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Executive Summary o

Purpose

Background

The federal government relies to a large extent on certified public
accountants (CPAs) to audit several hundred billion dollars in federal
funds provided to participants in guaranteed and insured loan pro-
grams. The audits are part of an oversight process designed to ensure
that the programs are achieving their intended purposes and that fed-
eral funds are properly managed.

Recently, GAO issued three reports which discussed problems in the qual
ity of cpa audits of federal grant programs. Because of those problems,
GAO also reviewed the quality of cpA audits of participants in federal
guaranteed and insured loan programs. Specifically, GAO determined
whether

CPAS were experiencing problems in their audits of participants in fed-
eral guaranteed and insured loan programs similar to those GAO noted ir
its prior reports on federal grant programs, and

federal agencies had established effective controls for ensuring that
they received quality audits of participants in federal guaranteed and
insured loan programs.

The federal government administers a number of programs involving
guaranteed and insured loans. The Congress and federal officials have :
common interest in ensuring accountability over these programs. They
want and need to know if the programs are being administered properly
and if they are conducted consistent with applicable laws and
regulations.

To ensure accountability, the federal government relies to a large extent
on CPAs to audit participants in these programs. These audits can help
provide reliable reports on the financial activities of program partici-
pants and, in certain instances, on the adequacy of internal controls an
compliance with laws and regulations.

Audit Quality

In the context of GAO’s work, compliance with applicable auditing stan-
dards and contractual terms is used as the primary basis for determin-
ing audit quality. Compliance with standards helps assure users of aud
reports that the CpA has adequately performed the audit and that the
audit report can be relied upon in determining that federal funds were
used for authorized purposes. Violations of auditing standards cast
doubt on the credibility of the audit and can significantly reduce the
usefulness of the audit report.
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Executive Summary

Results in Brief

Principal Findings

Auditing standards require CPAs to properly plan their work and to
obtain sufficient and competent evidence to support their conclusions
and opinions. A written record of CPAs’ evidence must be retained in the
form of working papers, and should show that

audit work has been adequately planned and supervised;

accounting transactions, balances, financial items, and any related evi-
dence have been examined;

internal controls have been evaluated; and

compliance with laws and regulations has been tested.

CPA audits of participants in federal guaranteed and insured loan pro-
grams were not always performed in a quality manner. The public
accounting profession has recently taken action which GAo believes
should improve the quality of governmental audits. However, Gao
believes federal agencies need to improve their controls for receiving
and reviewing those audits to ensure that the federal government
receives quality audits.

Audit Quality

In a random sample of audits of particpants in guaranteed and insured
loan programs performed by CPas, GAO found audit quality problems
similar to those GAO noted in its three prior reviews of CPA audit quality.
GAO found that 7 of 28 loan program audits did not satisfactorily comply
with auditing standards. The problems included working papers that did
not adequately show that the CPA appropriately tested financial transac-
tions, evaluated internal controls, or tested compliance with laws and
regulations. (See chapter 2.)

In a sample skewed more towards problem audits, the Department of
Housing and Urban Development (HUD) found that 123 of 182 cpa audits
of participants in federal loan programs had problems similar to those
found by GAO. (See chapter 2.)

Action by the Public
Accounting Profession

Recognizing the problems cpas have had in performing governmental
audits, a task force appointed by the American Institute of Certified
Public Accountants (AICPA)—the national professional association of
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Executive Summary

CPas and the most important private group affecting governmental
auditing—recently made 25 recommendations for improving the quality
of governmental audits. The recommendations include, for example,
improving CPAs’ training in governmental accounting and auditing and
strengthening the disciplinary process for poor quality CPA audits. (See
chapter 2.) _

Ineffective Federal
Controls

GAO believes that the agencies covered in this review—the Departments
of Agriculture (UsDA) and Housing and Urban Development (HUD) and
the Small Business Administration (SBA)—could do more to ensure that
they receive quality cPA audits. Agency controls could be strengthened
to ensure that (1) audit reports are received on time and agency official
follow up on reports that are not submitted on time, (2) audit quality is
reviewed when reports are received, and (3) CPAs are given adequate
written guidance on how the audits should be performed. (See chapter
3.)

In addition, UspA and SBA do not require CPAs to follow generally
accepted government auditing standards (GAGAS), which are more spe-
cifically tailored to the needs of the government. Requiring cpas to fol-
low GAGAS would improve the usefulness of the audits to the federal
government. (See chapter 3.)

Recommendations

GAO believes that, if properly implemented, the recommendations made
by the AICPA governmental auditing task force should strengthen cra
audit quality.

GAO recommends that the agencies administering guaranteed and
insured loan programs improve controls for relying on CPas. Specificall
GAO recommends that agencies ensure that they have controls for

receiving CPA audit reports on time and for following up on reports tha
are not submitted on time,

reviewing the reports for audit quality,

providing adequate written guidance to Cpas for performing governme
tal audits, and

requiring CPAs to follow GAGAS.

Agency Comments

GAO received comments on a draft of this report from UsDA, HUD, and st
All three agencies generally agreed on the need for controls for receivi
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Executive Summary

and reviewing CpA audits of federal loan programs. USDaA and SBA, how-
ever, believed that they already had adequate procedures for following
up on late reports. GAO believes that these two agencies do not provide
procedures for requiring loan program officials to follow up on late
audit reports, nor do they specify the time frame in which they must
follow up.

USDA and HUD agreed with GAO’s recommendation to provide written
guidance to cPas. However, SBA said that the recommendation was inap-
plicable to audits of SBA program participants because they are commer-
cial, not governmental, entities. GAO believes that SBA misapprehended
the meaning of “governmental audits” in the recommendation. For pur-
poses of this and other reports on audit quality, GA0 has used “govern-
mental audits” to include audits of participants in governmental grant,
loan, and other programs where the audit is required as a condition of
participation in the program. Therefore, since SBA program participants
are required to be audited by, and are otherwise subject to, sBA laws and
regulations, SBA should provide written guidance which will facilitate
CPAs’ understanding of its loan program requirements.

Only HUD agreed that cpA audits of federal loan programs should be done
in accordance with GaGas. While USDA and SBA offered several reasons
for disagreeing with the recommendation, GAO believes their disagree-
ment results from a misunderstanding of the nature of GAGAS audits per-
formed by cPas.
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Chapter 1

Introduction

What Is Audit
Quality?

The federal government administers a number of programs involving
guaranteed and insured loans. The Congress and federal officials have .
common interest in ensuring accountability over those programs. They
want and need to know if the programs are being administered properls
and if they are conducted consistent with applicable laws and
regulations.

To ensure accountability, the federal government relies to a large exten
on certified public accountants (CPas) to audit participants in those pro-
grams. The audits can help provide reliable reports on the financial
activities of program participants and, in some instances, on the ade-
quacy of internal controls and compliance with laws and regulations.

Recently, GAO issued three reports on the quality of governmental audit
conducted by cpas.! Those reports discussed the need to improve the
quality of audits of participants in federal grant programs and the step
the public accounting profession, the federal government, and others
should take to better ensure the quality of those audits. This report dis:
cusses the quality of audits of participants in guaranteed and insured
loan programs conducted by CPAs and the effectiveness of federal con-
trols for ensuring that the government receives quality audits of those
participants.

The term ‘‘audit quality’” has many connotations. In the context of our
work, we define “audit quality” as compliance with applicable auditing
standards and contractual terms. To help ensure consistency in the
scope and quality of audit work and in the preparation of professional
and meaningful reports, both the American Institute of Certified Public
Accountants (AICPA) and GAO have issued auditing standards, known as
“generally accepted auditing standards’ (GAAS) and ‘‘generally accepte
government auditing standards’” (GAGAS), respectively. CPas who audit
participants in federal loan programs are required to follow one or the
other sets of standards.

Auditing standards are generally accepted measures of audit quality.
Compliance with standards helps assure users of audit reports that the
cPA has adequately performed the audit and that the audit report can t

ICPA Audit Quality: Inspectors General Find Significant Problems (GAO/AFMD-86-20, December
1985), CPA Audit Quality: Many Governmental Audits Do Not Comply With Professional Standard
(GAO/AFMD-88-33, March 19, 1986), and CPA Audit Quality: A Framework for Procuring Audit
Services (GAO/AFMD-87-34, August 18, 1987).
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Chapter 1
Introduction

relied upon in determining that federal funds have been used for autho-
rized purposes. Violations of auditing standards cast doubt on the credi-
bility of the audit and can significantly reduce the usefulness of the
audit report.

Evaluating Compliance
With Auditing Standards

Objectives, Scope, and
Methodology

Auditing standards are not absolute measures which must be rigidly
applied in all instances. Rather, auditing standards are guiding princi-
ples to be applied with professional judgment in individual circum-
stances. They are the measures of quality of the procedures the cpa
uses. In our review, we use the terminology ‘‘satisfactory compliance
with standards” to mean a CPA’s or CPA firm’s general adherence to
applicable auditing standards for an audit as a whole. In making that
determination, we considered the nature and requirements of each audit
and the degree of compliance with the standards.

In addition to auditing standards, audits are often subject to the provi-
sions of program audit guides and other guidance provided to the CprA by
the federal agencies or the entity under audit at the time a contract is
signed. Audit guides typically set out the framework for conducting and
reporting on an audit engagement and normally include detailed steps
and suggested report language CPAs should follow. An agency’s inspector
general (1G) normally issues audit guides for specific programs.

Our past reviews have shown that CPas have had serious problems in
the quality of their audits of participants in federal grant programs. The
reviews documented those problems and resulted in several suggestions
to the public accounting profession for improving the quality of the
audits. In addition, the reviews resulted in several recommendations to
federal 1Gs and participants in federal grant programs for strengthening
their controls to ensure that they receive quality CPA audits.

Our objectives in this review were to determine whether

CPAS were experiencing problems in their audits of participants in fed-
eral guaranteed and insured loan programs similar to those noted in
GAO’s prior reviews of federal grant programs, and

federal agencies had established effective controls for ensuring that
they received quality audits of participants in federal guaranteed and
insured loan programs.
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The scope of our work included seven loan programs administered by
three federal agencies, as identified in the following table:

Table 1.1: Federal Loan Programs
Included in the Scope of the Review

%ed-éral agency | Loan program participants®

Department of Agriculture (USDA) Multifamily housing programs administered
by the Farmers Home Administration (FmHA)

Rural electric and telephone utility
companies administered by the Rural
Electrification Administration (REA)

Department of Housing and Urban Multifamily housing programs
Development (HUD)

Nonsupervised mortgage companies

Government National Mortgage Association
(GNMA) Mortgage-Backed Securities
Program

Smalt Business Administration (SBA) Small Business Investment Companies
(SBIC) Program

Certified Development Companies (CDC)
Program

3Descriptions of these programs are included in appendix |.
9

These programs were chosen for our review because they represent
major loan programs administered by the three agencies and, in total,
result in approximately 35,000 annual audits being performed by CPas.
According to the Office of Management and Budget, in fiscal year 1986,
the federal government’s contingent liability for these programs was
about $363 billion.

To determine whether CPAs were experiencing problems in their audits
of participants in federal guaranteed and insured loan programs, we

(1) reviewed 28 randomly selected audits for compliance with applicable
auditing standards and (2) evaluated and compiled the results of 182
audits selected and reviewed for quality by the office of inspector gen-
eral (0IG) at HUD. Neither our limited sample of 28 audits, nor the HUD
sample of 182 audits, was sufficient to estimate CPA audit quality for the
United States or to estimate the extent of audit quality problems for the
universe of participants in guaranteed and insured loan audits. How-
ever, we believe our review offers valuable perspective on the possible
extent and nature of CPA audit quality problems.

4

We selected our sample of 28 audits from a universe consisting of the
most recent audit reports received by the agencies in 1985 or 1986 for
loan participants located in the states of Georgia, Michigan, New York,
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and Washington. In reviewing the audits, we examined the audit report
and supporting working papers, and we discussed our findings with the
CPA firm personnel responsible for the audit. To ensure that our evalua-
tions were consistent, we used a uniform data collection instrument to
record our findings for each audit. Because standards require CPAs to
retain the working papers for an audit, we performed the work mainly
at the cpaA firms’ offices. '

We used another data collection instrument to compile the results of
HUD's CPA reviews. In reviewing HUD's work, we examined correspon-
dence, checklists, and other documents in each case file. Because HUD
has decentralized the audit quality review function to its regional
offices, we conducted the majority of our work at four HUD regional
offices—Atlanta, Georgia; Chicago, Illinois; New York City, New York;
and Seattle, Washington.

Our evaluation of agencies’ controls for receiving timely, quality audits
was based on a model system as presented in our December 1985 report
and on the guidelines for promoting the quality of single audits issued
by the President’s Council on Integrity and Efficiency (PCIE). The system
is described in appendix II. We reviewed agencies’ written policies and
procedures and interviewed officials about their review practices. We
tested agencies’ records and files for a random sample of 494 audits to
verify the extent to which these procedures and practices were, in fact,
being carried out. We evaluated the controls for promoting the quality of
audits for all seven loan programs.

We conducted our work primarily in Washington, D.C., for those pro-
grams which were centrally administered there. Those programs were
REA telephone utilities, HUD nonsupervised mortgage companies, GNMA
Mortgage-Backed Securities, and sBA Small Business Investment Compa-
nies. The other programs—rFmHA multifamily housing programs, HUD
multifamily housing programs, and sBa Certified Development Compa-
nies—were decentralized, and our work was performed at program
offices in the states of Georgia, Michigan, New York, and Washington.
We conducted our work between January 1986 and March 1987, in
accordance with generally accepted government auditing standards.
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Chapter 2

Problems in CPA Audit Quality

Results of GAO’s
Review

Results of HUD’s
Review

CPas often had problems in the quality of their audits of participants in
federal guaranteed and insured loan programs. The problems were simi-
lar in many respects to those we reported in our earlier reviews of grant
audits. The public accounting profession, however, has recently taken
action which we believe should strengthen the quality of both types of
audits. .

We reviewed the working papers and reports on a random sample of 28
audits conducted by CPas. To determine the quality of these audits, we
assessed the extent to which CPas satisfactorily complied with the appli-
cable auditing standards and contractual terms in conducting the audits.

We found that 7 of the 28 audits we reviewed did not satisfactorily com-
ply with standards. The predominant problem we identified was non-
compliance with standards applying to planning and performing the
audit and to the sufficiency and competency of evidence supporting the
CPAS’ reports or opinions.

For example, standards require that Cpas retain a written record—
known as working papers—showing evidence that the CPa examined
accounting transactions, balances, and financial items; evaluated inter-
nal controls; and tested compliance with laws and regulations. We found
several instances where the working papers did not adequately show
that the cpA appropriately tested financial transactions to support the
opinion on the financial statements. In some instances, we found that
there was little or no working paper evidence supporting the Cpa’s evalu-
ation of internal control. In other instances, we found little or no evi-
dence in the working papers to support the CPA’s statements on the
auditee’s compliance with certain laws and regulations.

In fiscal year 1986, the 01G at HUD reviewed 182 CPA audits of partici-
pants in federal loan programs. The reviews generally consisted of
reviewing the CPAs’ reports and supporting working papers to ensure
that the audits conformed with applicable auditing standards.

HUD found that 123 of the 182 audits—approximately two out of every
three—had problems, particularly in obtaining and/or documenting suf-
ficient, competent evidential matter to support the CPA’s conclusions and
recommendations. For those audits with problems, HUD required the CPAs
to (1) perform more audit work, (2) provide additional working paper
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Action by the Public
Accounting Profession

evidence for the audit work performed, and/or (3) clarify the audit
work performed.

HUD selected the audits for review largely based on its judgment as to
which firms were more likely to have problems. Consequently, the
results of the reviews were not necessarily indicative of the frequency
of problems in the universe as a whole. Rather, they were skewed
towards a higher level of problem audits. Despite this, we believe that
the results of the reviews indicate that serious problems have occurred
in a large number of audits.

In July 1985, the American Institute of Certified Public Accountants—
the national professional association of CpAs and the most important pri-
vate group affecting governmental auditing—established a task force to
develop a comprehensive action plan to improve the quality of govern-
mental audits. The task force was formed largely in response to the
AICPA’s recognition that CPAs were not satisfactorily complying with pro-
fessional auditing standards on many of the governmental audits they
performed.

The task force concluded in March 1987 that a cPA who undertakes an
audit engagement has the ultimate responsibility to conduct the audit in
accordance with standards. The task force also concluded that oversight
organizations, such as the federal government, have responsibility to
help ensure audits are conducted in accordance with standards. Based
on those conclusions, the task force made 25 recommendations for
improving the quality of governmental audits.2 The recommendations
were divided into the areas of education, engagement, evaluation,
enforcement, and exchange of information. The following are summary
statements of these five areas.

Education: Training in governmental accounting and auditing should be
mandatory for cPas who perform governmental audits.

Engagement: The process by which CPAs are engaged to perform govern-
mental audits should be improved.

Evaluation: Inspectors general and others should expand and improve
their reviews of CPA audit quality.

Enforcement: The disciplinary process for substandard cpA audits
should be strengthened.

“Report of the Task Force on the Quality of Audits of Governmental Units, American Institute of
Certified Public Accountants, March 1986.
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Exchange of Information: There should be greater dialogue between the
government and the public accounting profession on issues affecting
governmental audit quality.

If properly implemented, we believe the task force’s 25 recommenda-
tions should help correct many of the underlying problems CPAs have on
audits of participants in federal grant and loan programs. The 25 recom-
mendations are listed in appendix III.
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Ineffective Federal Agency Controls

Untimely Receipt of
Audit Reports

We found that the agencies in our review—USDA, HUD, and SBA—did not
have effective controls for receiving and reviewing CpA audits of partici-
pants in federal loan programs. The problems centered around three
areas: (1) untimely receipt of audit reports, (2) insufficient review of the
audits, and (3) inadequate written guidance for the Cpas to follow when
performing the audits. In addition, we believe the three agencies in our
review could improve the usefulness of CPa audits if they uniformly
required that the audits be conducted in accordance with generally
accepted government auditing standards, which are more specifically
tailored to the needs of the government.

As discussed in chapter 1, audits of participants in federal loan pro-
grams provide agency managers and others with information on
whether the loans are being administered properly and whether pro-
grams are being conducted consistent with applicable laws and regula-
tions. When reports are not received, or are received late, agency
managers do not have timely information with which to oversee federal
loan programs.

We found that the three agencies in our review did not have adequate
controls for ensuring that audits were received on time. As a result, the
majority of audits included in our sample of program participants were
either received late or had not been received 1 year after their due date.
The determination of when an audit report is due varies, depending on
the particular loan program. Descriptions of the programs and the audit
report due dates are included in appendix L.

Generally, administrators of the agencies’ individual loan programs are
responsible for ensuring that audits are performed and that reports are
received in a timely manner. We found that program administrators did
not have adequate controls to ensure that audits were received on a
timely basis. In fact, only one of the seven programs we reviewed—HUD
multifamily housing—had written procedures requiring program admin-
istrators to follow up on late reports.

We reviewed agency records for 558 program participants to determine
whether they had submitted the audit report and whether the reports
had been submitted on time. For 64 cases, we could not determine if
audits had ever been received or received on time because agency
records were not complete or accurate. For the 494 cases where we
could make a determination, we found that 348—more than two-
thirds—were submitted late or were not received within 1 year. The
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majority of the audits received late were for the HUD and FmHA multifam-
ily housing programs.

Table 2.1: Receipt of Annual Audit
Reports

Receipt of reports Number Percent
Received on time 146 30
Received late:
1-30 days 149 30
31-60 days 59 12
61-365 days 93 19
Not received within 1 year 47 9
Total 494 100

Ineffective Follow-Up
Procedures

Insufficient Review of
Audits

Only one of the seven programs—HUD multifamily housing—had writ-
ten procedures requiring program officials to follow up on late reports.
That program was ineffective, however, because officials did not always
follow their own procedures. For example, one HUD field office had pro-
cedures for following up on audits which were more than 60 days late.
However, we found that the office did not follow up on any of the 13 cpra
reports that were more than 60 days late.

Officials for four of the other six programs said that they had unwritten
procedures for following up on late reports. These procedures, however,
were also ineffective in ensuring follow-up on late reports. For example,
in one FmHA office in which unwritten procedures called for following up
on reports more than 30 days late, we found that the office followed up
on only 1 of 10 reports more than 30 days late and that the follow-up
was not made until the report was 145 days late.

Because many audit reports are received late, we believe that each
agency should have a system with written procedures requiring pro-
gram officials to provide written follow-up on late reports and time
frames for when follow-up action should be taken. Moreover, each
agency should designate an official to ensure that its procedures are
followed.

Federal officials should review the audits that they receive to ensure
that they are of high quality. Without such reviews, there is no
ensurance that the audit reports and findings can be relied on for over-
seeing participants in federal loan prograrms.
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Inadequate Written
Guidance

Systems or programs for reviewing audit quality normally consist of a
review of (1) the audit report and (2) the working papers supporting the
audit to ensure that the audit conforms with professional standards.
Models or guidelines for reviewing audit quality have been issued by
GAO and the PCIE. (See appendix I1.)

Of the three agencies in our review, only HUD currently reviews the qual-
ity of Ccpa audits of participants in federal loan programs. The results of
HUD's reviews are included in chapter 2. The UsDA IG concluded from a
study completed in March 1987 that cra audits of federal loan programs
should be reviewed regularly for quality. REA, which discontinued its
quality reviews of CPA audits in 1984, responded to the study by indicat-
ing it planned to resume quality reviews in 1987. FmHA responded to the
study by indicating it planned to establish a program for such reviews.

SBA has not had a program to regularly review the quality of CPA audits
for participants in its loan programs and, at the time of our review, was
not considering any plans to implement such a program.

CPAs are responsible for conducting a quality audit. Auditing standards
require CPAs to obtain knowledge of matters that relate to the nature of
the entity’s business, its organization, and its operating characteristics.
Federal agencies can facilitate CPAs’ understanding of federal loan pro-
gram requirements by providing written audit guides for CPAs to use
when auditing participants in federal loan programs. To that extent, the
audit guides can help federal agencies better ensure that they receive
quality audits.

Audit guides were available for six of the seven programs we reviewed.
However, we believe that some of the guidance was incomplete and/or
outdated. For example, the audit guide provided by the FmHA to CPAs for
audits of multifamily housing programs, last revised in 1979, was
designed to be used for FmHA'S various loan programs rather than specif-
ically for the audit of multifamily housing programs. This audit guide is
very general and, accordingly, it does not list or describe applicable laws
and agency regulations related to multifamily housing programs, nor
does it identify agency officials who could provide technical assistance
to those performing the audit. The UsDA 16 March 1987 audit report also
identified the need for FmHA to identify the laws and agency regulations
applicable to the multifamily housing programs in the audit program
used by cpras. Based on the USDA IG's recommendation, FmHA said it will
revise its audit guide accordingly.
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More Useful Audit
Reports

As another example, two HUD audit guides—for multifamily housing and
GNMA securities—require CPAS to conduct their audits in accordance with
GAGAS. However, the suggested reporting language in the guides for
internal controls and compliance has been inconsistent with the stan-
dards for several years.

CPAs follow either GAGAS or GAAS, depending on requirements of the par-
ticular federal loan program. We believe audits conducted in accordance
with GAGAS are more useful to the federal government.

In the area of financial auditing, GAGAS and GAAS are generally similar,
except that GAGAS require additional reporting. Both sets of standards
require the auditor to report on the financial statements. GAGAS, how-
ever, also require the auditor to report on internal accounting controls
and compliance with laws and regulations. The primary distinction
between GAGAS and GAAS is in reporting requirements—not auditing
requirements. Both GAGAS and GAAS require that important internal
accounting controls be evaluated. Likewise, if significant funds are guar-
anteed or insured through an arrangement that requires compliance
with specific contractual or legal terms, then testing of compliance with
laws and regulations material to the audit is required since noncompli-
ance can significantly impact the entity being audited.

Because of the additional reporting requirements, GAGAS audits provide
more information on how well participants in federal loan programs are
managing their programs in compliance with federal laws and regula-
tions. This information is important to the federal government because
government organizations, programs, activities, and functions are usu-
ally created by law and have more specific rules and regulations than
commercial organizations.

GAGAS audits also have other benefits. For example, GAGAS require CPAs
to report all fraud, abuse, or illegal acts that are material to the audit
and provide more criteria than GAAS for reporting problems or
“findings.”

At the time of our review, only HUD required CPAs to follow GAGAS. At
USDA, FmHA was in the process of revising its regulations to require CPAs
to follow GAGAS, while REA indicated that it did not plan to require
GAGAS. SBA also did not plan to require GAGAS.
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Chapter 4

Conclusions and Recommendations

: . CPA audits of participants in federal loan programs have not always sat-
AUdlt Quahty isfactorily complied with applicable auditing standards or contractual
requirements. When audits do not comply with standards and require-
ments, the credibility of the information in the report is affected and the
usefulness of the report can be significantly reduced.

We believe that when auditing participants in federal programs, the cpa
must perform audits that meet professional standards and agency
requirements. We believe that implementation of recent initiatives by
the AICPA’s task force on the quality of audits of governmental units
should bring about needed improvements in audit quality.

We believe many federal agencies do not have adequate controls to

Federal COIItI‘OlS ensure that they receive audits which are on time and which are per-
formed in accordance with applicable audit standards and contractual
requirements. Our review of seven loan programs for three agencies
showed that the majority of audit reports were either received late or
not at all. Further, many of the reports were not subject to quality con-
trol review by the agencies. One of the purposes of having the audits
performed is to provide an agency with reliable information on how its
programs are being carried out by program participants. When audit
reports are not received on a timely basis, or are of poor quality, agency
officials do not have current or reliable information they can use to
make this evaluation.

Also, we believe each federal agency can strengthen its controls and bet-
ter ensure that it receives quality audits if it facilitates CPAs’ under-
standing of federal loan program requirements through detailed, up-to-
date written audit guides.

Lastly, audit reports are used by program officials to help ensure that
an entity is managing its program in compliance with federal laws and
regulations. Because of the additional reporting requirements of GAGAS,
we believe that audits performed in accordance with GAGAS would be
more useful to the federal government. GAGAS require the auditor to
report on internal accounting controls and compliance with laws and
regulations that are material to the audit.

Recommendations We recommend that the Secretaries of UsDA and HUD and the Administra-
tor of the SBA:
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issue written procedures requiring loan program officials to follow up
on late audit reports, specify action to be taken when the reports are
late, and improve controls to ensure that those procedures and actions
are taken and

provide CPAs with compiete and current written audit guidance to use in
the conduct of loan audits.

We further recommend that the Secretary of Uspa and the Administrator
of SBA:

implement procedures to review the quality of cPA audits of loan pro-
grams, and

require that audits of participants in loan programs be performed in
accordance with GAGAS.

Agency Comments and
Our Evaluation

We obtained comments on a draft of this report from UsDA, HUD, and SBA.
The comments are printed in their entirety in appendixes IV, V, and VI,
respectively and discussed below.

Follow-Up on Late Audit
Reports

USDA stated that REA provides adequate procedures for following up on
late audit reports. We reviewed the REA regulations USDA provided us
and concluded that they do not provide specific procedures for requiring
loan program officials to follow up on late audit reports, nor do they
specify the time frame in which they must follow up. The procedures
address time frames for following up on audit review letters sent to bor-
rowers following a review by REA of the audit report. USDA did not
respond regarding how FmHA plans to follow up on the large number of
CPA reports it received late.

HUD said it was going to issue written procedures in conjunction with an
automated information system being designed for multifamily housing
projects, but did not address what it would do for the other two HUD
programs we reviewed—GNMA Mortgage Backed Securities and non-
supervised mortgage companies. L

SBA stated that regulations are in place which require that audits be sub-
mitted within specific time frames and that there are controls in place to
implement these regulations. We reviewed the regulations and direc-
tives, and concluded that while they do address time frames for filing
certain reports, the procedures do not require loan program officials to
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follow up on reports when they are not submitted within established
time frames.

Written Audit Guidance
for CPAs

UsDA did not formally respond to our report regarding FmHA's written
audit guidance; however, FmHA officials informed us during our audit
that they intended to revise the FmHA’s audit guide in response to a simi-
lar recommendation made earlier by the USDA IG. The other USDA program
we reviewed, REA, had adequate written guidance for cpPas to follow
when auditing REA borrowers.

For the three HUD programs in our review, we found that two of them—
multifamily housing and GNMA securities—had incomplete and/or out-
dated written audit guidance. In its response, HUD stated that a revised
written audit guide for multifamily housing would be completed by
March 1988, but it did not discuss whether it planned to revise the guid-
ance for GNMA securities.

sBA responded that it provides written accounting, but not auditing,
guidance to CPAs. Relying on our reference to “‘governmental audits” in
the report, sBA does not believe our recommendation is applicable to its
programs because participants in its programs are ‘‘commercial” rather
than ““governmental” entities. We believe that our recommendation is
applicable and that SBA misapprehended the meaning of ‘“‘governmental
audits” in our report. For purposes of this and other reports on audit
quality, GAO has used ‘‘governmental audits” to include audits of partici-
pants in governmental grant, loan and other programs where the audit
is required as a condition of participation in the program. Therefore,
since SBA program participants are required to be audited by, and are
otherwise subject to, SBA laws and regulations, SBA should provide writ-
ten guidance which will facilitate CpAs’ understanding of its loan pro-
gram requirements. To that extent, the audit guides can help SBaA ensure
that it receives quality audits.

Review Quality of CPA
Audit Reports

UshA agreed with our recommendation to implement procedures to
review the quality of CPA audits. REA recently reactivated its review pro-
gram, and FmHA, based on its earlier agreement with a similar recom-
mendation by the USDA IG, planned to establish a review program.

SBA said its program office reviews financial statements for appropriate

accounting, and pointed out that the quality of the cpa audit of the
statements is subject to analysis by the SBA IG, as deemed appropriate by
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the 1G. Our review, however, showed that the sBA IG staff usually does
not evaluate the quality of the CPA audits of its loan participants and, as
a result, SBA does not have a means to ensure that quality audits are

being performed.
Following Generally UsDA did not formally respond to our report regarding FmHA; however, at
Accepted Government the time of our review, FmHA was in the process of revising its regula-
ses tions to require CPAs to follow GAGAS. UsDA, with regard to REA, and SBA
é;l;i(l}tg\sg)Standards favor their current dual approach of relying on (1) cpas to audit the

financial statements of loan program participants in accordance with
GAAS and (2) agency staff to audit participants’ compliance with federal
laws and regulations. Both agencies believe that requiring CPAs to per-
form financial and compliance audits in accordance with GAGAS would be
inappropriate as well as more costly.

We believe that Uusba, with regard to REA, and SBA misunderstand the
nature of GAGAS audits performed by CPas. In federal loan programs, sig-
nificant funds are guaranteed or insured through arrangements that
require participants to comply with specific laws and regulations. Fail-
ure to comply with those arrangements could significantly affect a par-
ticipant’s financial condition. Accordingly, a cPA—whether auditing in
accordance with GAAS or GAGAS—would determine whether the partici-
pant was complying with federal laws and regulations that could materi-
ally affect the audit. As discussed in chapter 3, the primary distinction
between GAAS and GAGAS is in reporting requirements rather than audit-
ing requirements. Requiring CPAs to perform financial and compliance
audits of loan program participants in accordance with GAGAS would
result in only a nominal increase in costs to cover the additional report-
ing requirements. (See appendixes IV and VI.)

Page 22 GAO/AFMD-88-3 CPA Audits of Federal Loan Programs



Page 23 GAQ/AFMD-88-3 CPA Audits of Federal Loan Programs



Appendix |

Description of Guaranteed/Insured
Loan Programs

The following is a brief description of the seven programs included in
our review. These programs involve guaranteed and insured loans for
which annual audits are required. Approximately 35,000 cpA audit
reports are received each year for these seven programs.

Programs Within the

Department of

Agriculture

Multifamily Housing FmHA's multifamily housing program, authorized under Title V of the
Program Housing Act of 1949, as amended, insures loans made through the Fed-

eral Financing Bank to individuals, corporations, associations, trusts,
Indian tribes, or partnerships for the purposes of providing rental or
cooperative housing for the elderly or lower-income? families in rural
areas. FmHA also insures loans for purposes of providing housing and
related facilities for domestic farm labor.

FmHA requires borrowers to submit an annual audit report on each pro-
Jject having 25 or more units. FmHA currently requires borrowers to sub-
mit their reports 60 days after their fiscal year-end (at the time of our
review, the requirement was 45 days after the borrower’s fiscal year-
end). Audits are to be performed in accordance with AICPA standards
and FmHA requirements. Nationwide, FmHA receives approximately 9,000
CPA audit reports each year.

Rural Electrification and REA, through its rural electrification and rural telephone programs,

Rural Telephone Programs guarantees loans made through the Federal Financing Bank for the con-
struction and operation of rural electric and telephone facilities, lines,
systems, and improvements. REA borrowers are typically companies,
cooperatives, public bodies, or nonprofit associations.

REA borrowers must submit an annual audit report to REA within 120
days of the borrower’s fiscal year-end. Nationwide, REA receives approx
imately 2,000 rural electric and rural telephone CPA audit reports each
year.

3Lower-income is defined as 80 percent or less of the median income for a particular geographic
region.
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Appendix I
Description of Guaranteed/Insured
Loan Programs

Multifamily Housing
Programs

HUD’s multifamily housing programs, under the National Housing Act, as
amended, are designed primarily to assist lower-income households in
obtaining adequate and reasonably priced housing. By assuring mort-
gage repayment, HUD encourages private lenders (mortgagees) to enter
the housing market to provide financing which otherwise might be
unavailable to project owners (mortgagors). The mortgagor may be an
individual, a partnership, a trust, or a corporation, either nonprofit or
profit motivated.

HUD requires a mortgagor to submit an annual audit report within 60
days after the project’s fiscal year-end. Audits must be performed in
accordance with GAGAS and HUD requirements. Nationwide, HUD field
offices receive approximately 20,000 multifamily housing audit reports
each year.

Government National
Mortgage Association
Mortgage-Backed
Securities Program

The GNMA Mortgage-Backed Securities Program provides a means for
channeling funds from the nation’s securities markets into the housing
market. Under section 306(g) of the National Housing Act, GNMA guaran-
tees the timely payment of principal and interest on securities that are
based on, and backed by, a trust or pool composed of mortgages which
are insured or guaranteed by the Federal Housing Administration (FHA),
the Farmers Home Administration (FmHA), or the Veterans Administra-
tion (VA).

Issuers of GNMA securities are private firms, such as mortgage banking
companies, savings institutions, and commercial banks. Issuers must
submit an audit report to GNMA each year within 90 days following their
fiscal year-end. Audits must be performed in accordance with GAGAS.
Nationwide, GNMA receives approximately 1,300 cpA audit reports each
year.
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Nonsupervised Mortgage
Companies

Programs Within the
Small Business

Administration

Under the National Housing Act, as amended, HUD is authorized to pro-
vide insurance protection to private lenders who provide mortgage
financing to purchasers of single-family homes.

HUD requires private lenders who are not subject to supervision by a
government agency, referred to as “nonsupervised mortgage compa-
nies,” to submit annual audit reports, within 75 days following the close
of the mortgagee’s fiscal year. Currently, the audits must be performed
in accordance with GAGAS; however, at the time of our review, the audits
were performed in accordance with AICPA standards and HUD require-
ments. Nationwide, HUD receives approximately 2,000 audit reports of
nonsupervised mortgagees each year.

Certified Development
Companies Program

The ¢cDC Program, under provisions of the Small Business Investment
Act of 1968, as amended, helps communities by stimulating the growth
and expansion of small businesses within a defined area of operation.

CDCs, operating as either a private nonprofit corporation or a for-profit
corporation, provide long-term, fixed asset financing by selling deben-
tures with sBA’s 100 percent guarantee for an identifiable small business
concern.

Each CDC is required to submit an annual report within 90 days after its
fiscal year-end. Annual reports contain management reports and finan-
cial statements which are audited, generally by a CPA. CPAs, during the
course of their examination, must adhere to AICPA standards. Nation-
wide, SBA receives approximately 500 cDC annual reports each year.

Small Business Investment
Companies Program

Under the SBIC Program, SBA licensed investment companies, with their”
own funds and with funds borrowed at favorable rates from the federal
government, provide small businesses with equity capital, long-term
loans, and management assistance. Eligible SBICs can apply to the sBa for
a guarantee of their debentures. A major incentive for SBICs to invest in
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small businesses is the chance to share in the success of the small busi-
ness if it grows and prospers. By law, an SBIC can be organized in any
state, as either a corporation or a limited partnership.

Each SBIC is required to submit an annual report within 90 days after its
fiscal year-end. Annual reports contain management reports and finan-
cial statements which are audited, generally by a CPA. CPAs, during the
course of their examination, must adhere to AICPA standards. Nation-
wide, SBA receives approximately 500 sBIC annual reports each year.
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System for Promoting Quality Audits

The following is a brief description of the key elements of a model sys-
tem for federal agencies to follow to promote quality audits. A more
comprehensive description for the majority of these elements can be
found in GAO’s prior audit quality report on 1Gs’ quality control activities
(Ga0o/AFMD-86-20) and the guidelines issued by the President’s Council on
Integrity and Efficiency (PCIE) for promoting the quality of single audits.

Tracking Receipt of CPA
Audit Reports

Required audits should be tracked to ensure they are performed and
reports are received by the agency in a timely manner. Agencies should
establish and maintain a system for controlling the due dates and receipt
dates of audit reports, contact program participants when an audit
report is not received, and invoke sanctions as necessary.

Providing Adequate Audit
Guidance and Technical
Advice

Agencies should provide CPAs with accurate, up-to-date audit guidance
at the earliest stages of the audit and actively provide technical advice
during the course of the audit to ensure that the CPas have a clear
understanding of the audit requirements.

Conducting Desk Reviews
and Quality Control
Reviews

Desk reviews (review of CPA audit reports) should be made on all audits,
and QCRs (quality control reviews of supporting working papers) should
be made on a sample basis to determine auditor conformance with pro-
fessional standards and agency requirements. Because of the technical
nature of these activities, both reviews should normally be performed
by the agency’s audit group or the IG staff. Reviewers should use stan-
dardized checklists annotated to standards while conducting their
reviews and, when completed, notify appropriate parties of review
results. Agencies should then invoke sanctions as necessary. Further,
agencies should summarize their reviews and report overall results to
appropriate agency officials and to the Congress.

Conducting Periodic
Assessments of Agency
Audit Quality Systems

Periodic assessments of agency audit quality systems should be con-
ducted to determine whether the systems are being followed as required.
Assessment results should be reported to appropriate agency officials S0
that any needed improvements can be made.
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Recommendations of the AICPA Task Force on
the Quality of Audits of Governmental Units

Education

1. Auditors of governmental organizations, programs, activities, and
functions should be required to complete continuing professional educa-
tion courses in the unique aspects of governmental accounting and
auditing.

2. The aicpa State and Local Government Committee should review and
approve all new governmental accounting and auditing courses offered
by the AICPA before presentation, and the committee should review them
for continued relevance annually thereafter.

3. Policies and procedures should be established to assure that the
instructors of the AICPA governmental accounting and auditing courses
are properly qualified and adequately trained to teach the courses.

4. Self-study programs in governmental accounting and auditing, includ-
ing video programs, should be marketed actively, particularly in geo-
graphic areas where it would be difficult for auditors to participate in a
group study program.

5. The AICPA should work with other organizations that offer govern-
mental accounting and governmental auditing courses to receive or pro-
vide information that would improve the quality of such courses.

6. A statement on auditing standards relating to auditing for and report-
ing on compliance with applicable laws and regulations should be devel-
oped and issued.

7. The aicPA Technical Information Division’s capacity to respond to
members’ questions relating to governmental accounting and auditing
should be strengthened and maintained.

8. The regional offices of inspectors’ general capacity to provide timely
and proper guidance to recipients of federal financial assistance and
their independent auditors should be strengthened and maintained.

9. The Compliance Supplement for Single Audits of State and Local Gov-
ernments, published by the Office of Management and Budget (OMB),
should be reviewed annually and updated as necessary.

10. The compliance requirements and suggested audit procedures for
federal financial assistance programs not included in the Compliance
Supplement should be developed and published by the respective
agencies.
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on the Quality of Audits of

Governmental Units

11. The Questions and Answers on the Single Audit Provisions of OMB
circular A-102 “Uniform Requirements for Grants to State and Local
Governments” published by omB, should be updated to reflect the issu-

ance of circular A-128.

Engagement

12. A comprehensive study should be undertaken of the procurement of
audit services and the way in which that process influences audit
quality.

13. A model request for proposal for audit services should be developed
and widely distributed.

14. The federal government’s numerous rules that govern the conduct of
a single audit should be consolidated into a single rule. The rules should
be expanded to incorporate the applicable recommendations addressed.

15. Requirements for audits conducted for or on behalf of the federal
government should be established and monitored by an office of inspec-
tor general.

Evaluation

16. The guidelines for conducting desk and working paper reviews
included in the Federal Cognizant Agency Audit Organization Guidelines
should be expanded in order to assure comprehensive, consistent quality
control reviews.

17. The audit deficiency data collected during desk and working paper
reviews should be categorized by type of deficiency and solutions sought
for recurring and systemic problems.

18. A “positive enforcement program’ that includes reviews of audits of
governmental units should be instituted in each state.

19. Auditors and audit organizations performing audits of governmental
funds should be required to participate in a peer review program that
includes reviews of governmental audits. L

Enforcement

20. The system for referring allegedly substandard audits to licensing
authorities and professional organizations should be modified to lessen
the paperwork required to initiate a referral, enable the investigation to
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on the Quality of Audits of

Governmental Units

be completed in less time, and provide feedback to the referring and
other appropriate officials.

21. Guidelines should be developed and distributed to explain the refer-
ral process to organizations that would have a need to make referrals.

Exchange

22. Membership in the National and regional Intergovernmental Audit
Forums should be opened to CPAs in public practice.

23. The dialogue and exchange of information among the various indi-
viduals involved in governmental auditing should be expanded.

24. The governing bodies and committees of the AICPA should include
individuals from the government audit community, and the governing
bodies and committees of the government auditor and financial manage-
ment associations should include CPAs in public practice.

25. Federal and state auditors should be included as co-instructors for
the AICPA governmental accounting and auditing continuing professional
education courses; complimentary registrations should be given to mem-
bers of their organizations.
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Comments From the Department of Agriculture

Note: GAQ comments
supplementing those in the
report text appear at the
end of this appendix.

See comment 1.
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DEPARTMENT OF AGRICULTURE
QFFICE OF THE SECRETARY
WASHINGTON. O C 20250

DEC 15 1987

J. Dexter Peach

Assistant Comptroller General

Resources, Community, and Bcononmic
Development Division

General Accounting Office

Dear Mr. Peach:

A review has been made on the proposed GAQ report dated
November 1, 1987 entitled, CPA Audit Quality: Improved
Controls Are Needed to Ensure Quality Audits of Federal Loan
Programs." We offer the following comments.

In Appendix II, "System for Promoting Quality Audits," does
not credit FmHA with the proposed use of contractors to
conduct quality control reviews of a sample of working
papers and to sample desk reviews made or caused to be made
by FmHA.

For purposes of the following reply, the pertinent documents
are 7 CFR Part 1789, REA Policies Concerning the Audits of
REA Borrowers (Part 1789), and REA Staff Instruction (SI)
185-4:465-4, Processing and Review of CPA Audit Reports. We
have enclosed copies of these documents for your review.

Audit Report Tracking System

report within 120 days of the borrower's fiscal year-end.
Detailed procedures for the processing and review of these
audit reports are set forth in SI 185-4:465-4. Responsi-
bility for obtaining the audit report within the required
time constraints is assigned to the appropriate Program Area
Office with the responsibility for oversight given to the
Deputy Administrator - Program Operations. Audit reports
are considered delinquent when they have not been received !
within 30 days of their due date. At that time, REA
initiates its follow-up procedures. In 1986, we
strengthened these procedures and as a result, we have
increased the percentage of audit reports submitted on time
to 78% thereby reducing our percentage of delinquent audit
reports to only 22%. I believe tnis strengthening of our
procedures has greatly attributed to our high percentage of
audits received on a timely basis.

REA requires each of its borrowers to submit an annual audis %
|
|
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Quality Review Program

GAO's report specifies that a system or program for
reviewing audit quality consists of (1) a desk review of
each audit report submitted and (2) a sample quality control
review of the supporting workpapers. ZEach audit report
submitted to REA is reviewed for compliance with REA's audit
requirements as sgpecified in Part 1789. It is also reviewed
for any unusual or unsatisfactory conditions that may be
presented. A standardized review checklist has been
developed and is used for all reviews. Any problems noted
during the review are addressed in a letter to the President
of the Board of Directors. The President is requested to
regspond within 60 days notifying REA of the corrective
action to be taken. Specific responsibility for obtaining
this response and for assuring that the necessary action has
been taken is assigned to the appropriate Program Area
Office. REA's standardized review checklist and review
procedures are detailed in SI 185-4:465-4.

REA's program for the gquality review of CPA working papers
is twofold. REA has developed an in-house review of working
paper3 for adherence to REA's audit requirements as set
fortn in Part 1789 and we have adopted a mandatory peer
review program for adherence %o quality control standards
and generally accepted auditing standards (GAAS). Effective
January 1, 1988, all CPAs auditing REA borrowers are
requirad to submit to a peer review of their quality control
3tandards and their audit working papers. The peer review
requirement provides REA with program-wide coverage and
aggurance while the REA quality review provides specialized
agsurance of adherence to REA's audit policies.

During fiscal year 1987, REA staff reviewed six CPA firms
auditing 62 REA borrowers for compliance under our gquality
review program. Two of the firms were determined to be
substandard. REA issued a report denoting each firm's
deficiencies and followed up with one firm with a second
review six months later. Significant improvements in the
quality of the working papers were found during the second
review. The gecond follow-up review is pending a six month
waiting period.

I believe that the combination of these two programs--the
quality review program and the peer review program--provide
the highest degree of assurance that the audit reports
received by REA are of the highest quality.

Audit Fuides

Part 1789 sets forth REA's policies concerning the audits of
REA borrowers. Included in Part 1789.3%8, Audit documen-
tation, Aare specific documentation requirements and audit
procedures for each major account clasgification on the
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balance sheet and income statemet. We have also provided
sample financial statements in the Appendices to Part 1789
to asgist the CPAa in the classification and presentation of
the financial information. Part 1789 was last updated in
1986 and we believe it provides a current, comprehensive
format for the CPAs. ’

Generally Accepted Government Auditing Standards (GAGAS)

GAO's report states that CPAs who audit participants in
Federal loan programs are required to follow either GAAS or
GAGAS. GAO, however, is suggesting that GAGAS is the
preferable set of standards to be followed. One of the
reasons cited is that GAGAS requires the auditors to report
all fraud, abuse, or illegal acts to the government agency.

REA regulations ags set forth in Part 1789.5, Audit
Standards, require the CPA to perform the annual audit of a
borrower's financial statements in accordance with GAAS.
GAGAS expand the scope of a financial aundit performed in
accordance with GAAS to include a determination that the
entity has complied with all laws and regulations that may
have a material effect upon the financial statements. This
area of expanded coverage is fulfilled by the compliance

reviews (loan fund reviews) performed by thne REA field
accountants. In addition, in Part 1789.7, Disclosure of
Irregularities, REA requires the CPA to report all
irregularities, whether material or not, to REA. As used in
Part 1789, irregularity is defined to include any
defalcation, fraud, false report or false claim affecting a
borrower or the interest of the Pederal government.

The Administrator of AEA is empowered by the Rural
Electrification Act to make guaranteed and insured
government loans to cooperatives, companies, and
municipalities which provide telephone and electric service
to persons living in rural areas. Accordingly, he has been
charged with the responsibility and accountability of
assuring that Federal funds loaned under the provision of
the Act are properly accounted for and disbursed for proper
loan purposes. To guarantee this assurance, REA has
developed a two-tier review program consisting of:

a. A financial statement audit performed in accordance
with GAAS by an independent CPA; and

b. A loan fund compliance review performed by REA .
field accountants.

This separation of audit responsibility has proven that it
provides the greatest degree of positive assurance and
financial information at the lowest cost to both the Federal
governaent and the REA borrowers. After having considered
the many ramifications of adopting GAGAS as an REA
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requirement, the Administrator does not feel that he can
properly discharge his responsibilities under the REA Act
if the loan fund review was to be performed by the CPA.
Several of his concerns are detailed below.

Audit Respongibility - As stated in part 1789.2, REA
Audit Requirements, each borrower is responsible for having
its financial statements audited by a CPA firm selected by
the borrower and approved by REA. As such, the borrower is
responsible for all audit fees incurred. 3imilarly, the
borrower possesses the authority to discharge a CPA without
recourse or explanation to REA. TIf the borrower was to
employ a CPA to perform the additional compliance testing
required in the loan fund audit, the borrower would have the
authority to discharge that same CPA if loan funds were
disallowed as result. Subsequent CPAs could be employed
until the borrower located one with a philosophy similar to
that of the borrower, thereby greatly reducing the assurance
afforded REA.

Statistical Sampling - Independent CPAs performing
compliance reviews utilize statistical sampling technigues
to determine the nature and extent of transactions tn be
tested. As specified in the "Standards for Audit of
Government Organization, Programs, Activities, and
Punction," the CPA is required to provide positive assurance
on those items not tested. Whereas, the REA loan fund
review tests each loan fund advance for compliance with 7
CFR Part 1711, Advance of Funds, and each loan fund
disburgement for compliance with policy rules and
regulations. In 1985, $28,800,000 of improperly disbursed
loan funds was disallowed and in 1986, $16,000,000. An
additional $1,900,000 of advances received in violation of
Part 1711 was repaid with interest to the Federal treasury.
The degree of agsurance afforded REA, as well as the
disallowance of loan funds, could be significantly rsduced
through the use of statistical sampling.

Audit Fees - Qur discussions with the Office of General
Counsel indicate that there may be limits on the extent to
which REA may impose additional audit obligations on its
borrowers without REA, itself, sharing in the financial
burden. Based upon current estimates consistent with the
audit fees incurred for audits performed under the Single
Audit Act, the assignment of compliance reviews to the CPA
would increase annual audit fees by approximately $6.9
million. This increased cost far exceeds the current cost
to the Pederal government of $1.5 million.

See comment 2. Quality of Reviews - In separate studies conducted by
the 0Fffice of Inspector General and GAO, they found that 70%
of the reports filed under the Single Audit Act contained
material inadequacies and of those, 35% were rejected as
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being tntally inadequate. 1If approximately 70% of the
audit3 filed under the Single Audit Act contain material
inadequacies, the guestion arises ag to the quality of work
we can expect to receive from a highly specialized report
such as the loan fund resview. .

Bagsed upon these reasons, 1 do not believe that enlarging
the scope of the CPA audit is an acceptable alternative. I
believe that the quality of assurance provided by the REA
field accountants far exceeds its cost to fthe Federal
government.

Si:;%;2;i;akzzzzéaz;~*"'ﬂ—’~—f‘
ROLAND R. VAUTOUR

Under Secretary
for Small Community
and Rural Development

Enclosures
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The following are GAO’s comments on the Department of Agriculture’s
letter dated December 15, 1987.

G AO Comments 1. See end of chapter 4 for our evaluation of USDA’s response.

2. Subsequent to USDA’s response, officials at UsDa told us that the statis-
tics noted were reported by the ninth annual conference of the American
Institute of the Certified Public Accountants’ Private Companies Prac-
tice Session, not by GA0 or by the Office of Inspector General.
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See comment 1.

PRy U.S. DEPARTMENT OF HOUSING AND URBAN DEVELOPMENT

WASHINGTON, D.C. 20410-8000

L]

o,

™ -4“

OFFICE OF THE ASSISTANT SECRETARY FOR
HOUSING:

-FEDERAL HOUSING COMMISSIONER

DEC 281987

Mr. J. Dexter Peach

Assistant Comptroller General
Resources, Community, and Fconomic
Development Division

United States General Accounting Office

Washington, DC 20548

Dear Mr. Peach:

Your letter of November 6, 1987, addressed to the Secretary
of Housing and Urban DeveloPment transmitting a proposed report
to the Congress entitled: ''CPA Audit Quality: Improved Controls
Are Needed to Ensure Ouality Audits of Federal Loan Programs,' has
been referred to me for reply.

We are in general agreement with the recommendations in the
report. Therefore, we will explore ways to improve CPA training
and will also examine the disciplinary process for those
submitting poor quality CPA audits.

I will answer the recommendations in the order that they are
presented in the report.

Recommendation No. 1: 1Issue written procedures requiring loan
program offliclals to follow-up on late audit reports, specify
action to be taken when the reports are late, and improve controls
to ensure that those procedures and actions are taken.

Reply: There is an application to be automated under the
ﬁﬁgt¥family Information Processing System (MIPS) entitled
Financial Statements which covers date tracking, data entry, and
performance risk analysis. This application will be implemented
and operational by the end of the third quarter of Fiscal Year .
1988, and written procedures and instructions will be in place,
accomplishing this recommendation.
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Recommendation No. 2: Provide CPAs with complete and current
written aud{t guldance to use in the conduct of loan audits.

Reply: On January 30, 1987, HUD issued a revised version of Audit
Eugae for Use by Independent Public Accountants in Audits of FUD-
Approved Monsupervised Mortgagees, Loan Correspondents, and
Coinsuring Mortgagees (ﬁindEooE (e Z000.3 REV-E) This audit
gulde provides complete instuctions to Independent Public
Accountants (IPAs) in performing the respective audits and
requires that the IPAs follow generally accepted government
auditing standards (GAGAS). HUD is presently developing a revised
version of Audit Guide for Mortgagors Waving FUD Tnsured or
Secretary Held Multlfamlly Mortgages (Pandbook I1G 4372.1, dated
June ]9757. The latter audlt gulde, which will be completed by
March 31, 1988, will also require the IPAs to follow GAGAS.

Sincerely yours,

Thomas T. Demery
Asslistant Secretary
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The following are Ga0’s comments on the Department of Housing and
Urban Development’s letter dated December 28, 1987.

1. See end of chapter 4 for our evaluation of HUD's response.
GAO Comments P _ PO
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end of this appendix. A,
:‘:g&‘ N/
A e ’@} . U.S. SMALL BUSINESS ADMINISTRATION
e & WASHINGTON, D.C. 20416
‘f,‘ 1953 A
ISTR

OFFICE OF THE ADMINISTRATOR
DEC | 7 1987

Mr. J. Dexter Peach

Assistant Comptroller General

Resources, Community and Economic
Development Division

General Accounting Office

Washington, D. C. 20548

Dear Mr. Peach:

We have reviewed your draft report entitled, "CPA Audit Quality:
Improved Controls Are Needed to Ensure Quality Audits of

See comment 1. Federal Loan Programs", (GAO/AFMD-86-33), and recognize the
importance of the subject matter. To the extent the
deficiencies indicated by the study exist, the recommendations
proposed appear to have merit. Although we support the
recommendations, we feel that the conclusions and suppositions
in the draft in many cases do not apply to the Small Business
Administration (SBA), or need clarification or correction. The
difference between financial audits and compliance audits is
not clearly articulated. While they could be performed by the
same practitioner, each has its own unique characteristics.

The draft also appears to equate audits of governmental units
with those of commercial enterprises. An example is the
recommendation regarding courses in governmental accounting for
CPAs doing audits of commercial entities who secure Government
loans. The draft also appears to address the situation wherein
CPAs have been contracted by the program agency.

SBA program participants are presently audited from two
perspectives -- one financial, and one regulatory. We

recommend that the requirement for a financial audit, to be
performed by CPAs of Small Business Investment Companies

(SBICs) and Certified Development Companies (CDCs) at the
licensees' expense, be continued. A compliance audit is the
responsibility of the Agency Inspector General, and should he
choose to utilize CPAs to do the work, he would then contract
for their services, provide guidance, and oversee the quality
of their work. This is essentially the current practice at SBA.
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The following are our specific comments on the four
recommendations made in the report:

Recommendation 1 - ensure that agencies have controls for
receiving CPA audit reports on time. SBA regqulations
clearly require that audits be submitted within specific
timeframes and there are controls in place to implement
these requlations. Failure to submit in a timely manner
subjects the entity to administrative sanctions. Internal
directives establish the responsibility and procedures for
tracking the timely receipt of audit reports.

Recommendation 2 - ensure that agencies have controls for
reviewing audit quality. This is a two-pronged situation.
First, all annual financial statements submitted by CPAs
are reviewed and analyzed for appropriate accounting by the
program office. Any anomalies, questions, or apparent
errors are resolved. Second, the quality of the audit is
subject to analysis by SBA IG examiners, as they deem
appropriate in the circumstances. The regulations provide
for access to the CPA's working papers should the examiner
consider it necessary.

Recommendation 3 - ensure that agencies have controls to
provide adequate written quidance to CPAs for performing
governmental audits. In the context of the overall draft,
this recommendation seems ambiquous. SBA program offices
provide considerable gquidance to CPAs as to the proper
method of accounting for program participants; (e.gq.,
Accounting Standards and Financial Reporting Requirements
for Small Business Investment Companies, 13 CFR Part 107
Appendices I and II). The ambiquity arises in determining
the meaning of "governmental audits®". This would appear to
concern the audit of governmental entities, which is not
applicable to the discussion. On the other hand, it could
concern audits performed directly under contract to a
Government agency. In that case, specific guidance is
required; however, such a case is not currently applicable
to SBA.

Recommendation 4 - ensure that agencies have controls for
requiring CPAs to follow generally accepted government
auditing standards (GAGAS). The SBA program requirements
for CPA audits of SBA program participants are strictly
those of a financial nature. Compliance or regulatory
audits of those participants are the responsibility of the
IG. To require CPAs to follow GAGAS in the conduct of a
financial audit would not only be costly to the
participant, but also would duplicate the

.
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efforts of the IG, As was mentioned previously, however,
should the IG decide to employ CPAs to conduct compliance
audits, they would then be required to follow GAGAS.

In summary, we believe the recommendations that concern
timeliness, guidance, and review of audits are essentially in
place at SBA, and controls in these areas currently exist. The
recommendation to require conformance to GAGAS so that the CPA
assures compliance with laws and requlations is not currently
applicable to SBA programs. At such time as a contracted CPA
is charged with determining such compliance, adequate controls
will be in place to ensure proper Agency review.

We appreciate the opportunity to comment on this draft report.
If you need any additional information, please contact

Mr., Raymond F. Randolph, Assistant Inspector General for Audit,
at 235-8203.

ncerely,

James Abdnor
Administrator
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The following are GA0’s comments on the Small Business Administra-
tion's letter dated December 17, 1987.

1. See end of chapter 4 for our evaluation of SBA’s response.
GAO Comments P , P
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