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I. Introduction: Recent trends in public enterprise auditing.

Auditing is an important part of the accountability process because it provides inde-
pendent julgement of the credibility and lawfulness of financial statements and of the
manner in which public officials have carried out their responsibilities. By examining the
procedures, operations, and management of policies or programs, auditing can help agencies
or organize:ions improve efficiency and economy. By conducting an evaluation focusing on
whether a "irogram was carried out as planned and met its objectives or whether a program
produced scme change, or both, auditing can also help decision makers improve the effe-
ctiveness ol public enterprise operations.

Until ver; recently, auditing of public enterprise has put its emphasis upon financial

and compli: nce auditing. In other words, it has been assumed that once a policy, a pro-
gram, or a project is made, the policy, program or project will be implemented, and the
result will : pproach the expected goal. Thus, under the concept of financial and com-
pliance aud ting, procedures were developed mainly to check the legality of expenditures
and insure 1onesty in fiscal affairs. Key tests made by the auditor were to determine if
expenditure were properly documented and authorized, and whether funds were properly
receipted, a counted for, and safeguarded.

As public enterprise program grew in size and complexity, however, the demands made
of the auditar for additional information also grew, and management performace became
a matter of special concern for auditors, policy makers, and administrators, since a good
policy, prog:am, or project may result as a bad one because of ineffective management.
The manner and extent to which the expected goal of a policy, a program, or a project
is achieved, has become a crucial concern for public enterprise auditing, and the scope of
audit has ccisequently expanded.

Today pulic enterprise auditing is no longer concerned entirely with financial operations
and complia ice matters. In almost all developed countries, the prime concern is whether
public enter)rises are managing and utilizing resources entrusted to them “in an efficient
and economi:al manner”, and “whether the intended results or benefits have been achieved”
within an a proved budget. In other words, the necessity to extend auditing to the aspect
of performar ce audit is a modern trend. It is expected of the public officials and it is the

demand of tie general public who have a right to know whether government funds are



handlid properly and whether governmental programs are being conducted economically,

efficier tly and effectively.
II. The scope of public enterprise performance auditing

Whet is a performance audit? Such a definition of performance audit must be made
althou; h definitions are seldom blessed with universal acceptance, partly because of many
ways 11 which definitions may be expressed, and partly because of the lack of agreement
on the meaning or connotation of words used in a definition.

An zudit may be operationally defined as an examination of records or other search for
evidenc2, conducted by an independent authority, for the purpose of supporting a profes-
sional «valuation, recommendation, or opinion concerning (1) the adequacy and reliability
of information and control systems, (2) the efficiency and effectiveness of programs and
operaticns, (3) the faithfulness of administrative adherence to prescribed rules and policies,
and/or ‘4) the fairness of financial statements and performance reports that purport to
disclose the present condition and the results of past operations of an organization or
progran .

It has been common to speak of public enterprise auditing as comprehensive one. Com-
prehens ve auditing is said to be an all-inclusive, umbrella-like concept, encompassing all
audit pclicies and programs, and including both financial and compliance audits as well
as perfo 'mance aundits.

Finan ial and compliance audit is traditionally focused on financial operation and com-
pliance. In other words, this auditing is an examination restricted essentially to financial
records i nd controls, for the purpose of determining whether funds are spent legally and
honestly. whether receipts are properly recorded and controlled, and that financial reports
and stat ments are complete and reliable.

Perfor nance audit is an examination of records and other evidence to support an
appraisal or evaluation of efficiency of public enterprise operation, the effectiveness of
public en.erprise programs, and the faithfulness of responsible administrators to adhere

to judiciz. requirements and administrative policies pertaining to their programs and organi-

(1) Lernis M. Knighton, “An Integrated Framework for Conceptualizing Alternative Approaches
to itate Audit Programs”, Public Budgeting and Finance: Readings in Theory and Practice
(2n1ed.), (Robert T. Golembiewski, Jack Rabinc(ed.) Itasca Illinois: F.E. Peacock Publishers,
Inc, 1976), pp.223-226.



zations. In o der to evaluate whether the public enterprises have implemented their projects
and activities economically, efficiently or effectively, it would be more appropriate to carry
out performaice audit. The performance audit may be divided into economy & efficiency
and program results auditing.®

1. Audi s of efficiency and economy of operations.

Economy aad efficiency audit of operation is that portion of the performance audit which
focuses primerily on operating policies, procedures, practices, and controls. This audit
attempts to znswer the question: How did they perform? This invelves inquiring into such
specific matte:s as:®

(1) The nied for goods or services provided or produced

(2) The reisonableness of costs incurred or expenditures made

(3) The acequacy of safeguard over and care of resources acquired

(4) The pioper use of resources(including financial resources and non-financial resources)

(5) The acequaey of revenues received for goods or sevices sold

(6) The ccmpliance with sound procurement practices

(7) The ccmpliance with proper procedures to ensure that the need type, qualiy, and
amount of items are available and are properly used and maintained

(8) The aoidance of work that serves little or no purpose

(9) The use of efficient operating procedures

2. Audits of program results or effectiveness audits

Program results audit (cr effectiveness audit) is that portion of the performace audit
which attempts to answer the questions: what was done and why was it done? Audits of
program resu ts then try to find out whether desired results or benefits (of agency pro-
grams and ac:ivities) are achieved and whether the objectives established by the legislature
or other authorizing body are being met.

The audit vork includes determining such matters as:

(1) The estent to which a program achieves a desired level of program results

(2) Manag 'ment weakness that adversely affects the achievement of the desired results

(3) Altern:tive approaches that might achieve program objectives more effectively or at
(@ Ibid,, p 225.

(3) Khi V. Thai, “Goverment Financial Reporting and Auditing”, Handbook on Public Budgeting

and Fiiancial Management (Jack Rabin, Thomas D. Lynch (ed.), New York and Basel
Dekker Inc., 1983), pp.387-388.

(4) Comptr ller General of the United States, Standards For Audit of Governmental Organizations,
Progran s, Activities, and Fuctions (Revision), 1981, p. 15, and Khi V. Thai, op. cit., p.398.



lower ¢ st
(4) External bonefits or detriments, that is, benefits or detriments resulting that were
not coniemplated when the program was established

(5) The adequacy of management system for measuring effectiveness.

II11. The Approaches of Performance Auditing in Public Enterprises

1. 'erformance Auditing and Performance Evaluation

One nay ask whether there is any difference between performance auditing and perfor-
mance eraluation. There seems to be little significant difference between performance
audit anl evaluation in that both are concerned with economy, efficiency, and effectiveness
of progrims and overall organizational performance. It is particularly so when the perfor-
mance a iditing aims at guaranteeing efficient and effective operations of programs and
projects, and ultimately encouraging efficiency and effectiveness of overall public enterprise
activities.

Accor ing to the United States Government Accounting Office (GAO), any difference
between two concepts is not found either: Audits of efficiency and economy of operations
include « valuation whether... (GAO, 1978: 3-19); Audits of program results evaluate
whether. . (GAO, 1978: 3-20). Bat it can not be denied that there is at least a basic
differenc : between auditing and evaluation in some respects. Strict auditing standards are
applied i1 auditing, while there are no such strict standards for evaluation.

The piblic enterprise evaluation is broader than the public enterprise auditing, in other
words, aiditing is a part of a wide range of evaluation process. Malan salan says: “Work
performe in program evaluation while using similar methodologies, is not subject to com-
pliance 1-ith auditing reports”.® The performance auditing approaches and methods for
public er terprises will be discussed here in terms of performance evaluation based on the
propositi m that performance auditing belongs to a broad range of performance evaluation.

2. Iroject-oriented auditing and Organization-oriented auditing

Projec: -oriented approach focuses its auditing efforts on evaluation of each project. This
approach is based on an assumption that the efficiency and effectiveness of each project
will natirally lead to the efficient and effective performance of each public enterprise as

a whole. As far as a public enterprise carries out a single project, this approach is useful

(75)7K1 iw\}v.w'}hai, op. cit., p.389.



in evaluat ng its overall performance. But this approach does not tell precisely the overall
performance of a public enterprise when it carries out two or more projects simultaneously.

Therefere, auditing is increasingly oriented toward the overall performance of an entire

organizatic a since more of public enterprises carry out a variety of projects. The organi-
zation-orie:ited appreach is mainly concerned with achievement of the objectives of the
target pub ic enterprise. This apprcach can encourage auditors to do their jobs with more
systematic sense and broader scpce, and make more ccntribution to the improvement of
the overall performance and organizational development.
3. Retult-oriented auditing and Process-oriented auditing

Auditors usually specify the results of target project and judge how efficiently and
effectively he project is achieved. This type of auditing may be termed “result-oriented
auditing”. Jere, auditors measure the degree of goal attainment, cost and benefit, etc., in
order to eximine the efficiency and effectiveness of the results. This approach, in other
words, put: more fccus on the result than the process of project. On the other hand,
process-orie: ted approach examines the process of project (i.e. whether the process is
rational or 1ot} rather than the outcome.

4. Effi iency-oriented auditing and Public-interest oriented auditing

Efficiency oriented approach is a traditional auditing method commonly used in auditing
of profit organizations. This approach puts an emphasis on the input-output relationship
or cost-savii g {profit maximization). But more is needed in public enterprises seeking
public goals because the criterion of efficiency does not necessarily tell whether the objec-
tives of a terget public enterprise are appropriately formulated in the first place and whe-
ther they ar: achieved satisfactorily. Therefore the efficiency-oriented approach is not used
alone for p rformance auditing, but supplemented by public-interest oriented approach. As
far as publi: enterprises pursue not only commercial profitability but also public goals,
performance zuditing of public enterprises must be made in terms of these two approaches.
But at the ame time it should be kept in mind that the degree of public interest imposed
on each putlic eniterprise is mot identical. So auditors are faced with the question of how

much the ta-get public enterprise is pursuing public interests.
IV Performance Auditing Methods for Public Enterprises.

1. Gen¢ral View

Efficiency ind effectiveness audit is a challenging function. By what methods and



techniqi es can we meet this function? Despite the recognized importance of performance
auditing, the methods and techniques do not seem to have been developed systematically.
Here m:thods of performance auditing in public enterprises will be discussed from several
viewpoi its: cost-benefit or cost-effectiveness analysis method, process-oriented method, and
indicatc - method.

Cost-l enefit or cost-effectiveness analysis is output and project-oriented performance
auditiny methed, and process-oriented method is primarily concerned with the process and
operatic1 of a program or an organization. In addition to above two methods, performance
indicatc - method is widely used for performance auditing. It is designed to evaluate and
audit ccmprehensively the efficiency and effectiveness of the entire organization by choeosing
certain ndicators that may express public enterprise performance.

Altho 1gh such a classification gives an impression that it is possible to set each method
apart fr:m others in mutually exclusive fashion, they are in fact all integral parts and
compone nts of comprehensive auditing. Each fills a special role so that the whole is com-
plete anl perfect. These methods must be further modified and explored for practical
applicat: on in performance auditing, since they are only suggested in abstract forms.

2. Process-oriented method

Cne «f our strategies for efficiency and effectiveness auditing in the area of public enter-
prises is to focus on the process of decisions. This strategy does not require the measure-
ments ol the cost, the benefit or the goal attainment, but requires instead a thorough
examine tion of decision process. It must be noted that the process-oriented method is
discusse . here with special emphasis on the performance of a certain unit project. The
process-c riented approach assumes that if decision makings for a target project are raticnal,
then the project itself can be regarded as cost-effective. In the normative point of view, a
rational lecision making includes four stages:

(1) Clarify goals to achieve

(2) Scarch for possible alternative ways to achieve goals

(3) Predict consequences of each alternative

(4) Ciwcose the best alternative in terms of cost-effectiveness.

A putl ic enterprise project usually includes two or moro of the above decision points. ©®

(6) E:l ung-kil Chung, “The Role of Supreme Audit Institution in Efficient and Effective Public
Ccnstruction Projects” Korean Journal of Public Administration (Graduate School of Public
A« ministration, Seoul National University), Vol. XXI, No. 2, pp. 103-106.
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If auditors want to examine whether a certain public enterprise project is efficient and
effective, tkzy must investigate if each of decision making has followed the basic condition
of the four stages. At certain decision point of target project, auditors will ask following
questions.

First, whit is the goal (or goals) of the target project?

Second, il the answer to the first question is consistent with the designed goals of the
project, the; auditors will ask whether there are any other alternatives to achieve the
same goal znd whether these alternatives have been duly considered by the authorities in
charge of tle chosen plan.

Third, if the answer to the above second question is yes, then the next question is “Did
they predict the major consequences of each important alternative?” In other words, did
they predict cost and goal attainment of each alternative? Auditors must bear in mind
that at this stage of discussion, units or personnel being audited will try to justify their
decision. Fo example, they will argue that they have considered major alternatives and
predicted th:r consequences. And to justify their decision for the chosen plan, they may
underestima e the goal attainment and overestimate the cost of competing alternatives.

The fourt: stage of rational decision making process (to choose the best alternative)
can be realized easily if the prediction of the major consequences of each alternative is
rationally ¢ rried out. Therefore, sound and reasonable prediction is the most crucial
element of ational decision making.

For the p-ocess-oriented method to be applied efficiently and effectively to performance
auditing of public enterprise, auditors must pay a great deal of attention to following
aspects. First of all, the success of this method depends largely upon the auditor’s ability
to check the soundness and accuracy in the prediction of consequences of major alternatives
at each deci ion point. If the auditor can not check whether audited units are telling a
lie or truth on the predicted consequences of major alternatives, he can never know whe-
ther a decis cn was rationally made. Auditors must also keep in mind that this method
may tend tc bind policy maker’s discretion or harm his leadership.

3. Cost Benefit or Cost-Effectiveness znalysis metheds for the public enter-
prise performance auditing

1) Basic concepts of cost-benefit or cost-effectiveness

Efficiency s concerned with the output and the cost of a project or a program. Output

is regarded .s the direct physical result of the project activities. But, the term ‘efficiency’
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in its nzrrow sense does not ask what goal we want to achieve with the output. Therefore
the conc:pt of efficiency alone is not a sufficient criterion in the evaluation of organiza-
tional ac:ivities, performances and sometimes individual project itself. On the other hand,
effectiveiess emphasizes the goal attainment. Its focus is on how much goal we can
achieve. It does not care about how much resources we must sacrifice to achieve the goal.
Therefor:, effectiveness alone is not a sufficient criterion in the judgement of public
enterpris: performance, either. In short, neither efficiency nor effectiveness as a separate
concept an be a sufficient criterion in the performance audit.

But thyse two concepts can be combined into one criterion, namely, cos-teffectiveness, or
cost-bene it (or ‘efficiency’ in broader sense, as some people call it). The cost-effectiveness
is definec as the ratio of the goal achieved to the cost needed. The term cost-effectiveness
is a com)ination of efficiency in the sense that the concept of goal attainment corresponds
with effe :tiveness and the concept of cost with efficiency. Therefore, cost-effectiveness can
be appro:riately used in evaluating performance of public enterprises.”

2) Imyortance of cost-benefit or cost-effectiveness analysis for the public enterprise per-
formance auditing

As we have seen, efficiency audit focuses on the efficiency of a project (or program) or
the opera:ional efficiency of audited units. And, effectiveness audit focuses on the effecti-
veness of project or program. Auditor performs efficiency and effectiveness audit by
checking whether a project or a program is run efficiently and effectively. So, the objective
of efficiercy and effectiveness audit is to stimulate, and sometimes demand audited units
to raise ¢ficiency and effectiveness of a project or a program. We may say that efficiency
and effeciiveness audit aims at promoting the cost-effectiveness of a project or a program.

Cost-be 1efit analysis makes the evaluation and auditing convenient by providing more
scientific :ools for measuring public enterprise performance based on the consideration of
all the re evant costs and benefits. Therefore,the auditing agency should develop relevant
methods nd technics based on cost-benefit or cost-effectiveness analysis, which may control
the unnes essary or inefficient project.

3) The positive and negative features of cost-benefit analysis in public enterprise perfor-
mance at liting.

Cost-be 1efit analysis is most often used to measure the relative efficiency and effectiveness

of alternztive courses of program toward some goal rather than the effectiveness of an

(7) Ibii., pp.99-100.



entire orgaaization. This implies that there are actual alternatives to compare, or that
expert judg ement could be used to develop achievement standards against which the cost-
benefit rati> of an existing course of program could be compared. Inherent in the cost-
benefit moc el is the notion that the components of both the numerator and the denominator
can be red iced to a single composite score for each and that the ratio itself has at least
interval scile properties. The cost-benefit model will lead to a much more analytical and
thorough a ialysis of action strategies. ®

But, the specification, measurement, and valuation of costs and benefits—procedures that
are central to cost-benefit analysis—raise two distinct problems. First is the identification
and measurement of all program costs and benefits; second is the expression of all costs
and benefit: in terms of 2 common denominator, that is, their translation into monetary
values. Th - problem of identifying and measuring costs and benefits is most acute for ex
ante auditi-ig, where there are scanty or no data with which to make estimates. However,
data are of en limited in ex post cost-benefit amnalysis as well. For many auditors, the
information from an evaluation may in itself prove insufficient to carry out a retrospective
cost-benefit analysis. The second problem is the difficulty of translating benefits and costs
into monet:ry units. Public enterprise programs {requently do not produce results that
can be accurately valued by market prices.

4. Per lormance Indicator Method

As discussed so far, performance auditing can be devided into two categories of project
and organizition approaches. Project based method (including cost-benefit analysis) puts
more emph: sis on efficiency and effectiveness of individual project rather than performance
of the entir: organization. Since the project-based performance method alone is not enough
to evaluate and audit each public enterprise which carries out various projects or programs,
an additioni | auditing method is needed for comprehensive evaluation. In other words, the
comprehensive auditing or evaluation has to expand its arena and cover the evaluation of
the overall ictivities of the public enterprise in a given condition. In an effort to measure
how efficien and effective a public enterprise has performed, a variety of performance
indicators representing public performances are widely used. One of the‘most important
aspects of prformance auditing is to find appropriate performance indicators and weigh

the importat ce of each indicator. For this kind of over-all performance auditing, a syste-

(8) Paul E?}oodman, Johannes M. Pennings and Associates, New Perspectives on Organizationat
Effecti -eness (Washington: Jorssey-Bass Publishers, 1981), pp. 24-25.



matic ‘ramework is necessary. It should be designed so as to make it possible to measure
the ovir-all activities of public enterprises. But the systematic framework which can be
applied to public enterprise is not still sophisticatedly developed.

In fcrmulating performance indicators for public enterprise auditing, the following con-
siderati >ns are necessary. First, indicators must be chosen so as to reflect the national &
social 7rofitability (public interest), as well as the commercial profitability. Second, it must
be poss ble to evaluate not only short term management efficiency but also long term
manage nent capability. Third, inter-relationship between gevernment policy and environ-
mental variables must be considered. Fourth, the standards for choosing indicators must
be as cmsistent as possible.

Mane zement processing system can be regarded as one of the major frameworks in
evaluatiag public enterprise management performance. Basically, management processing
system s composed of management goal formulation, management strategies, management
plannin : which influence the overall activities of public enterprise, and management opera-
tions. ‘T herefore, auditors can evaluate public enterprise performance based on these major
compont nts of the management processing system while taking into account environmental
variable . Performance indicators are usually designed to reflect a. management objectives,
government policy, and consistency between them; b. management goal formulation, mana-
gement strategies, management planning; ¢. management operations including project mana-
gement, the amount of effort to ameliorate internal management system, save cost & increase
producti 7ity, etc., and R & D and improvement of service quality; d. the degree of social

contribu ion with respect to clients or citizens, etc. In addition, performance indicators

should b2 specified with more concrete forms which are available in practice.

V. Performace Auditing Framework for Public Enterprises

1. Ferformance Auditing Framework in General
A fran ework specifically evolved for the purpose of evaluating and auditing enterprises
serves th: control as well as other purposes including that of providing an incentive to
enterprise management. Particularly the performance auditing is basically regarded as a
tool whica provides an incentive to improving management efficiency and effectiveness of
public en erprise.

The overall auditing framework should be specific and indicate overall performance of



target public enterprise. The framework should reflect not only short-term efforts aiming
at minimizir g cost, maximizing the rate of return, and ensuring liquidity, but also long-
term prospec:ive achievements with respect to technological, managerial, and economic
development The auditing framework should recognize the characteristics of each industry
and should :lso have some stability so that public enterprises can plan their operations
over a numler of years. More sgecifically, the auditing framework should sgecify, from
an eccnomic point of view, the considerations that should govern new investments and
Ericing polic.es. The performance of an enterprise, like any of its counterparts in the
private comiiercial world, is the result of interaction among numerous factors which cover
the followin i+ (a) situaticnal factors (tyre of activity, size or nature of market, control
by external igencies), (b) strategic factors (geals of government), (¢) structural factors
(forms of orzanization, relationship to government budget, planning, control, and infor-
maticn systen), and (d) behavioral factors (motives and attitudes at the operational level
and in the government). It is essential that auditing framework be developed based on a
variety of fa:tors mentioned above. The framework should emphasize the overall perfor-
mance of en erprise rather than financial performance alone.(®

In designii g auditing framework for practical use, particularly for performance indicators,
several concepts which play an important role in measuring scale should be taken into
accunt: relial ility, validity, and meaningfulness. Each concept provides a means to evaluate
a different fzcet of the relationship of some measure to a particular attribute of some
object. Relia'ility addresses the question of the degree of error inherent in the measure-
ment. The question of the validity of a2 measure has to do with whether that measure
does indeed neasure the conceptually defined property it is intended to measure. Meaning-
fulness can ‘est be expressed by asking the question, “Does the logical validity of a
numeral stat:ment hold up if an alternative scale is used?”1®

2. Obje:tives of Public Enterprises and Specification of Targets

Evaluatior presumes the existence of ex ante objectives. Since the absence of objectives

implies a lack of clear understanding of their role, the evaluating and auditing of public

enterprise performance can not be objectively and appropriately carried out without clari-

(9) A. Prenchand, “Control of Nonfinancial Public Enterprises and Autonomous Agencies”
Seminzr on Budgeting and Expenditure Control (International Monetary Fund Fiscal Affirs
Depart nent: Washington, D.C.) January 20-28, 1982, p.147.

(10) K.J. Eiske, “Budgeting and Public Management”, Handbook on Public Budgeting and Finan-
cial M: nagement, pp. 408-410.



fication f the goals and objectives. In order to evaluate public enterprise for auditing
purpose, therefore, goals and objectives must be naturally formulated and specified. Also
the perfirmance function of the government and citizens for each objective should be
revealed in as specific manner as possible. 4V

The nimerous objectives that are expressed as guildelines for public sector enterprise
performa ice can be generally classified into three types. First, there are those which are
financial, in that they deal with the revenues and costs of the firm or the budgetary rela-
tionship jetween the enterprise and the government. Second, there are economic objectives
that are related to efficient allocation of the country’s scarce resources and to the net
contribut on of the enterprise to the output and growth of the economy in general. Third,
public er terprises have social objectives including distributional objectives. These objectives
are gene ally closely interrelated and should be viewed as three stages of an overall
evaluatio1 of a public sector perfor.nance. If a public enterprise is expected to meet the
financial, economic, and social objectives, the auditing of the performance of public enter-
prise sho ild be carried out to investigate if and how much such objectives were fulfilled
and can e achieved in the future.

As gue -dians of the public interest, the supreme audit institutions should ensure that
the publi: enterprises conduct their operations as efficiently and effectively as possible—
which in rclves ensuring that funds are committed, services are provided, and consumers
are serve | in the possible manner. In order to make a performance auditing effective and
valid, ob xctives of a public enterprise and performance targets must be specified. First of
all, rema kable efforts should be made to state clearly what objectives a public enterprise
is intend: d to satisfy. The auditing office must lay down standards against which perfor-
mance ca1 be objectively measured. It is important that the auditing standards and criteria
should b¢ defined as precisely as possible.

For mes sing objective assessments about performance, it is necessary to set specific targets
for each ‘mterprise. Where costly social ends are considered important enough to be built
into publ ¢ enterprise operations, for example, the government should fix financial targets
according y; higher rates of return will be expected from the public enterprises not so
affected. ‘Joreover, transfer payments from the central treasury to the public enterprise

may be r ade in certain circumstances to compensate the latter for the costs to it of com-

(11) A. Premchand, Government Budgeting and Expenditure Controls: Theory and Practice
(W shington, D.C.: International Monetary Fund, 1983), pp. 463-464.



plying witl social directives from government. The fixing of financial targets and the
making of compensatory payments to public enterprises are essential for appropriate perfor-
mance eval iation and auditing. Similar devices, for example, profit targets taking into
account social obligations undertaken by enterprises in accordance with policy directions,
and the sp cification of rates of return for investment decisions and the continuing
operations f the corporation are receiving increasing support in the exploration of deve-
loping courtry needs. But it is pointed out that it is no simple task to gain agreement

on such tarzets, rates or payments, or on the divisions of responsibility. 12

VI. Financial and Economic Aspect of Performance Auditing

Given th': broad range of objectives, admittedly no single measure would be adequate
to cover th-m much less provide satisfactory answers. The basic feature of performance
auditing for public enterprise is to evaluate and measure financial and economic perfor-
mances. Tkz focus on financial performance is inevitable because the pattern of the issues
that will erierge or the type of demand that may be made on national resources will
depend on “he financial performance. In evaluating financial performances of public enter-
prise, guidance should be specific, should preferably be industry oriented, and, where
feasible, shiuld be targeted to enterprises. The specification of what has to be earned and
retained is 1 complex task that involves the measurement of a flow of profits against a
stock of ass:ats. There are numerous ways in which the numerator and the denominator
can be defired and each can provide a different result. ¥

To provice a comparative and a reliable framework, guidelines have to be provided on
the measurement and treatment of depreciation, the measurement of assets, and related
aspects. Dif erent approaches in regard to some of these techmical aspects can change the
values of reported return. The rate of return is the result of the work of several factors
and should be ccnsidered as meaningful only in revealing the aggregate picture. It cannot
reveal whether the pcor or good performance is due to price, organizational or other factor.
In order to make sure that improvement of financial performance is due to the effort of

public enterrise management, another separate and more substantive analysis is required.
AElE; R.L. "Vettenhall, “External Control, Autonomy and Efficiency of Public Enterprises”, The
Role >f Public Enterprise in Development, Chakrit Noranitipandungkarn, ed., (Bankok:
ERQOP\ Study Series on Development Strategies, 1979), pp. 258-259.
(13) A. Pr.mchand, Government Budgeting and Expenditure, pp. 464-465.




When deficits are incurred, for example, they need not necessarily be considered as reflec-
tions of ‘ailure. In some cases, they may be a prelude to a new era of better performance
or wider markets. The framework should, therefore, specify the nature of the return
expected over a period and should be cognizant of the shifts during the short and medium
terms.

Exclusive emphasis on financial performance may detract from the other important issues
of efficiency. When auditing public enterprises, private business financial criteria can often
be mista ienly used because their sources of finance and costs of finance as well as their
wage an. price policies are entirely different. However, this is not meant to imply that
the finar:ial performance of a public enterprise does not matter. Financially weak en-
terprises which continuously rely on government subsidies and emergency assistance will
generally find it very difficult to formulate and carry out consistent business plans,
Therefor:, it may be important that enterprises which could potentially generate measurable
net returns to the economy be allowed to retain enough of the total economic benefits to
enable tl em to be financially viable.

Econo:aic performancce is another aspect that has come to be used as the basis for
evaluaticn and auditing of public enterprises. The economic aspects would include factors
such as capacity utilization, productivity, value-added by enterprises, export performance,
and import substitution. One of typical economic parameters for performance auditing is
productir ity. ¥

The r easurment of productivity offers a basis for providing incentives where needed.
The app.ication of the measurements is only significant for productivity when these mea-
suremen's are used in full awareness of their scope and limitations and of the internal
and exte -nal conditions of the public enterprise being assessed. Misuse of the measure-
ments c:n quickly lead to loss of confidence and may very soon be used for proving a
success « ven when this is not true. On the whole, this is an area that has a great potential
and, in riew of possible abuses, therefore, measurements are best used in conjunction with
other ecimomic and financial targets instead of independently.

The k:y element in most of economic and financial fields is the price policy. The
auditing framework should specify the considerations that are to be kept in view in for-

mulating prices. As prices affect the utilization of capacity, the rate of return, and other

(14) Tb d., pp. 466-467.



related aspe:ts such as self-financing and future investements, the framework should provide
guidance fo' the objectives that can be ignored temporarily and the objectives that must
be fulfilled in any event when, contrary to expectations, market conditions change.

Auditing of public enterprise outputs, like that of private enterprise is partly carried
out by shor:-term performance indicatiors such as the profitability, the stability and the
growth, etc But it should be kept in mind that public enterprises typically operate in the
very differe 1t financial environment than do private enterprises. For example, they obtain
their invest nent funds from the government agency at a price that differs substantially
from the ccst of such funds paid by private enterprises. Also many public enterprises do
not pay the same rate of taxes nor are they free to set prices to the same degree as are
private firmi. Undoubtedly it should be considered that the indicators to be used in public
enterprises : re remarkabley different from those in private enterprises because of the
nature of p blic enterprises which basically pursue public-interest oriented goals.

Because riost public enterprises are in the different situation from the private enterprises,
the rropcr 1se of the traditional measure for financial analysis as a guide to the evaluation
of public se:tor performance should be carefully taken into account. That is, the tradi-
tional perfo mance measure, particularly in the field of financial performance, including
the calculat on of the rate of return and ratio analysis of assets and liabilities categories
may lead to spurious results.

Though tie use of financial data provides evaluators and auditors with very important
information concerning public enterprise performance, the use of financial data and inter-
pretation of public enterprise performance based on such data must be limited in that most

public enteiprises have different environmental characteristics and objectives from private

enterprises.

VII. Conclusions: The future of performance auditing.

1. The elevation of relevance, validity and meaningfulness in performance
auditing methods & criteria.

The meas wrement system should reflect the attribute measured which is connected with
the target o evaluation and auditing. For this purpose, the methods & criteria used by
auditors to neasure the performance of public enterprises should be designed with special

emphasis or relevance (or reliability), validity, and meaningfulness of the auditing. There-



fore, th- supreme audit institution must try hard to improve the traditional auditing
techniqies and develop new auditing methods in order to elevate the relevance, validity,
and meeningfulness of the performance auditing. Moreover, public enterprises on their
part aucited by the supreme audit institution must do their best to facilitae performance
auditing by strengthening systematic reports and standardizing indicators and data which
are inteinally used by the public enterprises.

The czvelopment of new measurement system for performance auditing may be a very
difficult task. But as the importance of the performance auditing is recognized, more useful
methods and criteria will be devised.

2. Introducing measurement information system into public enterprises

An id al performance auditing, as defined here, may hardly be achieved because an ideal
and syst2matic accumulation of infomation and data is difficult to achieve. That is, perfor-
mance aiditing depends on prompt submission of full and comprehensive reports which
assume : n efficient system of control by qualified staff in public enterprise. In order to
stimulate performance auditing of public enterprises, therefore, it is necessary to devise
useful m :asurement information system. In an effort to stimulate this type of idea, it is
desirable to incorporate Management Information Sysem (MIS) into public enterprises.

3. Iastitutionalization of the supreme audit institution’s performance auditing
function in public enterprises.

Perfor nance auditing becomes much more signiffcant to public enterprises. The function
of performance auditing can be viewed as an essential apparatus of improving as well as
checking management, Recently, top managers of public enterprises are more inclined to
welcome and respond to constructive criticisms. Performance auditing can provide know-
ledges as to alternative course of action for decisions which has gone wrong. Therefore,
in order for the supreme audit institution to carry out these roles practically, it is necessary
to instit tionalize the supreme audit institution’s performance auditing function for public
enterpriss. The institutionalization of the performance auditing function can be backed in
several v ays; building of organization for performance auditing, obtaining financial and
personne’ resources necessary for performance auditing, and standardization of the auditing
process.

First, he supreme audit institutions must have the organization which is solely respon-
sible for public enterprise performance auditing with professional staff and for carrying out

comprehs nsive performance auditing of public enterprises.



Second, t is necessary to mobilize financial, personnel, technical resources. Actually
performance auditing demands broad skills and techniques, while auditing officers can not
possess all ‘he skills necessary to do his or her audit work. So there must be auditing
staffs that consist of people with various backgrounds, including accounting, economics,
public adm nistration, management science, statistics, engineering, and so forth.

Finally, {or appropriate process of performance auditing it is required to standardize
evaluation . nd auditing process, develop the auditing information system, and devise the
appropriate methods and techniques.

4. Mazimizing the utilization of public enterprise performance auditing
resu ts.

In order taat performance auditing can assist public enterprises in improving the economy
& efficiency of operations, and the effectiveness of results, it is necessary to maximize the
utilization [ public enterprise performance auditing results.

In studies of the use of social research in general and evaluation in particular, five con-
ditions appear to affect utilization consistently: ‘s

a. relevar:e

b. commu ication between evaluators and users

c. inform:tion processing by users

d. plausib lity of evaluation results

e. user inrolvement or advocacy

Thus, for the purpose of increasing the utilization of public enterprise performance
auditing res dts, several guidelines can be advised as follows.

a. Audito:s must understand the cognitive sytles of decision makers.

b. Auditirg results must be timely and available when needed. Auditing findings must
therefore balince timing and accessibility of finding with thoroughness and completeness
of analysis.

c. Auditinz must respect stakeholders’ program commitments.

d. Utilizat on and dissemination plan should be part of the evaluation.

e. Auditinz should include the assessment of utilization.

(15) Peter ZFROSsi, Howard E. Freeman, Evaluation: A Systematic Approach (2nd ed., California:
SAGF Publications. Inc.. 1982), pp.323-324.



