed that the General Auditors 
be excluded from reviewing areas involving 
bank examiners' judgments. This position 
is inconsistent with professional internal 
auditing standards which advocate an unre- 
stricted scope of review. (See p. 30.) 

RECOMMENDATIONS 

'GAO recommends the Chairman of the Board 
of Governors of the Federal Reserve Sys- 
tem: 

--Establish a permanent, independent 
internal audit group at the Board of 
Governors, consistent with professional 
internal auditing standards. (See p. 18.) 

--Require that Reserve Bank General Auditors 
review the efficiency and effectiveness 
of bank supervision and regulation and 
economic research activities. (See p. 33.) 

--Instruct the Conference of General Auditors 
to amend their "Audit Standards and Levels 
of Audit Attention for Federal Reserve 
Banks" to include (1) a System-wide 
approach toward reviewing bank supervision 
and regulation and economic research 
activities and (2) a specific operational 
policy statement requiring the General 
Auditors to follow up Board of Governor's 
reviews. (See p. 33.1 
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AGENCY COMMENTS 

Although acknowledging that the Board of Governors' 
internal review program needs strengthening, and 
generally agreeing with GAO’s comments regarding 
Federal Reserve Bank internal auditing activities, 
the Board did not agree with GAO's recommendations. 
Instead of establishing a permanent, independent 
internal audit group, the Board stated it would 
attempt to strengthen its existing Operational 
Review Program. The Board also continues to 
restrict the scope of Bank internal audit reviews 
to exclude any evaluation of professional effi- 
ciency and effectiveness as well as the end product 
of professional staff work. (See pp. 44-48.) 

GAO continues to believe that the full adoption of 
its recommendations would strengthen the value of 
internal auditing activities to both Board and 
System management. 
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CHAPTER 1 

INTRODUCTION 

This report evaluates internal auditing within the 
Federal Reserve System (FRS). Internal auditing is an 
independent appraisal function established in an organization 
to examine and evaluate that organization's activities. Its 
overall objective is to assist management in discharging its 
responsibilities by furnishing information, analyses, apprais- 
als * and recommendations pertinent to the organization's 
execution of management's policies and procedures. The inter- 
nal auditing function uniquely supplements routine management 
checks through its independent approach and review methodology. 

Every organization needs an effective system of internal 
management control. One of the best means of providing such 
control is by establishing effective internal auditing systems. 
The importance of internal auditing has been recognized by the 
Congress in a number of laws, particularly the Budget and 
Accounting Procedures Act of 1950. The act requires the head 
of each agency to establish and maintain accounting and inter- 
nal control systems designed to effectively control and 
account for all funds, property, and other assets for which 
the agency is responsible. 

The private sector, particularly the banking industry 
has also recognized the need for effective internal audit' 
ing systems. Many important firms have established internal 
audit units, which top management looks to for independent 
evaluations of operational efficiency and effectiveness. 

STANDARDS USED TO EVALUATE INTERNAL 
AUDIT ORGANIZATIONS 

We assessed FRS' internal auditing against widely 
accepted internal auditing standards which have been 
formulated for government and private industry, including 
banking. Within the government we have published policies 
and procedures for auditing programs and functions. The 
Office of Management and Budget (OMB) embodied these policies 
and procedures in its directives to executive agencies. For 
private industry, several organizations, including the 
Institute of Internal Auditors, Inc., and the Bank Adminis- 
tration Institute, have issued internal auditing standards. 



While these standards may differ slightly in 
organization, they can be subdivided into three catego- 
ries --general standards, examination or evaluation standards, 
and reporting standards. General standards applicable to an 
organization’s internal audit activity include: 

--Independence of auditors from activity audited. 

--Professional proficiency of audit staff. 

--Full review scope (financial operations, economy 
and efficiency, and program results). 

--Due professional care. 

Examinat$on or evaluation standards include: 

. --Sound audit planning. 

--Proper supervision of assistants. 

--Adequate supporting evidence. 

--Proper reviews of compliance with applicable laws 
and regulations. 

--Complete evaluation of internal controls. 

Reporting standards include: 

--Timely reports to appropriate officials. 

--Clear and accurate language. 

--Adequate support of findings. 

--Sound recommendations for improvement and considera- 
tion of issues requiring further study. 

--Constructive tone, including mention of positive 
findings. 

--Fair reporting of auditee’s views. 

--Adequate description of scope, including mention of 
information omitted for purposes of confidentiality. 



FEDERAJL RESERVE SYSTEM 
MS MARY FUNCTIONS 

The Federal Reserve Syrtem was created on December 23, 
1913, by the Federal Reserve Act (38 Stat. 251; 12 U.S.C. 
221). Specifically the act ertabliahed Federal Reserve 
Banks, supervised by a Board of Governors to carry out 
monetary policy and to improve the supervision of banking 
in the United States, aa well aa provide various central 
banking mervicsr for member banks and the U.S. Government. 
FRS has been entrusted with many supervisory and regulatory 
functioner 

--Approving or denying applications for various actions, 
such as for branchea, merger@, bank holding company 
formation, capital rtock or debenture issues, and 
membership in FRS. 

--Determining margin requirements; i.e., the 
amount of credit that may be extended to 
purchase or hold equity securities. 

--Regulating the foreign activities of all 
member banks. 

--Regulating the activity of bank holding 
companies. 

--Administering securities registration re- 
quirements (under the Securities Exchange 
Act of 1934) that apply to State member 
banks. 

--Establishing rules for all lenders of consumer 
credit to disclose interest on loans and terms 
of repayment ("truth in lending"). 

--Examining State member banks, bank holding com- 
panies and their nonbank subsidiaries, and Edge 
Act and agreement corporations. 

In addition to these functions, the FRS also provides 
banking type services for both the U.S. Government and FRS 
member banks. FRS services the Government's checking 
account-- Reserve Banks pay all checks drawn on the Treasury. 
In addition, FRS participates in the sale, transfer, and 
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redemption of Government securities. For its 5,500 member 
banks, FRS operates a nationwide clearinghouse serVice.for 
checks and other noncaeh items, participates in the 
circulation of currency, and provides nationwide wire trans- 
fer services. 

The level of these banking*activities is enormous. In 
1978, FRS 

--processed 14.8 billion checks totaling $7.6 a 
trillion, including over 700 million 
Government checks amounting to approximately 
$439 billion: 

--assisted in the sale, transfer, or redemption 
of over 280 million Government securities 
totaling over $8 trillion: and 

--processed 29 million transfers of funds 
totaling in excess of $50 trillion. 

To carry out these responsibilities, FRS has a 7-member 
Board of Governors, supported by 13 major headquarters 
divisions and offices in Washington, D.C., and a system of 
12 Federal Reserve Banks with 25 branches throughout the 
country. In addition, in 1979, FRS had an operating expense 
budget of $803.8 million ($754.0 million for the Reserve 
Banks and $49.8 million for the Board), which included sala- 
ries for 24,661 authorized staff positions (23,151 at the 
Reserve Banks and 1,510 at the Board). FRS also had a 1979 
capital expenditure budget of $73.6 million. 

FRS is financed mainly by interest on its holdings 
of U.S. Government securities, which it acquires in the pro- 
cess of creating bank reserves. After FRS operations have 
been financed, ,interest income left over is retur,ned to the 
Treasury. 

FRS's management control strategy is described in 
Appendix I. This strategy consists of a functionally 
aligned organizational structure, supplemented by various 
formal information systems. Internal auditing is a part 
of this control strategy. 

HISTORY OF THE FEDERAL RESERVE SYSTEM 
_ZNTERNA& AUDIT FUNCTION 

Since its organization in 1914, FRS has recognized the 
need for and has used internal auditing. Most of the 
Federal Reserve Banks have used internal auditing to 

4 



conduct independent audits of their activities. And, as 
part of its supervisory function over the Reserve Banks, 
the Board of Governors has been conducting examinations 
of Reserve Bank activities since FRS' organization. 
Although the Board has not established an independent 
internal audit group, its accounts have always been audited 
by outside sources. 

Nine of the 12 Reserve Banks had established internal 
audit groups by 1916 to perform such duties as semimonthly 
audits of the tellers' cash, monthly audits of the vault 
cash and the loan department, and continuous audits of the 
Federal Reserve notes and gold. Today, the Reserve Bank 
General Auditors conduct audits of over 45 Reserve Bank 
activities. 

The Board has also conducted examinations of the 
Reserve Banks since 1914. The Division of Audits and Exami- 
nation (a predecessor to the Division of Federal Reserve 
Bank Operations) conducted the early Reserve Bank examina- 
tions on a semiannual basis. The Division's overall objec- 
tives were to determine how economically the Reserve Banks 
administered their activities and how they maintained their 
internal control, including the auditing system. The result- 
ing report was to be filed with the Reserve Banks and 
examined and initialed by each member of the board of direc- 
tors. Presently, five Board divisions, including the 
Division of Federal Reserve Bank Operations, conduct reviews 
of Reserve Bank activities. 

Since its origin, the Board of Governors' internal con- 
trol system has not included an independent internal audit 
group. The Board's accounts, however, have been audited by 
outside sources since 1917. During the period 1917 through 
1933, the Board's accounts passed through the Office of 
the Auditor for the State Department and other Departments 
and were officially examined as required by the Government. 
From 1934 through 1951, the Board arranged for Reserve 
Bank auditors to audit and certify Board accounts. In 1952, 
the Board began contracting with public accounting firms to 
audit and certify its accounts. Using a competitive bid 
process, the Board entered into a new contract with a public 
accounting firm in 1979 to continue these services. 
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CHAPTER 2 

THE BOARD OF GOVERNORS SHOULD ESTABLISH A 
PERMANENT, INDEPENDENT INTERNAL AUDIT GROUP 

Although the Board of Governors has recognized the need 
for independent evaluations of its operations, it has not 
established a permanent, independent internal auditing 
group. Components of the Office of the Controller, an exter- 
nal auditor hired by the Board, and the Board‘s Operations 
Review Program periodically review Board activities. However, 
none of these groups provide the fully independent, substan- 
tive evaluations needed by the Board. 

Each of the Board's current review efforts restricts 
either its independence or scope of activities. Although 
components of the Office of the Controller make reviews 
designed primarily to carry out the Controller's responsi- 
bilities, they enjoy no independent, direct reporting or 
operating relationship with the Board. Although the external 
auditor reports directly to the Board, its reviews are con- 
fined primarily to financial control areas. 

The Operations Review Program, which makes reviews 
closely resembling those of an internal audit group, has 
encountered problems. The first arises because it is staffed 
entirely with part-time personnel detailed from other organi- 
zations who may be associated with the activities examined. 
To illustrate, in one of the two reviews completed to date, 
a review team leader reduced the scope of the review to 
avoid compromising his independence. Another problem is that 
followup on report recommendations has been inconsistent and 
incomplete because the Board has not made followup a part of 
normal Program responsibility. While the Board has con- 
sidered establishing a permanent internal audit group, man- 
agement has rejected the idea primarily because of a lack 
of funds and positions. 

A new permanent internal audit function has been recently 
established in the Office of the Controller. In addition, the 
Board is planning actions to strengthen its Operations Review 
Program. However, the Office of the Controller's new internal 
audit unit lacks necessary organizational independence and 
the Program will continue to remain a part-time activity, 
even if the new plans are adopted. We believe a permanent, 
independent audit group would be superior to these changes 
in meeting the established independent evaluation needs 
of the Board. 
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CONTROLLER'S SECTION INTERNAL REVIEW 
ACTIVITIES DO NOT PROVIDE SYSTEMATIC 
INDEPENDENT FEEDBACK DIRECTLY TO THE 
BOARD OF GOVERNORS 

The Office of the Controller's Finance and Accounting, 
Program and Budgets, and System Improvement Sections provide 
the Controller, and to some extent, the Board's Staff Direc- 
tor for Management, with limited internal review capabili- 
ties in the financial, budgeting, and operational control 
areas. Selected staff within these components are occasion- 
ally called upon to participate in ad hoc studies, with 
the results reported to the Board. However, the results of 
regular section reviews are not reported directly to the 
Board of Governors. 

In January 1980, the Board established two permanent 
internal audit positions within the System Improvement Sec- 
tion. However, the organizational placement of these activi- 
ties, reporting to the Assistant Controller, is inconsistent 
with professional internal auditing organizational indepen- 
dence standards and the organizational placement of all 
the Reserve Bank internal auditors throughout FRS. 

Finance and Accounting Section reviews 
art of the Office 

%&iZiX&trol system 
of the Controller‘s -- 

In addition to its operational duties, such as process- 
ing the payroll, maintaining the Board of Governor's finan- 
cial records, and determining bank assessments, the Finance 
and Accounting Section conducts limited reviews of selected 
financial controls. These reviews deal with cash, travel 
requests, and petty cash. The section also observes the 
physical inventories of equipment, supplies, and furniture. 
Normally, these reviews do not result in formal reports 
and the results are stored within the section. On rare 
occasions, section personnel have participated in special 
reviews which have led to reports to the Board. These 
efforts have been triggered by the section's detection 
of irregularities which appear related to fraud. When 
the Controller determines a special review is needed, 
the results are reported through him to the Board. 

This section does not possess many of the 
characteristics required of an independent audit unit 
serving the Board. For example, instead of the Board: 

7 



--The Controller receives reports of all efforts 
and decides if the Board needs to be informed. 

--The Controller decides the amount of resources 
to be devoted to these reviews and determines 
the review coverage. 

The section chief strongly denied that these activities were 
independent internal audits, stressing that these reviews 
should not be assessed against professional internal audit- 
ting standards. 

Proqram and Budgets Section reviews 
serve the Controller - 

As part of its budget responsibilities, the Program 
and Budgets Section conducts budget-related reviews. These 
reviews are normally evaluations of budget requests, such as 
requests for additional positions, made by other Board orga- 
nizations. Between January 1978 and April 1979, this sec- 
tion conducted seven of these studies, all of which resulted 
in reports distributed within the Office of the Controller. 
These reviews are normally initiated by the section manager 
and are primarily aimed at facilitating the Controller's 
role in the Board budgeting process. (See app, I fofole 
a description of the Board's budgeting process.) 
noting that these reviews provide useful information for 
the Board's budgetary process, Office of the Controller 
officials acknowledged that these reviews should not be 
considered independent internal audits. 

System Improvement Section reviews are 
limited, internal management consultant 
oriented-efforts 

The System Improvement Section's responsibilities in- 
clude identifying system improvement areas, studying and 
appraising existing systems, and evaluatin4 new systems' 
performance. Operating primarily with one full-time staff 
person, assisted by another staff person on a part-time 
basis, the section conducted or participated in three 
projects during the period from January 1978 to April 1979. 
Past projects have included conducting studies of payroll 
processing procedures and leave administration, assisting 
in the implementation of external auditors' recommendations, 
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and recommending methods to decrease production and 
distribution costs of regulatory materials. Projects nor- 
mally result from requests made by either the Staff Director 
for Management or the Controller. 

This section has no direct reporting or operating 
relationship with the Board of Governors: the Controller 
decides the level of resources devoted to its reviews. 
It normally reports its evaluation results to the entity 
reviewed and to either the Controller or the Staff Director 
for Management. The section also has no formal authority 
to unilaterally initiate reviews, relying instead on invi- 
tations or requests from line management officials, the 
Controller, or the Staff Director for Management. In addi- 
tion, if recommendations are made, the section plays no 
role in monitoring management's subsequent actions to see 
if these recommendations were addressed. 

Controller's new internal audit activities 
are not organizationally independent 

At the completion of our fieldwork, the Controller in- 
dicated that he recently established a permanent internal 
audit function, consisting of two permanent positions, 
within the Systems Improvement Section. These internal 
auditors would report through the section chief to an I 
Assistant Controller. 

This organizational placement of internal auditing is 
inconsistent with professional internal auditing independence 
standards and the practices followed throughout the rest 
of tiRS. Professional standards note the need to avoid 
placing the internal auditors in an organizational position 
where their independence may be impaired through being sub- 
jected to the administrative or policy guidance of potential 
line management auditees. The 12 Federal Reserve Banks 
have recognized the need for internal audit independence 
by organizationally placing their auditors outside line 
management control and by having them report to audit com- 
mittees composed of selected Reserve Bank board of directors. 

In the Controller's planned organizational placement, 
these internal auditors will receive administrative and 
policy guidance from an Assistant Controller, who, in turn, 
will receive such guidance from the Controller. Although 
he reports directly to the Board on selected matters, the 
Controller, in turn, is administratively accountable to the 
Board's Staff Director for Management, whose broad admini- 
strative control covers a wide range of Board operations. 
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As a result, these internal auditors are not organizationally 
independent from many of the managers whose activities they 
may be called upon to audit. 

EXTERNAL AUDITOR PROVIDES AN INDEPENDENT AUDIT 
OF THE BOARD‘S FINANCIAL ACTIVITY 

Although the external auditor enjoys a direct reporting 
relationship to the Board of Governors, these audits are 
limited, in large part, to financial control activities. 
Many areas of important Board operational activities remain 
outside the scope of these audits. 

As a part.of its management control approach, the 
Board of Governors employs an external auditor to annually 
examine .the Board's financial statements and review the 
procedures used in the Reserve Bank examination process 
by the Division of Federal Reserve Bank Operations. This 
review includes an examination of the existing internal 
accounting controls and the rendering of an opinion on the 
fairness of statement presentations. Currently, these two 
reviews are performed by the same external auditor under 
separate contracts. 

Although these reviews are useful, operational effici- 
ency and effectiveness issues are not their focus. Only 
1 of the Board's 12 primary Divisions and Offices, the 
Division of Federal Reserve Bank Operations, is reviewed 
from an operational perspective. Further,' the scope of this 
review is limited to selected activities. 

THE OPERATIONS REVIEW PROGRAM 
HAS ENCOUNTERED PROBLEMS 

The Operations Review Program, which makes reviews 
closely resembling those of an internal audit group, has 
encountered problems. The first arises because it is staffed 
entirely with part-time personnel detailed from other organi- 
zations who may be associated with the activities examined. 
To illustrate, in one of the two reviews completed to date, 
a review team leader reduced the scope of the review to 
avoid compromising his independence. Another problem is 
that followup on report recommendations has been inconsistent 
and incomplete because the Board has not made followup a part 
of normal Program responsibility. 
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In 1978, the Board established the Operations Review 
Program, giving it the broadest mandate of the Board's 
review efforts. The Program administered by the Operations 
Review Committee has the following objectives: 

--Reviewing internal administrative and financial 
controls. 

--Ensuring compliance with applicable laws, regu- 
lations, and policies. 

--Assessing the effectiveness and economy of re- 
source management. 

--Determining whether internal operating objectives 
are established and achieved in an effective man- 
ner. 

The results of these reviews are to be reported to the Vice 
Chairman of the Board, members (Governors) of the Board com- 
mittee responsible for oversight of the division or office 
reviewed, the head of the Division or Office reviewed, and 
either the Board's Staff Director for Management or the 
Staff Director for Federal Reserve Bank Activities. 

To accomplish these objectives, Board staff indicated 
that several approaches were considered, including the 
establishment of a permanent internal audit group. The 
need for a permanent internal audit group had been raised 
before. A special 1975 study of the Board's procurement. 
function, conducted by staff from the Office of the Control- 
ler, recommended that FRS establish a separate internal 
audit group for the Board. Their report recommended, in 
part, that FRS establish this function to provide the Board 
with an "objective evaluation of the effectiveness and 
efficiency with which internal control and related financial 
activities are being performed." The staff felt that such a 
review program would be a "useful management tool" and a 
"continuing supplement to the external audit." No action 
was taken on the report recommendations. 

In 1978, Board staff reconsidered the auditing needs 
of the Board of Governors. They rejected the alternative 
of a permanent internal audit group for several reasons. 
First, they believed that, because most Board operations 
had never been audited, Board management needed to be edu- 
cated as to the benefits of having operational audits 
performed. As a result, they thought that an organization 
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requiring extensive line management involvement would be 
better suited to the Board’s educational needs, than 
a separate, permanent group which might not be fully 
accepted by management. 

In addition, because of budgetary constraints limiting 
the number of available permanent positions and the avail- 
ability of Board and Reserve Bank personnel with operational 
review experience, the Board’s staff felt that a nonpermanent 
structure was both desirable and feasible. 

Subsequently, in response to the need for a nonperma- 
nent structure, the Board organized the Operations Review 
Committee. This Committee, which reports to the Vice 
Chairman of the Board of Governors, is composed of seven 
key senior Board managers who serve on a part-time rota- 
tional basis in addition to performing their other regular 
duties. The Program’s review staff, including the team 
leader, can be selected on a temporary basis from the 
Board, Reserve Banks, or external consulting organizations, 
such as CPA firms. Although the formulation of a full-time, 
internal audit group was rejected, the Committee’s policy 
statement indicates the Program’s review standards will’ be 
“consistent” with review standards developed by us, the 
American Institute of Certified Public Accountants, and the 
Institute of Internal Auditors, Inc. While the two opera- 
tional reviews performed to date have produced useful recom- 
mendations, problems have developed. 

Scope of review reduced to avoid 
a comerornise-of-ipendence --^ - .-s-s- 

The use of part-time personnel to perform Program 
reviews has led to the scope of one review being reduced to 
avoid a compromise of the review team leader’s independence. 
In addition, through the continued use of Reserve Bank per- 
sonnel as review team members in its reviews, the Program 
may compromise the independence of its future reviews of 
several important Board activities. 

. 

The Program’s standards call for both Committee members 
and review team members to be independent “in all matters 
relating to the operational review process.” “The following 
situations provide examples of how this standard will be 
applied : 
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--"Committee Members will refrain from participating 
in any review related deliberations involving 
divisions or offices in which they have had pre- 
vious decision making or other management respon- 
sibilities if such relationships compromise their 
independence. 

we "The Committee will assess all review staff 
assignments to ensure that no individuals are 
assigned to review activities who would be sub- 
ject to employment related pressures that may 
affect their ability to form independent and 
objective opinions and conclusions." 

Despite these standards, the Committee assigned a review 
team leader to its review of the Division of Banking Super- 
vision and Regulation even though he had previous program 
responsibilities which could compromise his independence. 
The Program's review of this Division included evaluating the 
Division's periodic reviews of the 12 Reserve Banks to ensure 
that Board policies were being implemented correctly. At the 
time of the Program's study, the Division's review respon- 
sibilities were new, having recently been transferred from 
the Board's Division of Bank Operations. The Program's team 
leader was previously a member of the Division of Bank 
Operations and conducted reviews of Reserve Banks to ensure 
that the Board's banking supervision and regulation policies 
were being implemented. He helped create the review program 
used in this area by the Division of Bank Operations and 
subsequently by the Division of Banking Supervision and. 
Regulation. As a result, the team leader had strong personal 
convictions regarding this particular activity. 

Because the Division of Banking Supervision and Regu- 
lation's review teams were essentially using his review 
program to conduct their reviews, the Program's team leader 
limited the scope of his review of this new but growing 
activity area. Although one recommendation regarding this 
area appeared in the report,, none of the Program's review 
steps directly addressed this activity and no evidence 
was gathered evaluating this area. The Committee's 
Coordinator for Review Activities indicated that the team 
leader was chosen because of his expertise in the area 
and that the Committee was unaware of any review scope 
restrictions. 

The potential for compromising Program review inde- 
pendence also exists when Reserve Bank personnel are used 
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to review areas with which they have ongoing official 
relationships. All five team members from the Reserve 
Banks had ongoing official relationships with the Division 
of Banking Supervision and Regulation as part of their 
regular Reserve Bank responsibilities. Several Reserve 
Bank officials recognized this potential before the Pro- 
gram's review of the Division of Banking Supervision and 
Regulation. While noting his concern may not be "well 
founded," one Vice President noted: 

"The objectivity with which an individual from a 
Reserve Bank approaches this assignment could be 
influenced by the knowledge that individuals from 
these same divisions at the Board participate in 
reviewing his operations at the Reserve Bank. 
This,. in turn, could influence the evaluation 
of the individual himself, as well as influencing 
the overall evaluation of the bank." 

A second Reserve Bank Vice President refused to offer any 
review team candidates for one of the reviews, noting: 

"To select someone from our supervision staff 
to review and evaluate the.division which super- 
vises and reviews his own work or the work of his 
department is a reversal of the evaluation pro- 
cess which could cause problems. The reviewer 
could be excessively critical, if he happens to be 
smarting from having been on the receiving end of 
a recent unfavorable critique, or, more likely, he 
could be excessively careful not to criticize, 
knowing that in the future the shoe will be on the 
other foot." 

The potential for compromising independence is present 
in future Program efforts. Five of the 12 primary Divi- 
sions and offices, which are within the Program's scope of 
review, are or will be, involved in reviewing Reserve Bank 
operations in their areas. Since in the first two reviews, 
Reserve Bank personnel made up a large part of the staff, 
extensive Reserve Bank personnel participation in future 
reviews appears likely. 

The Program plays a minimal role in 
report recommendation followup 

The Program's policies note that its responsibilities 
end upon distribution of the final report. FDllowup on 
proposed corrective actions is the responsibility of the 
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Board of Governors, the Offices of the Staff Directors, 
and division and office management. The Program will be 
involved only if requested by management. Inconsistent 
and incomplete followup on report recommendations has 
resulted. 

Professional internal auditing standards note the need 
for internal audit groups to periodically follow up on their 
reported audit findings to determine that corrective action 
was taken and is achieving the desired results, or that 
management has assumed the risk of not taking corrective 
action on reported findings. OMB Circular A-73 has also 
noted the importance of report recommendation followup by 
requiring executive agencies to establish audit report 
recommendation followup policies, including designating 
officials responsible for followup, maintaining a record 
of the action taken on recommendations, establishing time 
schedules for responding to and acting upon recommendations, 
and submitting periodic reports to agency management on 
action taken. 

The current policy of relying on management to follow 
up on the Program's report recommendations has not produced 
consistently effective followup actions. No one independent 
of management is determining that planned actions take 
place, and one auditee acknowledged that followup on actions 
taken did not exist because the Board did not require it. 
Management's initial responses to the Program's May 1979 
report were often vague about what actions would be taken 
or when they would occur. In December 1979, management . 
said that many of these recommendations were under "con- 
tinuing" consideration, but no record was maintained 
of the actions taken, no time schedules were established 
for responses or actions, and no periodic reports were 
made to top management on actions taken. 

Management initially responded to the Program's 
August 1979 report with a plan outlining the actions to 
be taken and target dates: however, 25 actions contained 
no target dates for completion. In contrast with the other 
auditee, however, this Division maintained records of 
actions taken in response to the recommendations, although 
periodic reports to top management had not been initiated as 
of the completion of our work. In one of the two instances, 
management also noted that no actions would be taken on 
those recommendations which it felt were outside its uni- 
lateral control. 
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Actions to be considered by the --- 
dp~ratio&3~Ee~ Committee --- 

At the completion of our fieldwork, the Committee's 
Coordinator for Review Activities indicated that the Com- 
mittee will be reassessing the operations of the Program in 
the near future. He plans to recommend changes in the 
reporting process and format. While these changes represent 
improvements to current operations, we believe that many 
of the problems encountered by the Program are inherent in 
its nonpermanent nature. 

CONCLUSION ------- 

Although the Board has recognized the need for inde- 
pendent evaluations of its operations, it has not established 
a permanent, independent, internal audit unit. Components 
of the Office of the Controller, an external auditor hired 
by the Board, and the Operations Review Program made periodic 
reviews of the Board's activities. However, none of these 
groups provide the fully independent, substantive evaluations 
needed by the Board. 

Each of the Board's current review efforts has limita- 
tions restricting either its independence or scope of activi- 
ties. Components of the Office of the Controller make 
reviews designed primarily to carry out the Controller's 
responsibilities and therefore enjoy no independent, direct 
reporting or operating relationship with the Board. These 
reviewers receive administrative and policy direction 
from the Controller, who in turn, receives administrative 
and policy direction from the Board's Staff Director for 
Management. Although the external auditor reports directly 
to the Board, its reviews are confined to the financial 
control areas. 

The Operations Review Program, which makes reviews 
closely resembling those of an internal audit group, has 
encountered problems. The first arises because it is 
staffed entirely with part-time personnel detailed from 
other organizations who may be associated with the activi- 
ties examined. To illustrate, in one of the two reviews 
completed to date, a review team leader reduced the scope of 
the review to avoid compromising his independence. Another 
problem is that followup on report recommendations has been 
inconsistent and incomplete because the Board has not made 
followup a part of normal Program responsibility. 
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While the Board has considered establishing a permanent 
internal audit group, management rejected the idea primarily 
because of a lack of funds and positions. Although a perma- 
nent internal audit function has been established in the 
Office of the Controller and the Board is planning several 
actions to strengthen the existing review organizations, we 
believe a permanent, independent audit group would be superior 
to the existing structure in meeting the established independ- 
ent evaluation needs of the Board. 

To ensure independence, the internal audit group should 
report to the highest practicable level. One approach would 
be to report to the Vice Chairman. Another approach would be 
to draw upon the experience of Federal Reserve Banks and 
establish an audit review committee consisting of members of 
the Board of Governors. As discussed in the following chap- 
ter, FRS management has supported internal audit organiza- 
tional independence by encouraging, at each of the individual 
Reserve Banks, the maintenance of Audit Review Committees con- 
sisting of members of the Reserve Banks' board of directors. 

AGENCY COMMENTS AND OUR 
EVALUATION 

While acknowledging that its Operational Review Program 
needs strengthening, the Federal Reserve Board of Governors 
did not agree to establish a permanent, independent internal 
audit unit. The Board expressed its satisfaction that the 
current combination of the Office of the Controller, the 
external auditor, and the new Operational Review Program. 
will satisfy its needs and requirements. The Board believes 
that the current structure of the Office of the Controller 
is appropriate, including the placement of an internal audit 
function within the Office's Systems Improvement Section. 
In addition, the Board instructed the Vice Chairman to effect 
improvements in the Operational Review Program's charter in 
the areas of independence conflicts and followup responsi- 
bilities, including hiring a full-time director. The Board's 
response does not identify the specific improvements under 
consideration. A member of the Board staff told us that the 
specific improvements have not been developed as yet. (See 
Appendix II.) 

We continue to believe that a permanent, independent 
internal audit group should be established by the Board of 
Governors. The Board's assertion that its placing of inter- 
nal auditing activities under the Controller, a major auditee, 
is appropriate, ignores professional internal auditing stand- 
ards which stress the need for internal auditing activities 
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to maintain their organizational independence from auditees. 
This organizational placement is also inconsistent with the 
internal audit organization practices observed by the rest 
of the Federal Reserve System. 

Although the hiring of a full-time director for the 
Operational Review Program represents a positive step, other 
problems identified in our report remain to be addressed. The 
Program's review staff will continue to be drawn from other 
System sources on a part-time basis, thereby perpetuating the 
need for thorough Program scrutiny of each review team member 
to insure that reviewer independence is not impaired. This 
screening process has not been fully successful to date. In 
addition, with the establishment of a permanent Program direc- 
tor, two permanent internal review programs now exist, with 
potentially duplicative program objectives. 

RECOMMENDATION 

We recommend the Board of Governors establish a perma- 
nent, independent internal audit group, consistent with 
professional internal auditing standards. This unit should 
be organizationally independent of line management functions 
and report to the highest practicable level in the organiza- 
tion, either to the Vice Chairman of the Board of Governors 
or to an audit committee of the Board of Governors chaired 
by the Vice Chairman. 
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CHAPTER 3 

FEDERAL RESERVE SYSTEM MANAGEMENT SHOULD 
BROADEN THE ROLE OF FEDERAL RESERVE 

BANK GENERAL AUDITORS 

Although Reserve Bank General Auditors have resource 
support, organizational independence, professional stan- 
dards, and a quality control program: they have concentrated 
nearly exclusively on financial and compliance audits. 
Traditionally, General Auditors have devoted little effort 
to 

--conducting audit's of the efficiency and effective- 
ness of Reserve Bank supervision and regulation and 
economic research activities and 

--effectively following up on findings identified dur- 
ing Board of Governor's operational reviews of Reserve 
Bank supervision and regulation and economic research 
activities. 

Uncertainty continues as to what the General Auditors' 
role should be regarding the evaluation of these activities. 
Recently, the Staff Director for Federal Reserve Bank Ac- 
tivities proposed that the General Auditors be excluded from 
reviewing areas involving bank examiners' judgments. This 
position is inconsistent with professional internal auditing 
standards which advocate an unrestricted scope of review. 

MANAGEMENT HAS MAINTAINED PROGRESS TOWARD 
ESTABLISHING A PROFESSIONAL INTERNAL AUDIT 
FUNCTION AT EACH RESERVE BANK 

FRS management has generally encouraged the develop- 
ment of a professional internal audit function at each Re- 
serve Bank. A System-wide set of standards *has been devel- 
aped, staffing resources have been provided, organizational 
independence has been achieved, and a quality control system 
has been established wherein each Reserve Bank internal 
audit unit is periodically reviewed by a Board of Governor's 
review team. Historically, the General Auditors have con- 
centrated their efforts in financial and compliance audits 
in areas of high financial exposure, 
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FRS management has provided Reserve Bank --_- 
internal audit units with resource support, 
or anizational 
~~nda~~~e~~~d~n~~~l~~~f~~~:~~;l 
system 

To be fully effective, an internal audit unit needs 
adequate staff resources, organizational independence, estab- 
lished performance standards and an effective audit quality 
control system. Our review of Reserve Bank internal audit 
operations showed that FRS management has: 

--Provided adequate funds, with a 1979 combined 
operating budget of $14 million for the 12 General 
Auditor's, ranging from $2.5 million for New York 
.to $0.5 million for Minneapolis. 

--Assembled qualified audit staffs, with over 67 
percent of the System's professional auditing staff 
members having college degrees, ranging from 95 per- 
cent in Philadelphia to 38 percent in San Francisco. 

--Supported internal audit organizational independence 
by encouraging, at each of the individual Reserve 
Banka, the maintenance of Audit Review Committees 
consisting of members of the Reserve Banks' board 
of directors. 

--Established in 1936 and updated in'1974 and 1977 a 
set of System-wide auditing standards and audit 
frequency guidelines, providing the system with a 
set of audit approaches and performance standards 
which include (1) financial audits--verification 
through count, confirmation, or examination to the 
degree necessary to establish the accuracy of 
recorded balances or accountabilities, (2) procedu- 
ral audits--evaluation, through observations, test 
and inquiry, of the adequacy and effectiveness of 
internal control with careful attention to com- 
pliance with established policies, procedures, and 
regulations, (3) transactional audits--review of 
the underlying documentation supporting recorded 
transactions for a specified period of time to 
determine the propriety of supporting documenta- 
tion, the completeness of recorded transactions, 
and the adequacy of documents serving as managerial 
control reports, (4) operational audits--appraisal 
of the overall efficiency and effectiveness of 
operations by evaluating the control techniques 
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used in promoting operational efficiency and 
effectiveness. Operational auditing is an optional 
extension of the traditional audit activity designed 
aa a positive service to management. 

--Maintained an active quality control system, featur- 
ing periodic reviews of the operations of each of 
the 12 Reserve Bank internal audit units by the Audit 
Review Section of the Board's Division of Bank 
Operations. 

General Auditors have emphasized 
financial, transactional and -- 
procedural audits of financial d - 
activities 

Board officials have emphasized that Bank internal audit 
efforts have been primarily concerned with testing controls 
in areas of high financial exposure. A breakdown of the 
6,968 audits, identified by the General Auditors as having 
been performed during the period from January 1978 to April 
1979, shows that 6,024 were either financial, transactional, 
or procedural audits: only 163 were operational audits. 
The remaining 781 audits were combined audits with 297 con- 
taining some operational audit aspects. 

These audits were heavily concentrated in testing finan- 
cial controls and procedures, particularly in the valuables 
handling area. Our review of the 1979 audit plans for the 
12 Banks indicates that 88 percent were to be concentrated 
on reviewing financial controls and procedures. 

FEDERAL RESERVE BANK AUDITS OF 
BANK SUPERVISION AND REGULATIGN 
AND ECONOMIC RESEARCH SHOULD BE --_- 
INCREASED 

. 

The General Auditors have concentrated their audit 
activity in areas of high financial exposure and have rarely 
reviewed either the efficiency or the effectiveness of their 
Reserve Bank's supervision and regulation and economic 
research activities. In addition, General Auditors have not 
established policies to effectively follow up on findings 
identified during Board reviews of these activities in their 
Banks. Although these activity areas do not involve high 
financial exposure, both are important program areas in which 
problems have been identified by both the Board reviews 
and the one review to date performed by a Reserve Bank General 
Auditor. 
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The Conference of General Auditors has debated the 
audit role of the General Auditor in these areas several 
times. However, no collective approach toward these areas 
has been formally adopted. Recently, the Staff Director 
for Federal Reserve Bank Activities proposed that General 
Auditors be restricted from reviewing areas involving bank 
examiners' judgments. This proposal is inconsistent with 
professional internal audit standards which advocate an 
unrestricted scope of review for internal auditors. 

To be of maximum usefulness, the scope of the internal 
auditor's activity should extend to all agency activities 
and related management controls. The full scope of an audit 
of a governmental program, function, activity, or organiza- 
tion.should encompass 

--an examination of financial transactions, accounts, 
and reports, including an evaluation of compliance 
with applicable laws and regulations, 

--a review of efficiency and economy in the use of 
resources, and 

--a review to determine whether desired results are 
effectively achieved. 

In addition, with regard to both internal and external 
audit report recommendations, followup should be made to see 
that action was taken and is achieving the desired results, 
or that management has assumed the risk of not taking correc- 
tive action on reported findings. 

Bank supervision and requlation 
and economic research are important I system policy activities 

At the Board of Governors, Board division and Reserve 
Bank levels, the bank supervision and regulation and economic 
research areas are high priority functions. Although the 
amount of funds expended on the two functions is relatively 
small, these areas are important from a program perspective. 

A paragraph added to section 9 of the Federal Reserve 
Act in 1917 specifically directs FRS to perform supervisory 
functions over its member banks. In reference to member 
banks, it states: - 
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"As a condition of membership such banks shall 
likewise be subject to examinations made by 
direction of the Board of Governors of the 
Federal Reserve System or of the Federal 
Reserve Bank by examiners selected or approved 
by the Board of Governors of the Federal 
Reserve." 

Activities under the auspice of the FRS bank supervision 
and regulation function include bank mergers, applications 
for new banks, and financial institution supervision. 

The overall objectives of the research and statistical 
function are collecting, preparing, and developing economic 
and financial information for use by Board, Federal Open 
Market Committee, and other System officials. Such infor- 
mation is to be used by FRS to formulate credit and mone- 
tary policies, to execute supervisory and regulatory respon- 
sibilities over financial institutions, to maintain the 
operational status of the Federal Reserve System, and to 
produce financial and economic statistics for publication. 

The role of the Board in bank supervision and regula- 
tion and economic research is one of policy and decision- 
making and approval of certain applications related to 
activities of financial institutions. The Board established 
the policies and regulations to direct the System's adminis- 
tration of the functions, which include monitoring financial 
institution operations and collecting and processing economic 
data. In addition, processing certain applications for bank 
holding companies, acquiring shares in other banks, and 
establishing new banks require Board approval. A review 
of the Board's meeting minutes, from August 1978 to August 
1979, indicates that, of the 562 issues considered, 348 
were directly related to these activities. Recognizing the 
importance of these activities, two of the four standing 
committees of the Board specifically address these areas. 

These activities have also been recognized as important 
at the Division level within FRS. The Division of Bank Su- 
pervision and Regulation serves as the overall coordinator 
of FRS activities in the bank supervision area. Generally, 
the Division is charged with initiating new procedures and 
developing and implementing Board directives pertaining to 
general bank examination policies and procedures. 
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The Division's responsibilities include (1) keeping 
the Board informed of current and prospective developments 
in bank supervision and banking structure, (2) coordinating 
the System's bank supervision and examining activities, and 
(3) processing and presenting to the Board various types 
of applications for prior consent to form or expand bank 
holding companies or make other changes in banking structure. 
Although the Board has delegated some application approval 
authority to the Reserve Banks, the Division still has over- 
all responsibility for coordinating application processing 
in the System. Division involvement also includes special 
bank and bank holding company examinations and participation 
in the training of Reserve Bank examiners. 

Similarly; the Research and Statistics Division serve8 
as the focal point for preparing statistical data for FRS 
use. Generally, the Division develops economic and financial 
information, which covers such areas as Government mortgage 
and consumer finance, capital markets, and general business 
conditions. After analyzing the data, the Division 
presents the analyses to the Board, the Federal Open Market 
Committee, and the general public. 

Although the Board of Governors issues the policies 
adhered to by the Reserve Banks in administering their bank 
supervision and regulation and research functions, the Re- 
serve Banks have very distinct and important implementation 
responsibilities. All 12 Reserve Banks have established spe- 
cific bank supervision and regulation and economic research 
departments within their organizational structures. The Re- 
serve Banks, under delegated authority from the Board, are 
responsible for the administration of bank supervision, 
including the examination of State member banks and bank 
holding companies. 

In 1979, the Reserve Banks conducted 988 examinations 
of member banks and 581 examinations of bank holding compan- 
ies. In September 1979, their application approval authority 
was increased by the Board, providing them with authority to 
approve certain bank holding company or merger applications 
and to prepare all competitive factor reports on mergers 
decided by the Comptroller of the Currency and the Federal 
Deposit Insurance Corporation. Each Reserve Bank's economic 
research function collects, processes, and transmits approxi- 
mately 80 statistical reports to the Board as its primary 
activity. Generally, Reserve Bank departments of research, 
bank supervision and regulation, and accounting are responsible 
for producing these reports. 
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Limited reviews of bank supervision 
and regulation and economic research 
activities have identified problems 

Reviews of bank supervision and regulation and economic 
research activities conducted by Board of Governors review 
teams have identified a variety of problems associated with 
the implementation of these functions. In addition, the one 
economy and efficiency review of bank regulation and super- 
vision activities performed by a Reserve Bank General Audi- 
tor, also identified a variety of problem areas. 

In the bank supervision and regulation area, Board 
review teams have identified a variety of problems. The 
overall objective,of these limited reviews is to determine 
if Reserve Banks ar; providing an adequate framework, 
through their practices and policies, to effectively regu- 
late and supervise their member institutions. 

llsing a questionnaire approach, Board review teams 
consisting of three to five members, perform 1 to 2 week 
onsite reviews of Reserve Banks under the direction of the 
Division of Bank Supervision and Regulation. These reviews 
are generally performed once every 3 years and Board fol- 
lowup does not normally occur until the next review. 

The seven reports completed by Board review teams 
during the period from June 1977 to March 1979 contained 
138 separate recommendations. Most of these recommendations 
were directed toward commercial examinations, bank holding 
company inspections, and general administrative duties. 
For example: 

--Forward all significant correspondence received 
from member banks to the Board to fully inform 
it of concerns on a current basis. 

--Request specific action plans from bank holding 
companies on how problems will be addressed if 
findings reveal capital deficiencies. 

--Discontinue the practice of listing details in 
examination reports which include information 
on each public fund deposit. 

--Institute a formal restructuring of divisional 
responsibilities. 

--Establish internal time limits for every major 
phase of the report processing cycle. 
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As in the bank supervision and regulation area, Board 
review teams perform limited reviews of the Reserve Bank 
activities in the research and statistical area and have 
determined that problems exist in the Reserve Bank’s admin- 
istration of the function. The objective of the review is 
to determine the effectiveness and efficiency of operating 
procedures, including identifications of operational prob- 
lems and issues with possible System-wide impact. A team, 
usually consisting of four members, performs a l-week 
onsite review of the function at Reserve Banks. The teams 
generally perform these reviews once every 4 years and 
followups to prior reviews usually occur at this time. 
From December 1978 to June 1979, Board teams reviewed the 
function at four Reserve Banks, making a total of 192 
recommendations. Specific examples of these recommenda- 
tions include: 

--Instituting an additional control mechanism to 
monitor the flow of reports to data processing. 

--Establishing adequate backup systems for process- 
ing data. 

--Establishing internal guidelines to serve as 
guideposts for an orderly progression to the 
Board’s deadlines. 

In addition to the problems identified in Board reviews 
the one economy and efficiency review of bank supervision 
and regulation and economic research activities performed 
by a Reserve Bank General Auditor during the period from 
January 1978 to April 1979, also identified performance 
problems. The San Francisco General Auditor reviewed his 
Reserve Bank’s supervision and regulation activities in 
1978 to determine whether (1) the section’s policies and 
procedures provided a framework for effective supervi- 
sion of State member banks, (2) the section followed Reserve 
Bank and FRS required procedures, (3) the.section was oper- 
ating in a cost-effective manner, and (4) the section’s 
supervision and administration were effective and efficient. 
The scope included a review of examination planning, work- 
papers generated during the examination, completed reports, 
and onsite observations of opening and closing discussions 
of an examination. The General Auditor’s findings on com- 
mercial examination by the Reserve Bank inclilded: 
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--Time was insufficiently allocated for an indepth 
examination of the member bank audit department. 

--Documentation citing the reason the Reserve Bank 
did not address certain areas in its examination 
was lacking. 

--Evidence was unclear and documentation of super- 
visory review of evidence was lacking. 

--Fieldwork that was incomplete at the close of the 
examination was not clearly indicated, and follow- 
up procedures were not formalized. 

--A standardized format, to inform’ the examiner- 
in-charge of violations, exceptions, and recom- 
menda t ions, was not used. 

--Meetings with the bank directors were not always 
held at the close of an examination. 

As indicated above, both of these activities, when 
rev iewed , have been found to contain reportable items need- 
ing management attention. 

General Auditors have not -- 
~~~??‘ii%~-?i~~k%~ed t= 
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and effectiveness -w-.7.-7------ 

o$-bank-%~ervision and ----.--~ ----.---T” 
regulation and economic ------I_ ---w ------ 
research functions ----....------- 

Although operational problems have been identified in 
bank supervision and regulation and economic research func- 
tions, General Auditors have not, except in the instance 
discussed above, reviewed either the efficiency or effec- 
tiveness of these functions in their Reserve Banks. In ad- 
dition, General Auditor policies generally do not require 
the timely followup of recommendations made by Board review 
teams in these activity areas. No collective, System-wide 
approach toward auditing these areas has been formally 
adopted, although the Conference of General Auditors debated 
its role in these areas several times. Board support of 
this expanded role has also been uneven, contributing to 
the uncertainty which has surrounded these activities. The 
Board’s Staff Director for Federal Reserve Bank Activities 
recently proposed that the General Auditor be excluded from 
reviewing areas involving bank examiner judgments. This 
position is inconsistent with existing professional internal 
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auditing standards which prescribe an unrestricted scope 
of review for internal auditors. 

General Auditors rarely perform 
operational reviews'of bank 
supervision and requlatlon anq 
economic research activities 

Operational reviews, which Conference of General 
Auditors defines as reviews of a function's efficiency 
and effectiveness, have generally not been performed by 
General Auditors in the areqs of bank supervision and 
regulation and economic research. Of the 6,968 audits 
performed from January 1978 through April 1979, only 1 
involved the economy and efficiency of bank supervision 
and regulation activities. Further, in 1979, only 2 of 
the 12 General Auditors' audit plans indicated that this 

. activity area would be reviewed. In the economic research 
area, none of them performed operational reviews during 
the period from January 1978 to April 1979; only 1 planned 
work in this area during 1979. 

The General Auditors have cited a variety of reasons 
for the low level of attention given to these areas. In 
the bank supervision and regulation area, they have said 
that 

--they lack the legal authority from the Board 
of Governors to audit the function, * 

--their staff is not qualified to perform such 
audits, and 

--the Board of Governors' Division of Bank Supervision 
and Regulation reviews the function at Reserve Banks. 

In the economic research area, General Auditors have said 
that they believe special training will be-needed before 
thay can adequately address this area. In response, a Board 
staff characterized these reasons as "non-defensible," in 
that 

--no legal impairments to audit activities in this 
area could be identified; 

--audit departments, when confronted by new areas, 
such as electronic data processing, have histori- 
cally found ways to acquire any needed special- 
ized expertise: and 
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--Board involvement in the subject area is no 
different than in other areas (such as cash) 
where Board and Bank internal auditors both 
perform reviews of the same activities. 

Both the Board members and the responsible Board staff 
officials we interviewed did not believe the General 
Auditors were legally restricted from fully reviewing 
these operational areas. 

While the Conference of General Auditors has developed 
System-wide approaches to other specialized areas, such as 
electronic data processing, it has not developed a System- 
wide position on the General Auditors' role in reviewing 
bank supervision and regulation and economic research activi- 
ties. Both the Conference and the Assistant General Auditors 
Conference have reviewed this question several times. For 
example, in the June 1978 Conference of General Auditors' 
meeting, the General Auditors discussed the proper level 
of audit attention for these areas. But, instead of adopt- 
ing a System-wide approach, the General Auditors passed a 
motion to leave the decision of attention to the individual 
Reserve Banks. The General Auditors again discussed the 
issue in the June 1979 meeting and, this time, referred the 
question to the Assistant General Auditors Conference for 
consideration. This Conference, meeting in August 1979, 
passed the following recommendation: 

"The Assistant General Auditors recognize the 
appropriateness of maintaining an audit pre- 
sence in all areas of Bank activities. To 
ensure that the supervision and regulation 
function of each Federal Reserve Bank is 
appropriately reviewed by internal audit, we 
suggest that the Conference of General Au- 
ditors, through the Steering Committee, 
appoint an Ad Hoc Task Force for the purpose . 
of studying, developing and recommending 
guidelines to be used in making such re- 
views.11 

Meeting in November 1979, the Conference of General 
Auditors set up an ad hoc committee to study this area again. 

This reluctance to become involved in reviewing these 
areas, has in part, been encouraged by the Board staff's 
own uncertain position. While Division of Federal Reserve 
Bank Operations officials have issued strong unofficial 
positions that General Auditors should be reviewing these 
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areas, as of November 1979, no General Auditor reviewed 
by this same Division had ever been criticized for not per- 
forming work in these areas because the Board staff felt 
the Board's official policy on this matter was unclear. 

In September 1979, the Staff Director for Federal 
Reserve Bank Activities proposed a statement of position, 
which was adopted by the Conference of Federal Reserve Bank 
Presidents, addressing internal auditing's role in these 
areas. While the statement supported auditor involvement 
in these areas, it also characterized their role as per- 
forming something other than "substantive operational 
reviews": 

"The General Auditor should have access to all 
areas of the Bank for the purpose of performing 
fi'nancial audits, which includes verifying de- 
partment management's compliance with Bank and 
Board policy, controls, and budgeted staff and 
expenditure levels. We have not advocated that 
the General Auditor perform substantive opera- 
tional reviews which involve evaluation of the 
effectiveness of a function or the.competence 
of professional staff in such areas as research, 
legal, bank supervision and regulation, and 
public information. We do feel that it would be 
appropriate, however, for the General Auditor 
to call to the attention of Bank management ob- 
served idle time of employees due to'overstaffing, 
and like situations that are related to resource 
utilization. In my judgment, it would not be 
within this purview to decide or recommend op- 
timal staffing levels or to intrude into how 
resources are used or other similar questions 
which are clearly the prerogatve of department 
management. This is obviously a fine line of 
distinction. Our staff calls upon the General 
Auditor to follow up on operational'reviews in 
all areas, and we would expect to continue to do 
so. " 

As of February 1980, the Staff Director for Federal Reserve 
Bank Activities indicated that neither the Board nor the 
Conference of General Auditors had formally supported his 
statement of position, although he has received informal 
support for the statement from both Board officials and 
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Reserve Bank General Auditors. While noting that the 
statement needs to be further defined in terms of speci- 
fic operational situations, the Staff Director indicated 
that he expected the Conference of General Auditors to 
support his position. 

The Staff Director for Federal Reserve Bank Activi- 
ties believes his statement should be interpreted as to 
exclude General Auditors from performing operational 
reviews of areas involving bank examiners' judgments. 
The Staff Director believes that this area is a uniquely 
sensitive function, meriting exclusion from the General 
Auditors' scope of review. He also acknowledged that 
his position is not consistent with the unrestricted 
review scope advocated by professional internal auditing 
standards. 

While we recognize the special sensitivity involved 
in performing operational reviews of bank examination and 
supervision activities, we believe that, to be of maximum 
effectiveness, internal audit units should have unre- 
stricted scopes of reviews. We believe that with appro- 
priately qualified staffs, internal auditors can provide 
meaningful evaluations of sensitive issue areas, including 
examiner compliance with established examination policies 
and procedures. One such audit has already been completed 
by a General Auditor. 

Reserve Bank report recommendation 
followup policies do not effectively 
address Board operational reviews of 
bank supervision and regulation and 
economic research activities 

While FRS management has established an informal 
System-wide position advocating the followup of Board opera- 
tional reviews of bank supervision and regulation and eco- 
nomic research activities, individual Reserve Bank policies 
have not incorporated the System-wide position and do not 
effectively address this area of followup. 

While the Conference of General Auditors has estab- 
lished specific System-wide approaches regarding many inter- 
nal audit activities, the followup of Board operational 
reviews is not addressed specifically. Within the Confer- 
ence's System-wide standards, the need to follow up on the 
status of audit report recommendations is addressed in the 
due professional care area. Specifically, this section 
states: 
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"Due professional care also includes follow-up 
work on findings resulting from similar audits 
made previously to determine whether appropriate 
corrective measures have been taken," 

No specific reference is made with regard to followup 
responsibilities for Board operational reviews. 

Although no System-wide policy exists, Board practices 
and statements by Board officials have encouraged the estab- 
lishment of report recommendation followup systems within 
each Reserve Bank internal audit unit. Board review teams 
specifically evaluate this area and have reported deficien- 
cies in their reports to bank management. Board officials 
have also reiterated to the General Auditors, on several 
occasions, their unofficial view that General Auditors 
should follow up on all Board operational reviews. 

While General Auditors have been encouraged to follow 
up on Board operational reviews, our review of the individual 
report recommendation followup policies at each of the 
12 Reserve Banks indicates that many policies do not effec- 
tively address followup of Board operational audits in 
the bank supervision and regulation and economic research 
areas. Of the 12 policies reviewed, 7 call for the General 
Auditor to follow up on Board recommendations during their 
next review of the area; 2 call for followup within a spe- 
cific time frame: 2 did not have specific timeframes for 
followup; and 1 indicates that followup will be based on 
management's response. Of the 7 Reserve Banks whose poli- 
cies call for followup on Board recommendations during 
their next review of the area, only 1 Bank has conducted 
such a review. Therefore, in practice, Board recommenda- 
tions would not be subject to routine followup at those 6 
Reserve Banks where such action is provided for in their 
policies but not carried out. 

CONCLUSION -- 

Reserve Bank internal audit units are staffed with 
qualified auditors, organizationally independent, and aligned 
to report to the highest practicable level. In addition, 
management has established a System-wide set of auditing 
standards and a quality control review program, which reviews 
Reserve Bank internal audit operations on a periodic basis. 
Reserve Bank internal audit units have concentrated their 
efforts on financial and compliance audits of areas of high 
financial exposure. - 

Although Reserve Bank internal audit units have performed 
many audits, General Auditor attention to the efficiency and 
effectiveness of bank supervision and regulation and economic 
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research activities has been extremely limited. In 
addition, General Auditor report recommendation followup 
policies generally do not call for the effective followup 
of Board reviews of supervision and regulation and economic 
research activities. As a result, these important policy 
areas are receiving minimal coverage, even though findings 
have resulted from the limited work performed to date. 
General Auditors are uncertain as to the coverage management 
wants them to provide in these areas. The Staff Director 
for Federal Reserve Bank Activities has proposed that the 
General Auditor be excluded from reviewing areas involving 
bank examiners' judgments. This position is inconsistent 
with existing professional internal auditing standards 
which advocate an unrestricted scope of review for internal 
auditors. 

AGENCY COMMENTS AND OUR 
EVALUATION 

Although the Board indicated that it generally agreed 
with our comments relative to Federal Reserve Bank internal 
auditing activities, the Board did not agree to clearly sup- 
port an unrestricted scope of review for Bank internal 
auditors and clarify Bank internal auditor followup activi- 
ties. The Board's position regarding the scope of review 
for Bank internal auditors remains unclear. Although the 
Board stated its belief that all staff functions should be 
subject to the same potential for audit attention as other 
Reserve Bank operations, the Board also qualified internal 

' auditors' scope of review in these areas to exclude any 
evaluation of professional efficiency and effectiveness as 
well as the end product of professional staff work. This 
restriction is significant, because professional activities 
dominate both the supervision and regulation and the 
economic research areas. (See Appendix II.) 

We continue to believe that Federal Reserve Bank inter- 
nal auditors should have a clear, unrestricted scope of 
review, extending into the professional activities of these 
staff functions. Such a scope of review would be consistent 
with professional internal auditing standards. 

RECOMMENDATIONS 

We recommend that the Chairman, Board of Governors 
of the Federal Reserve System: 

--Require that Reserve Bank General Auditors review 
the efficiency and effectiveness of bank supervision 
and regulation and economic research activities. 
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--Instruct the Conference of General Auditors to amend 
their "Audit Standards and Levels of Audit Attention 
for Federal Reserve Banks" to include a System-wide 
approach toward reviewing bank supervision and regu- 
lation and economic research activities and a speci- 
fic operational policy statement requiring the 
followup of Board of GOVernOr'8 review8 by General 
Auditors. These changea should be made within a spe- 
cific timetable which the Board of GOVernOr8 should 
monitor. 
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CHAPTER 4 

SCOPE OF REVIEW 

Our findings and conclusions are based on work performed 
at the Board of Governors in Washington, D.C., and at the 
Federal Reserve Banks of New York, the largest Federal Reserve 
Bank, and Boston, a representative smaller Bank. Our overall 
evaluation addressed eight areas of internal audit activity: 
scope, organizational placement, program planning, staffing, 
training, report quality, report recommendation and followup, 
and coordination with external auditors. 

In addition to our onsite work at New York and Boston, 
we obtained and analyzed budgets, audit program plans, report 
recommendation followup policies, and staffing qualifications 
from the other 10 Reserve Banks. We also reviewed the work- 
papers for the last five full scope reviews of individual 
Reserve Bank General Auditor units performed (as of May 1979) 
by the Board's Audit Review Section within the Division of 
Federal Reserve Bank Operations. 
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The Orqanizational Structure and Manaqement 
Control Strateqy of the Federal Reserve System 

The Federal Reserve System is a large and complex 
organization which functions as the central bank of the United 
States. FRS formulates and implements a wide range of finan- 
cial policies dealing with such areas as monetary activities, 
Federal Reserve Bank activities, commercial banks' supervision 
and regulation, and internal management activities of the 
Board of Governors. To formulate and implement these policies 
effectively and efficiently, the System's management control 
strategy consists of a functionally aligned organizational 
structure supported and coordinated by various information 
processes, including an extensive budgetary process. Informa- 

. tion flows by means of these processes from operating levels 
to policymaking levels where the information is evaluated and 
decisions are made. To supplement these other controls, FRS 
also uses internal audit as a part of its management control 
strategy. 

ORGANIZATIONAL STRUCTURE 

The Federal Reserve System includes the Board of Gover- 
nors, the Federal Reserve Banks and their branches, and the 
nearly 5,500 commercial banks that are members of the System. 
The System has been organized on a decentralized basis within 
two basic tiers: 

--The Board of Governors, including their 13 supporting 
operating divisions and offices. 

--The 12 Federal Reserve Banks and their 25 branches, 
serving and supervising their member banks. 

These tiers are supported by a number of System conferences 
and committees which consider System-wide questions and act 
as coordination mechanisms. The following organization chart 
shows the primary duties of the important components of FRS. 
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-+NAGEMENT CONTROL STRATEGY -------- 

Within the Federal Reserve System, management control 
is achieved through a functional organizational structure, 
supplemented by formal management reporting systems. 
FRS management makes extensive use of budgetary systems 
within their management control system. 

Management control begins with delegated authority and 
planned operations, continues through performance, and in- 
cludes reporting on performance. A well-designed system of 
management control helps to insure efficiency, economy, 
and achievement of planned results. Such a system includes 
carefully devised and frequently updated standards for 
designing, conducting, and measuring the output of programs 
and operations. The essence of management control is the 
action which adjusts operations to conform with prescribed 
or desired standards or requirements. To take this action, 
management needs timely and adequate information on 
performance. 

To increase FRS efficiency and effectiveness, FRS has 
numerous efforts at all management levels to acquire and 
analyze data pertaining to its operational functions. 
Information flows continuously up and down the agency to 
various management levels where it is evaluated and used. 
within the decisionmaking process to plan, manage and con- 
trol FRS activities. Each organizational level is respon- 
sible for administering delegated authority and reporting 
on performance to a higher management level. The System’s 
functional organizational structure facilitates its manage- 
ment control approach by requiring major operating func- 
tions to be reviewed at each organizational level. . 
Federal Reserve System Budget -- -- 

In addition to line management’s continuous review and 
monitoring of performance information, FRS has institu- 
ted formalized budget review processes which include peri- 
odic reporting and monitoring mechanisms. Both Board of 
Governors’ operating divisions and offices and individual 
Reserve districts are controlled by operating budgets, for- 
mulated, approved, implemented, and monitored under direc- 
tives of the Board of Governors. 
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Board of Governors #Division and Office budgets are for- 
mulated, implemented, and monitored at the Board level. To 
initiate the process, in mid-summer, Board divisions and 
offices submit tentative budget estimates to the Controller. 
The Controller merges these proposals with other known and 
anticipated factors into a projected budget level and submits 
it to the Chairman and Vice Chairman of the Board. Based 
on their review of the consolidated proposal, the two Gover- 
nors establish budget guidelines, such as the percentage 
limitation by which the new budget shall exceed the present 
estimated expenses. The Divisions are governed by these 
guidelines when formulating their budget proposals; for 
example; the Board approved a 1979 budget guidelines allow- 
ing an increase of 7.35 percent above current year expenses. 

After budget proposals are initially formulated by the 
Divisions, they are reviewed by the Controller and the cog- 
nizant Board committees. Initially, Division and Office 
directors meet with the Controller and the Staff Director 
for Management to negotiate their budget proposals. Similar 
meetings are held with the responsible Board committee. 
Following these reviews, the Controller and the Board com- 
mittees combine the resulting individual proposals into a 
consolidated budget and present it to the Vice Chairman, 
who determines whether to accept the proposal or to insti- 
tute changes. Following his review the Vice Chairman pre- 
sents the budget to the entire Board for final approval. 

Following Board approval, budget implementation occurs 
under delegated authority from the Chairman of the Board to 
the Vice Chairman. While the Vice Chairman must approve 
changes to the headquarters budget up to l-1/2 percent 
beyond the Board-approved operating plan, most budget im- 
plementation responsibilities extend to Board Division 
and Off ice management. 

The Controller is responsible for monitoring the cumu- 
lative totals of administrative actions so the Chairman 
and Vice Chairman are kept informed as to when expenditures 
are approaching budget limitations. Board Division financial 
reports are generated automatically each month. The Con- 
troller reviews these reports and informally reports to the 
Board quarterly. Also, the Controller, on a formal basis, 
presents mid- and end-of-year reports to the Board on 
the performance of division offices. These reports are very 
extensive and include information on the financial perfor- 
mance of each Division, positions and employment information, 
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program changes, data processing, resources utilization 
performance, and the effects of new bank legislation 
on Board manpower. These reports are based on information 
which is provided to the Controller by Board Divisions and 
Offices. 

Similar to the Board budget process, the individual 
budgets of the 12 Federal Reserve Banks are also approved 
and monitored on a System-wide basis by the Board of Gov- 
ernors. Initially, each Reserve Bank submits tentative 
objectives and goals to its Board of Directors, who, after 
a review, submits them to the Board of Governors. These 
proposal8 are reviewed and evaluated by a review team con- 
sisting of the Board's Committee on Federal Reserve Bank 
Activities, the Staff Director for Federal Reserve Bank 
Activities, the Division of Federal Reserve Bank Operations 
personnel, and representatives from the Conferences of Fed- 
eral Reserve Bank Presidents and Vice Presidents. This 
review team considers are projected System goals, economic 
conditions, current level of System operations, and histori- 
cal performance. The review team formalizes System-wide 
budget objectives and presents them to the Board of Gover- 
nors for approval. Upon approval, these System-wide objec- 
objectives are distributed to each Reserve Bank President 
as guidelines to use in formulating initial budget submis- 
sions. In September, each Reserve Bank submits preliminary 
district budgets to the Division for Federal Reserve Bank 
Operations, where they are analyzed on an individual basis. 
Upon completion of this analysis, the review team and the 
individual Reserve Bank presidents and Vice Presidents meet 
and negotiate the submissions. Following this review, the 
Reserve Banks revise their initial submissions, if neces- 
sary, and resubmit their final budgets to the same head- 
quarters review group. If no additional changes are 
required, the Board Committee on Federal Reserve Bank 
Activities submits the consolidated requests to the full 
Board for final approval. 

Reserve Bank budget implementation responsibilities are 
split among Reserve Bank management, Board Divisions, and 
the Staff Director for Federal Reserve Bank Activities, 
depending upon the size and nature of the activity being 
implemented. Board divisions have approval authority over 
some Reserve Bank activities, such as major employee compen- 
sation decisions or large contracts. In addition, the Staff 
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Director for Federal Reserve Bank Activities, who is 
responsible for System-wide management of resources, may 
also need to approve an i tern, depending on the nature and 
cost of the expenditure. 

A System-wide reporting network exists to determine how 
effectively Reserve Banks are managing within their budget. 
Quarterly monitoring of perfprmance relative to goals is 
done through the planning and control system (PACS). Under 
the PACS’ reporting system, each Reserve Bank quarterly 
submits to the Board the actual expense charged against 
the budget by service line items. Based on this information, 
which also includes the number of employees and the volume 
of production, the Board generates PACS reports, wherein 
the Board can determine the cost versus the performance 
of each Reserve Bank. Two types of cost measures are pro- 
vided-- a time series measure and a cross sectional or inter- 
district measure. The time series measure compares 
the expense of producing this year’s volume of products 
with the expense of producing the same volume at last year’s 
cost level. The cross sectional measure compares a dis- 
trict’s expense with the expense of producing the district’s 
volume at System average cost levels. The units of measure- 
ment are the number of items processed. This system accounts 
for approximately 80 percent of the Reserve Bank expenses 
since certain activities, such as research and bank super- 
vision and regulation are not readily quantifiable. Based 
on PACS information, the Division of Federal Reserve Bank 
Operations presents mid- and end-of year reports to the 
Board on Bank budget performance. PACS information is also 
included in the Staff Director for Federal Reserve Bank 
Activities’ annual reports to the Committee on Federal 
Reserve Bank Activities on the individual Reserve Banks’ 
performance. These reports are to be used. as components 
in the annual evaluation of the Reserve Banks, made by 
the Committee on Federal Reserve Bank Activities, which 
includes recommendations on salary increases for Reserve 
Bank officials. 

In addition to the Board of Governors’ monitoring 
activities, an internal expense budget network has been 
established within each Federal Reserve Bank to track 
expenses against the Reserve Banks’ budget down to depart- 
mental levels. Reports are submitted to the Reserve Banks’ 
Board of Directors and need not be shared with the Board 
of Governors. 
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Delegated authority reportinq 

Another form of Federal Reserve Bank reporting to the 
Board deals with delegated authority. The Reserve Banks must 
report weekly to the Board on any action taken under delegated 
authority. Each report to the Secretary of the Board must 
include information on actions taken regarding (1) super- 
visory matters, including financial institution applications 
accepted by the Reserve Bank during the week and (2) Reserve 
Bank operational matters under delegated authority such as 
certain contracting decisions. These weekly reports must 
list: delegated item number, date action taken and rationale 
of action taken, dollar consideration, etc. Each Reserve 
Bank is also required to provide the Staff Director for 
Federal Reserve Bank Activities and the Director of Division 
of Personnel with quarterly reports on decisions made under 
delegated authority pertaining to Reserve Bank examinations, 
budgets, and operations and personnel matters, respectively. 

Internal auditing role in 
FRS management control systems 

Within FRS, internal auditing activities and resources 
have been concentrated at the Reserve Bank level. While no 
permanent, independent internal audit group has been estab- 
lished at the Board of Governors, each of the 12 Reserve . 
Banks has an internal audit group. These Reserve Bank inter- 
nal audit groups have been used primarily to supply Bank 
management with independent evaluations of Reserve Bank 
operations, particularly in the area of financial controls. 
(See report chapter 3.) In addition to these Reserve Bank 
internal audit groups, several Board operating Divisions 
also perform periodic operational and financial reviews 
of selected Reserve Bank activities. The results of these 
reviews are reported to Reserve Bank management and the 
appropriate Board standing committee. 

. 
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6OARO OF GOVERNORS 
OF THE 

. FEDERAL RESERVESYSTEM . 
. WASHINGTON. 0. C. ZOS51 

. . . . . . my 7, 1980 

Mr. Allen R. Voss . 
Director, General Government Division 
U. S , General Accounting Off ice 
Washington, D. C. 20548 

Dear Mr. Vos6: 

Thank you for the opportunity to review and respond to the 
draft report of the General Accounting Office (“CAO“) on the Federal 
Reserve System’s Use of Internal Auditing. Since the report makes 
separate recommendations with respect to the Board and the Federal 
Reserve Banks, the recommendations are treated separately, below. 

GAO’s Recommendation with Respect to the Use of Internal Auditing 

It is the Board’s belief that the present combination of its 
Operations Review Program (“ORP”), Office of the Controller, and external 
auditor have served and can continue to serve the.needs of the Board well 
in the areas of operations review and financial controls. However, it is 
also the Board’s belief that some immediate refinements in the areas of 
independence conflict8 and follow-up can be made to improve the effective- 
ness of the ORP’a operations. 

The GAO is correct in observing that the Office of the Con- 
troller is limited to the financial and operational control area and, in 
the case of itr line operations, reports to the Board through the Staff 
Director for Management. liowever, the Controller has enjoyed and will 
continue to enjoy a direct reporting relationship to the Board on matters 
falling within his jurisdiction that he feels must be brought to the 
attention of the Board directly. These areas include, but are not limited 
to, investigations of fraud and waste, inappropriate use or inadequate 
protection of the Board’8 assets, and improper functioning of the Board’8 
financial controls. While the staff of the Office of the Controller 
specifically assigned to these function8 report to him on all matters, 
this reporting chain is necessary and not unusual as the responsibility 
for these functions is vested in the Controller who employs staff to 
assist him in these matters. Even in the presence of an internal auditing 
group such as i8 recommended by GAO, the Office of the Controller would 
continue to perform the above functions and enjoy s direct reporting 
relationship to the Board. 
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GAO is also correct in observing that the external auditor’8 
activities are limited to the area of financial controls. Again, even 
in the prerenca of an intemal auditing group ruch a8 GAO recamnands, 
the Board would continue to employ an exterual auditor for those func- 
tions currently perfornmd. 

Since the ORP would moat imediately be affected if the Board 
were to adopt GAO’8 recommendation, the remainder of there comnent:I 
address the irsuer raieed by GAO in it8 report on that program. 

The ORP wae e8tabLirhed by the Board in mid-1978 with the help 
of the Board’6 external auditors in order to bridge the one gap that 
exirted in the Board’s internal auditing functions, i.e., compliance, 
efficiency and effectiveners review8 of the Board’s operations, Various 
alternative 8tructurer were considered at that time but the ORP etruc- 
ture was adopted for reveral reasons: 

l to ineure the availability of staff who knew the nature of 
the Board ‘8 operations ; 

l to provide an educational vehicle for divisions through 
participation on the Operational Review Convnittee (“ORC”) and the 
review teama; 

l to uee an already available pool of System resources 
trained in operatlonal reviews ; and 

l to maximice the probability of identifying areas for 
improvement and implementing solutions once derived. 

It was also felt that the size of the Board’8 staff would not 
warrant the etaff that would have to be retained in order to have the 
experts trained in the areas of the Board’s business and operations 
reviews. It Fe the Board’8 belief that these reasons are still appli- 
cable today. 

Three additional aspects of the ORP’s background are worth 
noting to put the icrruee that G&O raises in perspective. 

Firet, during ite first year of operation8 the ORP, as expected, 
experienced start-up difficulties. In December 1979, recommendations were 
made to the Vice Chairman to remedy those difficulties that were identi- 
fied. The ORC will continue to monitor ite operations carefully and make 
recoacnendationr to the Vice Chairman to take account of deficiencies in 
its charter and mode of operations. 
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Second, no follow-up responsibility war given to the ORP on 
its report recommendations since it would frustrate the ability to 
attract qualified staff for the ad hoc reviews. It ir now recognized 
that follow-up actiona, when left to line management, might produce 
lnconmirtent reeultr and that review0 can be more effective with planned 
follow-up reviews. 

Finally, anticipating that there would be independence conflict 
qua6 t ions, the ORP’r charter incorporated precautions to guard a&net 
ouch conf lictr . * These precautions have been and will continue to be 
applied aggreorively. Bach team ammber is examined carefully for poten- 
tial cohflicte and actionr are taken by the ORC to preclude conflicts. 
In the event that a conflict cannot be reuolved, team members would be 
diequalified. In the event that it would be derirable to retain an 
individual for a review, the review of the program causing the dirquali- 
fication would be postponed until some later time. It is not the ORP’r 
mandate to review a11 of a division’s operations at one time. 

The ringla instance cited in the GAO report to demonstrate 
that the Board’s 06up operatione are hampered by the use of part-tinm 
personnel involved the unilateral action by the team leader of a review 
10 deleting from the scope of the review a function that he helped 
establish and that had been recently transferred to the reviewed divioion 
at the time of the review. Presumably, had the ORC~known that a conflict 
existed, it would have taken appropriate measures to reaolve the conflict. 
Because of the team leader’s expertise in the operations of the division 
under review, if no other measures could be found to avoid the conflict, 
the ORC itself had the option to delete the program from the scope of the 
review in favor of a later review and retention of the team leader. The 
ORP ir not charged with reviewing whole divisions at any one time. Any 
programs ao deleted from a review will be reviewed at a later date. 

The Board Lr ratirfied that the current combination of the . 
Office of the Controller, the external auditor; and the Operational 
I&view Program are ratirfying its neads and requirements in the areas 
of operations reviaws and fiuancial controls. In addition, the reasons 
that were present at the time that the ORP structure was adopted still 
exirt today. The Board has no substantive evidence to permit the con- 
clusion that the ORP is not producing substantive results. The GAO 
report acknowledger that the two reviews conducted prior to the time 
of the GAO study surfaced many good recomendations, However, in view 
of tha first year’s experience with the ORP’s operations and the insights 
offered by the a0 report, the Board has asked the Vice Chairman to 
effect improvements in the ORp’s charter in the areas of indepedence con- 
flicts and follow-up responsibilities including hiring a full-time 
director of ORP review activities. It is expected that these improvements 
will be made by July 1, 1980. 

46 



APPENDIX I I APPENDIX I I 

Mr. Allen R. Vos8 -4- 

GAO’s Reconxnendations with Respect to the Federal Reserve Banks 

The Board of Governors has considered and is in general 
agraament with the report comment8 relating to the appropriateness of 
audit involvement and follow-up activities in Reserve Bank research and 
bank supervision and regulation functions, 

The Board has concluded that these and all staff function8 
should be subject to the 8ame potentirl for audit attention a8 are other 
Rerarve Bank operations. The scope of this audit attention should include 
review of the management of resources in compliance with established 
policies and procedures. ,However, the scope of such attention should 
exclude any evaluation of professional efficiency and effectiveness as 
well as the end product of profeseional staff work. This focus should 
result in audit evaluhtfons of the level of compliance with prescribed 
policy and procedures and evaluation8 of administrative efficiency and 
effectiveness of staff functions. 

This conclusion acknowledges that, traditionally, System audit 
resources have been dedicated largely to those operating areas character- 
ized by vulnerability to financial loss or related embarrassment to the 
Banks. The Board believes that regular independent audit attention to 
staff functions that involve different kinds of risks would be similarly 
useful to System manegement. 

This conclusion is being comanunicated to all Federal Reserve 
Banks. In addition, the Board’8 position was discussed with the Confer- 
ence of General Auditors which then passed a resolution charging a task 
force with responsibility for developing a core program for use by all 
General Auditors in conducting reviews of research and bank supervision 
and regulation functions. 

In the Board’s opinion, its endorsement of the appropriateness 
of regular audit Fnvolvement in Reserve Bank staff function8 obviates 
specific action on audit’s follow-up on Board reviews of research and 
supervision and regulation. The endorsement’ ie expected to clarify the 
question of audit presence in these areas so that the acc’omplishment of 
audit follow-up in staff functions will be similar to that which has been 
consistently performed for Board attention in other areas. 

As a point of clarification, the Board wishes to advise the 
General Accounting Office of an apparent misunderstanding of the opinion 
of the Staff Director for Federal Reserve Bank Activities on audit 
involvement in testing for examiner compliance. The Staff Director does 
not believe that auditors should be excluded from assessing examiners’ 
performance in complying with prescribed policies and procedures. This 
apparent misunderstanding is represented in the report on’p8ges IV, 18, 
21, 30, and 32. (See GAO note on p. 48.) 
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We appreciate the opportunity to cement on the GAO report 
aud for the prof~rrhrml manner in which your entire staff condWied 
itralf duriw the rtudy. 

Sincerely yours, 

y;‘Rlrc ti.&&&+ 

Theodore B. Allfron 
Secretary of the Board 

GAO note: As shown on pages IV, 19, 22, 31, and 33, the statement 
of the Staff Director for Federal Reserve Bank Activities 
was revised to recognize that he proposed that General 
Auditors be excluded from areas involving bank examiner 
judgments. 
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