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INTRODUCTION

The internal auditor is one of the most misunderstood 
individuals in a modern business organization. He is often 
described as a cold, unemotional non-human who smiles only 
when he has uncovered someone's error. Such an image 
developed from the time-honored use of the internal auditor 
in a strictly clerical function which emphasized the protec
tion of assets and detection of clerical error. As the 
complexity of business increased and wide geographical 
dispersion of marketing and production activities became 
commonplace, many companies began to realize that their 
internal audit staffs could be utilized in a wider capacity 
which encompassed both the financial and non-financial areas. 
This realization has led to the development of a new role and 
a new image for the internal auditor.

Internal audits can be divided into five types —  

financial,operational, organizational, functional, and 
management.'*' The financial audit encompasses the traditional,

^Richard F. Vancil, Fiaancial Executive's Handbook 
(Homewood, Illinois: Dow Jones - Irwin, Inc., 1970), pp. 228- 
229.
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protective role of the auditor and measures the reliability 
of accounting systems. Operational audits review the adequacy 
and effectiveness of managerial control systems. Organizational 
audits concentrate on the effectiveness of a particular organ
ization in carrying out its assigned responsibilities. The 
functional audit pursues all factors that are relevant to the 
successful attainment of a functional objective. Management 
audits are generally synonymous with operational audits and 
include the evaluation of management results in achieving 
objectives and systems of internal control.

It is important to recognize at the outset that 
internal auditing is not just another accounting function.
In fact, it is not an accounting function at all but a manage
ment control function.2 Managements in the past who have 
recognized the importance of internal auditing have generally 
been those forward-looking groups who appreciate the latest 
developments in the art of management.2

Internal auditing is not the same as public auditing.
The public auditor or public accountant is concerned with the 
verification of financial statements and internal controls. * 3

Frank A. Lamperti and John B. Thurston, Internal 
Auditing for Management (New York: Prentice-Hall, Inc., 1953), 
p. 85.

3Ibid.
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The public auditor is interested in the objectives and 
effectiveness of internal auditing as an internal control. 
Internal auditing seeks to evaluate all internal controls 
within the company. The public auditor acts as a represen
tative of the stockholders while internal auditing represents 
management.

This paper will concern itself with the expanding role 
of the internal auditor in general, and specifically, in those 
companies having an Omaha, Nebraska, based headquarters with 
subsidiaries or divisions located outside of the Omaha area.
It was determined that only seven companies meet this criteria. 
There are additional companies who would otherwise fit into 
the parameters of this study, but they presently do not have 
internal audit activities. The results of this writer's 
research will be compared to a nationwide survey made by The 
Institute of Internal Auditors to ascertain significant 
differences in present and projected usage of internal 
auditors.

In attaining its primary objective, this paper will 
review the development of the internal auditor from his tra
ditional role to that projected for the future. The impact 
of the auditor's changing role will be discussed in terms of 
the auditor himself and the management of the business he
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serves. Finally, the closing chapter will set forth the 
significant conclusions of this paper.
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CHAPTER I.

HISTORY OF INTERNAL AUDITING

Internal auditing was born of accounting and came into 
being primarily because of accounting needs.^ During its 
early history, internal auditing was usually introduced into 
a company after some fraudulent act had been discovered. It 
was used as a protective function to prevent or disclose 
fraud and to check the accuracy of financial records. Great 
significance was placed on the clerical tasks of checking 
footings, postings, and extensions with the greatest emphasis 
placed on verifying balance sheet items. Attention was 
wholly directed toward the financial aspects with no consider
ation given to the reasons why actions were performed.

Because the early function of internal auditing was 
largely clerical in nature, the auditor of that period 
performed only very routine tasks; and as a result, the 
internal auditing department became a dumping ground for 
misfits. Those who were incompetent in other accounting 
positions, too old to place in another job, or too near 4

4Ibid.
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retirement to discharge formed the core of most internal 
audit staffs. It wasn't until the late nineteenth century 
that a broader use of the function was recognized and with 
that came the need for competent, professional auditors.

The change in audit scope from the traditional, 
financial area to the non-financial, operational area has 
been slow to develop. One significant reason is the fact 
that financial auditing is readily acceptable to top and 
intermediate level management because it is basically histor
ical in nature and is commonly thought to be within the 
province of the accountant and internal auditor. Another 
explanation is that success is often equated with compliance 
with the established financial controls. Such logic would 
say that the internal auditor's only duty is to insure that 
the financial controls are working properly. Probably the 
greatest deterrent to a broadened audit scope has been the 
traditional approach taken by the internal auditor. Because 
most audits start with a review of accounting records, the 
erroneous conclusion is that it is concerned only with 
accounting. It almost seems that internal auditing as a 
management control concept grew in spite of itself.
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Current definitions of internal auditing bear little 
resemblance to those in vogue ten or fifteen years ago.
Internal auditing is now regarded as an appraisal activity, 
employed to aid the top management of a company in the 
efficient administration of the enterprise.^ Internal auditing 
has been called the "eyes and ears" of management by some 
writers. The new emphasis on management controls and evalu
ation of results has constituted a major change in the goals 
of internal auditing.

In 1963 the National Industrial Conference Board 
conducted a survey of 177 internal audit departments and 
concluded that five principal objectives were sought by 
modern internal auditors:

1. Determine the adequacy of the system of control.
2. Investigate compliance with company policy and 

procedure.
3. Verify the existence of assets, see that proper 

safeguard for assets are maintained, and prevent 
or discover fraud. * 6 7

5james T. Johnson and J. Herman Brasseaux, Readings 
in Auditing (Cincinnati, Ohio: South-Western Publishing 
Company, 1965), p. 438.

6Ibid., p. 439.
7Lamperti and Thurston, Internal Auditing, p. 6.
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4. Report findings to management and recommend correc
tive action where necessary.

5. Check on the reliability of the accounting reporting
Osystem.

Secondary motives included such items as giving special project 
assistance and providing training for future managers. The 
significance of the study is that it shows a decided shift in 
emphasis from previous primary objectives (i.e., protection 
of assets and detection of fraud).^

The internal auditor of today is beginning to abandon 
the narrow technician role for which he is so well known and 
is learning to think like a manager. The growth of the inter
nal auditor's stature can be traced to an increasing emphasis 
on the development of additional aids for top management to 
offset the lack of personal observation and contact. Internal 
auditing is now one of the essential means for establishing 
and maintaining management control of a business.-*-® It seeks 
to insure that events conform with plans while demonstrating 
flexibility and adaptability to the needs of the particular

O Francis J. Walsh, Jr., Internal Auditing, National 
Industrial Conference Board, Business Policy Study Number 111 
(New York: National Industrial Conference Board, Inc., 1963), 
p. 5.

^Vancil, Financial Handbook, p. 228.
■^Lamperti and Thurston, Internal Auditing, p. 83.
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company of which it is a part. Internal auditing is an aid 
to the decision-making process and a reviewer of previous 
decisions, but it remains a staff agency and does not perform 
the decision-making task itself. That is the sole prerogative 
of the manager.

-0 0O0 0-



CHAPTER II.

THE OPERATIONAL AUDIT

What is operational auditing? Many definitions have 
attempted to describe fully the activities of the operational 
auditor, but in this writer's opinion none is more appropriate 
than that given by Donald E. Dooley. Dooley says that oper
ational auditing is no more than the internal auditor doing 
what he is supposed to do. Bradford Cadmus describes the 
operational audit as largely a state of mind or viewpoint in 
the approach to an audit. In other words, the operatxonal 
audit utilizes standard auditing methods but extends them into 
the operating areas of a company. Most practitioners agree 
that the operational audit begins where the financial audit 
ends, but it does not mean the abandonment of financial 
auditing. Financial auditing can never be completely elimi
nated .

The overall objectives of an operational audit can 
be many and varied, but a specific objective of all operational

-'-■'-Bradford Cadmus, Operational Auditing Handbook (New 
York: The Institute of Internal Auditors, Inc., 1964), p. V.

■'•̂Ibid. , p. 5 .

10
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audits is the improvement of the operations being audited.-*-3 
This requires a constructive approach by the auditor which 
gets him directly involved in all activities of a business. 
Roger M. Carolus states that the major purpose of operational 
auditing is to provide operating management with information 
which will help them more effectively manage their respective 
areas of operations.13 14 15 The Institute of Internal Auditors, 
in their 1957 Statement of Responsibilities of the Internal 
Auditor, describe the objectives of internal auditing in terms 
of all operations within a business. This reflects the widen
ing role of the Institute's membership within their respective 
firms and demonstrates that internal auditors are no longer 
solely concerned with accounting and financial records.

Familiarity and internal control are two key concepts 
in operational auditing. Bradford Cadmus puts particular 
emphasis on both concepts in the following quotations:

An essential of internal auditing —  or operational 
auditing —  is that the auditor must become 
familiar with the actual operations of the business 
and the governing internal controls which he will 
appraise for efficiency and effectiveness.13

13Ibid.
■^Roger M. Carolus, "Some Challenges of Operational 

Auditing," The Internal Auditor, XXVI (November/December,
1969), 12.

15Cadmus, Operational Auditing, p. V.
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Operational auditing begins with a familiarization 
with actual operations and operating problems, 
followed by an analysis and appraisal of the 
internal controls to assure that they are ade
quate to protect the business.^
Familiarization is an extremely vital first step to 

an operational audit, because the auditor must understand an 
operation or function before he can evaluate it. The impor
tance of this concept is impossible to overstress if meaningful 
and professional results are sought. In addition, a clear 
understanding of the principal objectives of management is 
necessary to insure the success of any audit.

The widening gap between management and action has 
made it necessary that a system of controls be established to 
provide for the effective administration of a business. '

This is commonly referred to as a system of internal control 
and consists of the organization, policies and procedures, 
standards of performance, reports and records, and internal 
auditing. Therefore, internal auditing not only reviews the 
controls within an organization, but it is an internal control 
itself.

The basic internal control is a sound organizational 
structure.-1-8 Just as this is the starting point for the 

l^Ibid., p . 9.
-^Lamperti and Thurston, Internal Auditing, p. 163. 
~1'8Ibid. , p. 115.
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formation of all other internal controls, the examination 
of internal controls is the starting point for an operational 
audit. Lawrence B. Sawyer describes internal control as the 
"open sesame" to all aspects of a business, and he outlines 
the auditor's position thusly, "The auditor has little tech
nical competence to offer, but he is very competent about 
internal controls."19 For this reason the internal auditor 
is qualified to appraise and evaluate areas outside of his 
own technical education and experience. He actually does 
things for management that they would do for themselves if 
they had the t i m e . 20 it is the operational auditor's job to 
assure management that the internal controls are soundly 
conceived, effectively administered, and help the business 
to operate more profitably.

Operational auditing requires that the auditor place 
himself in the position of the manager. He must think like 
a manager if he is to render a constructive service to the 
business, but he must also remember that he is not a manager 
and must appraise the performance of management. This does 
not imply that the all-too-common tool of hindsight is appli
cable. When questionable observations are made, the auditor

^Lawrence B. Sawyer, "Internal Control-The Internal 
Auditor's 'Open Sesame'," The Internal Auditor, XXVII 
(January/February, 1970), 36.

20Ibid., p. 47.



14

must first determine whether that condition was revealed 
to operating management through normal control channels.
The basic question to be answered in an operational audit is —  

Can it be done better, at less cost, and still meet the 
objectives of management?

A distinct and significant change has occurred in 
the internal auditing field during the past fifteen years 
in terms of the type of personnel required. No longer can 
the internal auditor be associated with a routine accountant. 
Operational auditing has demanded that the auditor be a 
business analyst, communications expert, master of human 
relations, student of the latest developments, and teacher 
to the field personnel. This requires a general type of 
training supplemented by natural curiosity, persistence, and 
good business sense. It is no wonder that the operational 
auditor resents being called "just another accountant." The 
operational auditor realizes that he has a significant impact 
on the business, and he recognizes that the success he enjoys 
in helping the business to operate more effectively is largely 
dependent upon his own attitudes and talents. The broadest 
applications of internal auditing to business operations have 
evolved from the capable work of internal auditors in more
limited areas.
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Top management must give proper support and backing 
to the concept of operational auditing if it is to succeed. 
Without the support of top management the internal audit 
activity will almost certainly be restricted to its traditional 
role. In addition to support from top management, a success
ful operational audit program needs vigorous follow-up from 
all levels of management to implement the changes proposed in 
the audit report. The purpose is to insure that action is 
being taken by the appropriate managers to utilize the internal 
auditor's recommendations.

Audit reporting is the culmination of all the other 
facets of the auditor's work. The expanded role of operational 
auditing has increased the complexity of report writing.
Cadmus reports that more capable audit work and constructive 
recommendations are wasted because of poor reporting than 
any other single f a c t o r . A u d i t  reports should be brief and 
easy for the reader to grasp the ideas presented. Often, 
internal auditors will prepare a condensed report which out
lines the essential facts for top management and a more detailed 
discussion for the lower operating levels of management. The 
report is the final product of the auditor's efforts and in

Cadmus, Operational Auditing, p. 31.
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the majority of instances it is the sole basis for judgment 
of the auditor's adequacy and contribution to the business.
No amount of auditing and analytical expertise can compensate 
for a poorly written audit report that cannot communicate 
the findings and recommendations.

A discussion on operational auditing would not be 
complete without noting the dollar benefits derived from its 
application. The executives of many major corporations have 
endorsed the use of an expanded internal audit program to 
achieve substantial cost savings. Mr. D. J. Haughton, Chair
man of the Board for Lockheed Aircraft, has said, "Dollar for
dollar, operational auditing has been one of our soundest

22investments."

-0 0O0 0-

22Vancil, Financial Handbook, p. 226.



CHAPTER III.

SURVEY OF INTERNAL AUDITING ACTIVITIES

The Institute of Internal Auditors surveyed its 
membership during 1968 to determine "what was being done and 
how it was being a c c o m p l i s h e d . " ^  The Institute discovered 
that between 1957, the date of their last survey, and 1968, 
significant advances had been made by internal auditors in 
extending the scope of their work into operational audit 
areas. Along with this, it was reported that the stature of 
internal auditing had increased and greater recognition was 
being given by business management.

The following results were published by the Institute 
of Internal Auditors in their "Research Committee Report 
Number 15, Survey of Internal Auditing 1968" and are presented 
for comparative purposes. The percentages quoted are derived 
from 308 responses.

O ̂The Institute of Internal Auditors, Survey of 
Internal Auditing 1968, Research Committee Report Number 15 
(New York: The Institute of Internal Auditors, Inc., 1969), 
p. 3.

17
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1. Eighty-one percent reported that they had unlimited 
audit scope. Use of the unlimited audit scope was 
primarily for appraising systems rather than 
developing and installing systems.

2. Seventy-four percent said that they performed 
both financial and operational audits.

3. Forty-two percent stated that their internal 
auditors reported to the company controller. 
Forty-seven percent said that they reported to 
the vice-presidential level or higher.

4. Forty-nine percent reported the use of broad or 
general audit programs. Thirty-six percent used 
detailed programs, and the remainder either used 
no audit program or some variation of the broad 
program.

5. Fifty-six percent stated that the scope of their 
audits had been increased since 1957.

6. Seventy-two percent said that they were receiving 
more recognition from management.
A changing nationwide pattern can be observed which 

indicates that the internal auditor's activities are becoming 
more diverse. In an effort to determine whether a similar
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trend exists in Omaha, Nebraska, based corporations, a 
survey of seven firms was conducted. Selection of the firms 
was in accordance with the objectives outlined in the Intro
duction to this paper. Data was obtained through the use of 
the questionnaire method and was supplemented by personal 
interviews with the respective chief internal auditors. All 
seven firms completed the questionnaire and were very cooper
ative in the personal interview.

Table 1 illustrates the responses received from each 
company. Each firm surveyed had an internal auditing staff 
which had been in existence for at least five years. Only 
one company had an internal audit function less than ten 
years old, and that was due more to a decentralization of 
audit activity rather than opposition to the concept of 
internal auditing. Five of the seven respondents indicated 
that they perform at least some operational audits in addi
tion to the traditional financial audits. One firm began 
performing operational audits during the mid-1950s; and as 
a result, was the only respondent now conducting operational 
audits who did not state that their audit scope had widened 
during the past ten years. Each of the five companies which 
perform operational audits stated that their internal audit



20

responsibilities generally conform with the 1957 Statement of 
Responsibilities of the Internal Auditor published by the 
Institute of Internal Auditors. See Appendix I for a complete 
text of the statement.

Acceptance of a widened role for the internal auditor 
has been and presently is a problem for the firms surveyed.
Two of the five companies performing operational audits said 
that they were meeting some resistance within their organi
zations toward the concept of a wider audit scope. The two 
companies which do not perform audits of operational areas 
stated that they were not accepted outside of their traditional 
role as a watchdog or protector of the company's assets. Even 
with such resistance, one of those firms commented that they 
expect to begin performing limited operational audits during 
1970.

The popularity of the operational audit is reflected 
in the type of audit program used and in the amount of devi
ation allowed. Those firms who permit the auditing of 
operational areas each stated that they have detailed audit 
programs prepared prior to performing the audit, but in each 
case great flexibility is permitted if the auditor in charge 
of the project determines that the written program does not



SURVEY OF INTERNAL AUDITING ACTIVITIES IN OMAHA BASED COMPANIES

QUESTION FAIRMONT FOODS MUTUAL OF OMAHA
NORTHERN 

NATURAL GAS

1. When did your firm
establish its internal 
audit function?

More than 10 
years ago

More than 10 
years ago

More than 
10 years ago

2. What is the formal 
name given to the 
internal audit 
function?

Audits and 
Procedures 
Department

Internal Audit 
Department

Internal
Control

2a. Has this changed
during the past ten 
years?

Yes

3. By position, who does 
the chief internal 
auditor report to?

4. How large is your 
internal audit staff?

Controller

Less than 
10 people

4a. How does this compare 
with ten years ago?

Less

: No

s Controller 

: 10-25 people 

s More

s Yes 
:
:
:
: Controller

s 10-25 people 
:
:
: Same

5. What percentage of 
time does your inter
nal audit staff 
travel?

90%

5a. How does this compare 
with ten years ago?

Same

6. Do you have a formal 
auditing manual?

6a. How long ago was it 
written?

10-25% : 10-25% 

:

Same Less

Yes Yes, but 
not used

Over 5 years ago 2-5 years ago

:

NORTHWESTERN 
BELL TELEPHONE

PETER KIEWIT 
& SONS_______

UNION PACIFIC 
RAILROAD

: WESTERN 
ELECTRIC

More than 10 years 
ago

More than 10 
years ago

More than 10 
years ago

5-10 years ago

Internal
Auditors

: Internal Auditing 
: Department 
:
:

Internal Auditing 
Department

Finance
Division
Auditing

No
2
2 NO No No

Controller s Financial 
: President

Vice- Auditor General Controller

Less than 10 
people

: Less than 
: people

10 10-25 people Less than 
people

Same 2 Same 
2

Same 2 More 
2

10-25% 2 Less than 
2

10%
S

10-25% 2 10-25%

Less
2
: Same Same More

Yes
2
2 No Yes Yes

:
Over 5 years ago : —  

: 
i

Over 5 years 1 year



Table 1 (Continued)

QUESTION FAIRMONT FOODS MUTUAL OF OMAHA
NORTHERN 

NATURAL GAS
s NORTHWESTERN 
: BELL TELEPHONE

PETER KIEWIT 
& SONS

UNION PACIFIC 
RAILROAD

WESTERN
ELECTRIC

7. How is your audit 
schedule determined? Quarterly

Annually plus 
special projects

As needed 
by priority s Quarterly Annually Annually Annually

8. Are detailed audit 
programs prepared? Yes Yes Yes

:
s Yes No Yes Yes

8a. How much deviation 
is permitted?

Great
flexibility

Great
flexibility

Great
flexibility

: Great : —  
: flexibility :

Some
deviation

Great
flexibility

9. How would you
describe the scope?

All operational 
areas

Some operational 
areas

Some opera
tional areas

: All operational 
: areas

Financial and : Financial 
functional : and functional

Some operational 
areas

9a. How does this compare 
to the audit scope of 
ten years ago?

Same Somewhat wider Greatly
widened

:
: Greatly 
: widened

Same Same Somewhat
wider

10. Do the responsibili
ties of your internal 
auditors conform with 
the Institute's 1957 
Statement?

Yes, very 
closely

Yes, somewhat Yes, somewhat

:
:
: Yes, very 
s closely

No, only 
slightly

No, only 
slightly

Yes,
somewhat

11. Has your internal 
audit function been 
accepted as a member 
of the management team

Yes, but some 
resistance

Yes, accepted by 
all

Yes, but some 
resistance

:
: Yes, accepted by 
: all

No, only 
watchdogs

No, only ; Yes, accepted 
watchdogs s by all 

•

12. Are formal audit 
reports required? Always Always Always

:
: Always

When requested 
by superior

'
Always Always

13. Who signs your audit 
reports?

Senior Auditor 
in charge

Not signed Chief Internal 
Auditor

: Senior Auditor 
: in Charge

Chief Internal 
Auditor

Not signed Not signed

3a. Who approves your 
audit reports?

Chief Internal 
Auditor

Vice-President & 
Ass11. Controller

Manager, 
Management 
Methods & 
Audits

s Chief Internal : Chief Internal 
: Auditor : Auditor
: t 
: :

Auditor : Resident 
General : Auditor 

:
:



Table 1 (Continued)

QUESTION FAIRMONT FOODS MUTUAL OF OMAHA
NORTHERN 

NATURAL GAS
NORTHWESTERN 
BELL TELEPHONE

PETER KIEWIT 
& SONS

UNION PACIFIC 
RAILROAD

WESTERN
ELECTRIC

14. Do you have a formal 
training program?

No No NO No No No Yes

4a. How long does it last? — — — Less than 1 mo.
15. What percentage of

personnel turnover in 
1969 was due to 
internal promotion?

26-50% 100% 51-75% 1-25% None None 1-25%

16. How would you
classify your inter
nal audit activity?

Operational
Audit

Operational : Operational 
audit s audit 

:
:

Operational Traditional audit 
but to change in 
late 1970

Traditional audit Operational
audit

,



24

fit the situation encountered. This approach allows the 
auditor to investigate any area that he feels is a problem 
or potential problem and gives him almost complete freedom 
to act as he sees fit within the time and budgetary con
straints imposed on that particular project.

The position of internal auditing in the organizational 
structure was noted to be fairly uniform. Generally speaking, 
internal auditing could be found somewhere in the controller's 
organization. Unlike the Institute of Internal Auditors 
survey, no movement or trend away from reporting to the con
troller was observed. Apparently the companies feel that 
adequate independence and objectivity can still be maintained 
even though the internal audit activity is directly under the 
controller's influence. Only one firm had their internal 
auditors reporting to the vice-presidential level.

Controversial items reported by the Institute of 
Internal Auditors were also noted in this survey. There was 
no sigificant agreement on the usefulness of audit manuals, 
the appropriate signators for formal audit reports, and the 
amount of personnel turnover due to promotion. The wide 
diversity of answers to these questions does not permit a firm 
conclusion to be drawn. Travel time has changed very little
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during the past ten years and with one exception continues to 
be a relatively small percentage of the auditor's total time. 
The extension of duties into operational areas seems to have 
had little or no effect upon travel requirements. Either 
quarterly or annual audit schedules are prepared in all 
except one firm surveyed, thus indicating that planning plays 
an important part in the application of internal auditing.
Some writers are now saying that audit planning won't work 
because it doesn't recognize the future responsibility of the 
firm. Obviously, this position is not accepted by Omaha-based 
companies except on a limited basis. Audit reports are man
datory in all except one firm which issues reports only when 
requested to do so. The importance of the audit report was 
discussed earlier, but the survey results illustrate that 
management generally considers the audit report an integral 
part of the internal auditing process.

Formal training programs for new staff members were 
generally not utilized. All companies surveyed did have an 
on-the-job training program to familiarize their new staff 
members, but this was the extent of the training except in the 
case of Western Electric Company who does have a formal 
training program. Those not utilizing formal training programs
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felt that the informal programs were more productive and 
less costly to administer.

The major conclusion to be noted from this survey is 
that the nationwide trend toward a widened role for the inter
nal auditor is also apparent in Omaha, Nebraska, based firms.
A definite shift in responsibility from the traditional, 
financial role of the internal auditor to inclusion of at 
least some operational review can be observed over the past 
ten-year period. Each of the firms presently performing 
operational audits expressed the opinion that their internal 
audit organizations were capable of assuming increased respon
sibilities in the review and analysis of operational activities. 
They expect to become more deeply involved as the usefulness 
of the original concept becomes more obvious and begins to 
produce tangible results.

It is interesting to note the similarity between the 
results of this survey and that made by the Institute of 
Internal Auditors. Even though this study is not intended 
to be applicable on a nationwide basis, the fact that it 
closely corresponds to the Institute of Internal Auditors' 
research lends added credibility to its results.

-0 0O0 0-



CHAPTER IV.

FUTURE APPLICATIONS OF INTERNAL AUDITING

The audit of the future will be an audit of the
24future. This is the next step forward for internal 

auditing, and it represents a real opportunity to apply the 
benefits of operational auditing. The audit of the future 
will concentrate on a verification of plans and forecasts in 
an attempt to improve their accuracy and to determine whether 
they are based on the best information available. Periodi
cally, this action will be supplemented by an audit of 
deviations from established plans and forecasts to determine 
whether these plans and forecasts are being used to the best 
advantage. Internal auditing as a constructive forcevill be 
emphasized.

An audit of plans and forecasts is too important an 
area to overlook. Plans and forecasts affect all aspects of 
a business, so the internal auditor, as a representative of

9 A Reginald H. Jones, "Audit of the Future", The 
Internal Auditor, XXVI (November/December, 1969), p. 65.
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general management, would be the logical choice to verify
their effectiveness. Such audits will require much more time,
effort, thought, and preparation than the usual audit, because
there is a great risk involved in auditing the future. This
will represent the ultimate challenge for the internal auditor
to think like a manager and look at the "big picture."
Dudley Stewart summarizes this viewpoint by stating, "The
future operational audit must look at the entire business in

2 5terms of its real objectives."
The auditor of the future will be performing creative

2 6work with the management team. This adds a new dimension 
to the internal auditor's work, because he will no longer be 
solely concerned with an after-the-fact review but will 
become involved in the mainstream of planning and decision
making. Active participation in the investigation of possible 
acquisitions, purchase of newly designed equipment, installa
tion of new systems, and overall evaluation of other decision 
alternatives will be among the tasks of the internal audit 
function. As in the past, the auditor will not be the decision 
maker but will aid others in the decision-making process.

25t'Dudley Stewart, "The Internal Auditor of the Future," 
The Internal Auditor, XXVII (March/April, 1970), 50.

Ibid.
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Bradford Cadmus views the future application of internal 
auditors with optimism:

Internal auditors have demonstrated the ability 
to shift from conventional auditing to opera
tional auditing in response to managerial needs.
As business conditions change and become more 
complex they will be faced with additional 
challenges in providing assistance to management. 
Through increasing their professionalism and 
furthering research and training in advanced 
audit techniques, internal auditors have indicated 
strong interest in meeting the challenges.
Great emphasis is being placed on professionalism as

the key to further growth for internal auditing. Many writers
have indicated that internal auditing will grow in stature
only as fast as its practitioners allow. The responsibility
for professional growth lies with each and every auditor as
he performs his daily tasks.

Troy J. Smith has recently suggested that internal
auditors should be certified like their public accountant

pocounterparts. Mr. Smith states that the title, Certified 
Internal Auditor (CIA), would indicate that an individual is 
a master of internal audit techniques and would in time carry 
as much prestige as the CPA designation. Smith feels that a

2 7Cadmus, Operational Auditing, p. 246.
28Troy J. Smith, "The Merits of Certifying Internal 

Auditors," The Internal Auditor, XXVII (March/April, 1970), 
14.



rigid certification process would raise the image of the 
internal auditor and would gain added recognition from 
business management. He feels that internal auditing will 
never fully reach the status of a profession unless such a 
certification scheme is utilized. This writer agrees and from 
the information made available by the Institute of Internal 
Auditors it appears that the Certified Internal Auditor will 
become a reality within a few years.

-0 0O0 0-



CHAPTER V.

CONCLUSIONS

The overriding conclusion to be gained from this 
research paper is that the internal auditor is doing more 
and more for his company and will continue to become more 
involved in his company's operations. The reasons are two
fold. First, the modern business is too complex for any one 
manager to adequately supervise all aspects. Secondly, the 
internal auditor has proven himself as a consultant in the 
operating and planning areas. The road to full acceptance by 
management has been slow and bumpy, but internal auditing is 
proving itself through deeds rather than words and in the 
process is gaining the respect and approval of management. 
Internal auditing has not been completely successful in all 
businesses and has not been accepted in its new role by all 
managers, but the preponderance of information indicates that 
these goals are being attained.

The position of internal auditing in the organization 
structure is a subject worthy of additional analysis. As the
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research has indicated the controller is a popular reporting 
official for internal auditors. One could ask the question —  

Is this the proper place in the organization for internal 
auditing? Those who say "yes" argue that the controller is 
familiar with the records and controls examined and as such 
can give the best direction to the internal audit staff. Those 
who oppose this viewpoint say that the placement of internal 
auditing under the controller emphasizes the traditional finan
cial role and results in too great a stress being placed on 
accounting matters. This writer agrees with the latter state
ment and believes that internal auditing must be placed under 
a high level company officer responsible for finance or admin
istration if true independence and adequate latitude for 
action are to be provided. Without such flexibility, internal 
auditing will be subject to political pressures from within the 
company that could result in "watered down" versions of their 
findings. Although it may be politically expedient, the pub
lishing of such findings defeats the whole purpose of internal 
auditing.

The internal auditor must be a man among men. The 
quality of the audit staff can be the controlling factor behind 
the role assigned to a company's internal auditors. It takes



33

men to implement the internal auditing concept, and these 
men must be a unique combination of intelligence and versa
tility. It is this writer's opinion that internal auditing 
is an ideal activity to operate under the principles of 
participative management. E. R. Evans' essay suggests that 
a less rigid approach may even stimulate the broadening of 
responsibility:

Thinking men will not be content to follow 
routine patterns with the result that the 
department will automatically and continuously 
expand its area of influence and contribution.^

Evans also advocates that auditors sign their own reports
rather than having some higher level staff member be the signa-
tor. This may seem like an insignificant point, but it is a
valuable tool for instilling a sense of accomplishment and
professional pride in the auditor's work. This writer believes
that companies should develop their internal audit staffs to
the point that they can determine for themselves what will be
audited, when it will be audited, and how it will be audited.
Until this is accomplished, imagination and innovation may be
stifled within the internal audit staff. As a result the
company may not receive the full benefits possible from a less

29E. R. Evans, "Managing the Internal Audit Function," 
The Internal Auditor, XXVII (January/February, 1970), 17.
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structured organization. Internal auditors need to be given 
as much freedom as possible within the general guidelines 
established by top management to properly do their job.

The internal auditor's duties should include all 
functions performed by the manager except that of directing 
personnel to act. As a staff agency, internal auditing can 
not and should not issue orders, but it should be an essential 
element in the evaluation of alternatives. The manager of 
tomorrow who fails to utilize the services of internal auditing 
in evaluating a complex decision or problem will be just as 
foolish as today's manager who refuses to use a computer to 
solve quantitative problems.

-0 0O0 0-



Appendix I.

STATEMENT OF RESPONSIBILITIES OF THE 
INTERNAL AUDITOR

Internal auditing is an independent appraisal activity 
within an organization for the review of accounting, financial, 
and other operations as a basis for service to management. It 
is a managerial control, which functions by measuring and 
evaluating the effectiveness of other controls.

The overall objective of internal auditing is to assist 
all members of management in the effective discharge of their 
responsibilities, by furnishing them with objective analyses, 
appraisals, recommendations and pertinent comments concerning 
the activities reviewed. The internal auditor therefore should 
be concerned with any phase of business activity wherein he 
can be of service to management. The attainment of this over
all objective of service to management should involve such 
activities as:

- Reviewing and appraising the soundness, adequacy 
and application of accounting, financial and 
operating controls.
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- Ascertaining the extent of compliance with 
established policies, plans and procedures.

- Ascertaining the extent to which company 
assets are accounted for, and safeguarded 
from losses of all kinds.

- Ascertaining the reliability of accounting and 
other data developed within the organization.

- Appraising the quality of performance in 
carrying out assigned responsibilities.

Internal auditing is a staff function rather than a 
line function. Therefore the internal auditor does not exer
cise direct authority over other persons in the organization, 
whose work he reviews.

The internal auditor should be free to review and 
appraise policies, plans, procedures, and records; but his 
review and appraisal does not in any way relieve other persons 
in the organization of the responsibilities assigned to them.

Independence is essential to the effectiveness of the 
internal auditing program. This independence has two major 
aspects:

1. The organizational status of the internal auditor 
and the support accorded to him by management 
are major determinants of the range and value
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of the services which management will 
obtain from the internal auditing function.
The head of the internal auditing department, 
therefore, should be responsible to an 
officer of sufficient rank in the organiza
tion as will assure a broad scope of activities, 
and adequate consideration of and effective 
action on the findings or recommendations made 
by him.

2. Since complete objectivity is essential to 
the audit function, internal auditors should 
not develop and install procedures, prepare 
records, or engage in any other activity 
which they normally would be expected to review 
and appraise.

-0 0O00-
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