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.01 In a financial statement audit, the auditor draws a conclusion about the effectiveness of financial reporting (including safeguarding and budget) and compliance (including budget) controls. For operations controls, the auditor

· may evaluate certain operations controls considered relevant (see FAM 275.02-.07); and 
· should evaluate and test operations controls that are relied on in performing audit procedures (see FAM 275.08). 
Relevant Operations Controls
.02 Relevant operations controls are based upon the needs of the auditor. The auditor should determine whether the evaluation of relevant operations controls will (1) be included in the financial audit, (2) become a separate audit, or (3) not be performed but any weaknesses noted will be reported to entity management and the IG. In making this determination, the auditor may consider the following factors

· the significance of the operations control to the entity’s operations;
· the time required to identify and test the operations control;
· available resources;
· the needs of those charged with governance; and

· congressional interest.

.03 The auditor should document the operations controls identified for testing, the procedures performed, and the results.  

.04 In the planning phase and throughout the audit, the auditor may identify significant areas where the entity would be expected to have operations controls. The auditor may become aware of these areas, as well as potential deficiencies in operations controls, through

· prior audit work; 

· documenting an understanding of entity operations;
· assessing the risk of material misstatement and deficiencies in financial reporting and compliance controls;
· other audit planning procedures, including any reviews of the FMFIA documentation prepared by the entity;
· understanding the cause of misstatements noted; or

· observing activities during fieldwork.

.05 In obtaining an understanding of the entity’s operations, the auditor typically would have identified areas that are critical to the operations. For each of these areas, the entity n effective operations controls.  Also, in planning the audit, the auditor may identify operations controls that could be evaluated in conjunction with planned audit and other procedures. For example, the auditor may evaluate whether management considered appropriate order quantities for each inventory purchase selected in a test of inventory purchases to avoid a buildup of excess inventory.

.06 The auditor may identify specific risks of material misstatement and control deficiencies in planning and performing the audit and in determining the causes of misstatements requiring audit adjustments. The auditor should evaluate the implications of those risks and deficiencies on the entity’s operations controls if 
· the effectiveness of a financial reporting or compliance control depends on the effectiveness of the operations control; and

· the auditor plans to rely upon this control during the audit; or
·  the auditor is required to test the control following OMB’s audit guidance. 
For example, misstatements in inventory records may indicate deficiencies in operations controls whose effectiveness depends on accurate inventory records. This would include the operations controls for maintaining proper inventory levels, including detecting theft or loss.

.07 The auditor may find opportunities to recommend improvements to operations controls and may choose to test the effectiveness of other operations controls. Such opportunities could come to light while visiting the entity's various locations and performing audit procedures.

Operations Controls Relied on in the Audit
.08 If any contemplated audit procedure relies on operations controls, the auditor should identify and test such controls. For example, assume that an auditor is using substantive analytical procedures, based on entity-generated “per unit” statistics, to test the reasonableness of certain operating costs. The auditor plans to compare such “per unit” statistics with published costs incurred by similar operations. The auditor should identify and test the entity’s operations controls and other types of controls, as appropriate, over the production of these internal statistics.  

As discussed in FAM 495 A.21, if the reliability of internally-generated data used in substantive tests, such as substantive analytical procedures, is dependent on the effectiveness of IS controls, the auditor should perform additional procedures before relying on the data. The auditor should test, as appropriate, (1) the relevant general controls and the specific application level controls over the data and/or (2) the data in the report.
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