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Foreword

The past three decades have seen a substantial
increase in the number and dollar amounts of gov-
ernment programs and services, including large
expenditures of public moneys to solve critical
social and financial problems in the public, govern-
ment and industry. This increase has brought with
it a demand for full accountability by those
entrusted with public funds and the responsibility
for properly managing government programs and
services,

Auditing has become arn integral element of govern-
ment accountability. This reliance on auditors has
enhanced the need for standards to guide auditors
and allow others to rely on auditors’ work. Stan-
dards help ensure that audits are fair, objective,
and reliable assessments of government
performance.

This revision of the standards supersedes the 1981
revision, and becomes effective for audits starting
January 1, 1989, Early application of the standards
is permissible.

I want to personally thank those who provided sug-
gestions and comments for improving the stan-
dards, and to especially thank the members of the
Anditing Standards Advisory Council and the proj-
ect team for their advice and efforts in preparing
this revision of the standards.

Clsdds A. Bkl

Charles A. Bowsher
Comptroller General
of the United States

July 1988
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Chapter 1

Introduction

Purpose

This statement contains standards for audits of
government organizations, programs, activities, and
functions, and of government funds received by
contractors, nonprofit organizations, and other
nongovernment organizations. The standards are to
be followed by auditors and audit organizations
when required by law, regulation, agreement or
contract, or policy. The standards pertain to the
auditor’s professional qualifications, the quality of
audit effort, and the characteristics of professional
and meaningful audit reports.

Kpplicability

2.

Federal legislation requires that the federal inspec-
tors general comply with audit standards estab-
lished by the Comptroller General for audits of
federal organizations, programs, activities, and
functions. The legislation further states that the
inspectors general are to ensure that audit work
conducted by nonfederal auditors of federal organi-
zations, programs, activities, and functions complies
with these standards.!

Other federal auditors must also follow these stan-
dards. The Office of Management and Budget (oMB)
included these standards as basic audit criteria for
federal executive departments and agencies in OMB
Circular A-732

The Single Audit Act of 1984 requires that these
standards be followed by auditors auditing state

1See the Inspector General Act of 1978, as amended, 5 U.S.C. App.
(1982).

2See section 6 of OMB Circular A-73, “Audit of Federal Opera-
tions and Programs ”
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Chapter 1
Introduction

Relationship
to AICPA
Standards

10.

11.

The alcpa has issued standards that are applicable
to and generally accepted for audits conducted to
express opinions on the fairness with which an
organization’'s financial statements present the
financial position, results of operations, and cash
flows or changes in financial position."

The aicra standards for field work and reporting
have been incorporated into this statement for
financial audits. As additional statements on audit-
ing standards are issued by the alCra, they will be
adopted and incorporated into these standards
unless Gao excludes them by formal announcement.

GAO has established a formal system for issuing gov-
ernment auditing standards and related interpreta-
tions and guidance to the audit cornmunity.

Accountability

12.

13.

Our system of government today rests on an elabo-
rate structure of interlocking relationships among
all levels of government for managing public pro-
grams. Officials and employees who manage these
programs must render a full account of their activi-
ties to the public. While not always specified by
law, this accountability concept is inherent in the
governing processes of this nation.

The requirement for accountability has caused a
demand for more information about government
programs and services. Public officials, legislators,
and private citizens want and need to know not
only whether government funds are handled prop-
erly and in compliance with laws and regulations,

“The standards are included in “Statements on Auditing Stan-
dards” (SAS) issued by the AICPA. The AICPA Statement on Stan-
dards for Attestation Engagements may apply to some financial
audits. The AICPA also issues interpretations and audit guides to
provide guidance on the application of standards. These interpre-
tations and guides do not have the authonty of a standard issued
by the AICPA; however. auditors may have to Justify departures
from them if the guality of their work is questioned.
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Chapter 1
Introduction

are met; resources are safeguarded; laws and regu-
lations are followed; and reliable data are obtained,
maintained, and fairly disclosed.

e. Public officials are responsible for complying
with applicable laws and regulations. That respon-
sibility encompasses identifying the requirements
with which the entity and the official must comply
and implementing systems designed to achieve com-
pliance with those requirements.

f. Financial auditing is an important part of the
accountability process since it provides an indepen-
dent opinion on whether an entity’s financial state-
ments present fairly the results of financial
operations, and whether other financial information
is presented in conformity with established or
stated criteria. Performance auditing is also an
important part of the accountability process
because it provides an independent view on the
extent to which government officials are faithfully,
efficiently, and effectively carrying out their
responsibilities.

g. Unless legal restrictions or ethical considerations
prevent it, auditees or audit organizations should
make audit reports available to the public and to
other levels of government that have supplied
resources.’

h. Different levels of government share common
interests in many programs. In many government
financial assistance programs, the interests of indi-
vidual governments often cannot be isolated
because the resources applied have been commin-
gled. Therefore, audits of financial assistance pro-
grams having common interests and shared funding
should, to the extent practicable, be designed to sat-
isfy the common accountability interests of each
contributing government.

"The Single Audit Act (31 US.C. 7602 (f)) requires that the report
on single audits be made available for public inspection
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Chapter 1
Introduction

18.

The remainder of this statement describes types of
government audits and prescribes standards for
conducting such audits.
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Chapter 2

Types of Government Audits

P_u;pose 1.

This chapter describes the types of audits that gov-
ernment and nongovernment audit organizations
conduct, and that government organizations
arrange to have conducted, of government organiza-
tions, programs, activities, functions, and funds.
This description is not intended to limit or require
the types of audits that may be conducted or
arranged. In conducting these types of audits, audi-
tors should follow the applicable standards
included and incorporated in the chapters which
follow.

All audits begin with objectives and those objectives
determine the type of audit to be conducted and the
audit standards to be followed. The types of gov-
ernment audits, as defined by their objectives, are
classified in this statement as financial audits or
performance audits.

Financial Audits *

Financial audits include financial statement and
financial related audits.

a. Financial statement audits determine (1) whether
the financial statements of an audited entity pre-
sent fairly the financial position, results of opera-
tions, and cash flows or changes in financial
position in accordance with generally accepted
accounting principles,! and (2) whether the entity
has complied with laws and regulations for those
transactions and events that may have a material
effect on the financial statements.

I'"Three authoritative bodies for generally accepted accounting
principles are: the Governmental Accounting Standards Board
(GASB), the Financial Accounting Standards Board (FASB), and
the General Accounting Office (GAO). GASB establishes account-
ing principles and financial reporting standards for state and local
government entities GAO establishes accounting principles and
financial reporting standards for the federal government. FASB
establishes accounting principles for nongovernment entities.
Some state and local governments and regulatory bodies also have
established specific aceounting principles.
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Chapter 2
Types of Government Audits

The audit standards included and incorporated in
chapters 3, 4, and 5 of this statement apply to all
aspects of financial statement and financial related
audits, unless otherwise stated.

Performance
Audits

6.

Performance audits include economy and efficiency
and program audits.*

a. Economy and efficiency audits include determin-
ing (1) whether the entity is acquiring, protecting,
and using its resources (such as personnel, prop-
erty, and space) economically and efficiently,

(2) the causes of inefficiencies or uneconomical
practices, and (3) whether the entity has complied
with laws and regulations concerning matters of
economy and efficiency.

b. Program audits include determining (1) the
extent to which the desired results or benefits
established by the legislature or other authorizing
body are being achieved, (2) the effectiveness of
organizations, programs, activities, or functions,
and (3) whether the entity has complied with laws
and regulations applicable to the program.

Economy and efficiency audits may, for example,
consider whether the entity:

a. Is following sound procurement practices.
b. Is acquiring the appropriate type, quality, and
amount of resources when needed at the lowest

cost.

¢. Is properly protecting and maintaining its
resources.

4Performance audits encompass value-for-money audits which
assess whether government entities are managed with regard for
economy and efficiency, and for effectiveness measurement, and
in compliance with applicable laws, regulations, and directives
However, the objectives in performance audits are more compre-
hensive than those in value-for-money audits.
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Types of Government Audits

10.

f. Determine whether the program complements,
duplicates, overlaps, or conflicts with other related
programs.

g. Identify ways of making programs work better.
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i. Assess the adequacy of management’s system for
measuring and reporting effectiveness.

Generally, at the completion of a performance audit
the auditor does not express an opinion on the over-
all level of performance. Therefore these standards
do not contemplate that the auditor will be called
upon to give such an opinion. Rather, the auditor
would report findings and conclusions on the extent
and adequacy of performance, and on specific
processes, methods, and internal controls that can
be made more efficient or effective. If potential for
improvement is found, the auditor would recom-
mend appropriate corrective actions.

The audit standards included in chapters 3, 6, and 7
of this statement apply to all aspects of economy
and efficiency and program audits unless otherwise
stated.

Understanding
the Audit
Objectives and
Scope

11,

The importance and comprehensive nature of gov-
ernment auditing places on government officials
who authorize or arrange government andits the
responsibility for providing audit coverage that is
broad enough to help fulfill the reasonable needs of
potential users of the audit report. This comprehen-
sive nature of auditing also highlights the impor-
tance of the auditor having a clear understanding of
the audit objectives, the scope of the work to be
conducted, and the reporting requirements.
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Chapter 3

General Standards

Purpose

This chapter prescribes general standards for con-
ducting financial and performance audits. These
general standards relate to the gualifications of the
staff, the audit organization’s and the individual
auditor’s independence, the exercise of due profes-
sional care in conducting the audit and in preparing
related reports, and the presence of quality con-
trols. General standards are distinct from those
standards that relate to conducting field work and
preparing related reports.

These general standards apply to all audit organiza-
tions, both government and nongovernment (e.g.,
public accounting firms and consulting firms), con-
ducting government andits unless excluded in the
general standards that follow. (The aicra’s general
standards are similar to these general standards but
apply mainly to the members of the ACPA.)

Qualifications

w

(=]

The first general standard for government auditing
is:

The staff assigned to conduct the audit should
collectively possess adequate professional profi-
ciency for the tasks required.

This standard places responsibility on the audit
organization to ensure that the audit is conducted
by staff who collectively have the knowledge and
skills necessary for the audit to be conducted. They
should also have a thorough knowledge of the gov-
ernment environment and government auditing rel-
ative to the nature of the audit being conducted.

The qualifications mentioned herein apply to the
knowledge and skills of the audit organization as a
whole and not necessarily to every individual audi-
tor. If an organization employs personnel, or hires
outside consultants, with acceptable knowledge and
skills in such areas as accounting, statistics, law,

Page 3-1



Chapter 3
General Standards

The continuing education and training may include
such topics as current developments in audit meth-
odology, accounting, assessment of internal con-
trols, principles of management and supervision,
financial management, statistical sampling, evalua-
tion design, and data analysis. It may also include
subjects related to the auditor’s field of work, such
as public administration, public policy and struc-
ture, industrial engineering, economics, social sci-
ences, and computer science.

External consultants and internal experts and spe-
cialists should be qualified and maintain their pro-
fessional proficiency in their area of expertise and/
or specialization but are not required to meet the
above continuing education and training require-
ments. Auditors performing nonaudit activities and
services also are not required to meet the above
continuing education and training requirements.

Staff
Qualifications

10.

Qualifications for staff members conducting govern-
ment audits include:

a. A knowledge of the methods and techniques
applicable to government auditing and the educa-
tion, skills, and experience t¢ apply such knowledge
to the audit being conducted.

b. A knowledge of government organizations, pro-
grams, activities, and functions.

¢. The skills to communicate clearly and effectively,
both orally and in writing.

d. Skills appropriate for the audit work being con-
ducted. For instance:

(1) If the work requires use of statistical sampling,

the staff or consultants to the staff should include
persons with statistical sampling skills.
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General Standards

12.

13.

14.

15.

from personal and external impairments to inde-
pendence, should be organizationally indepen-
dent, and should maintain an independent
attitude and appearance.

This standard places responsibility on the auditor
and the audit organization to maintain indepen-
dence so that opinions, conclusions, judgments, and
recommendations will be impartial and will be
viewed as impartial by knowledgeable third parties.

Auditors should consider not only whether they are
independent and their attitudes and beliefs permit
them to be independent, but also whether there is
anything about their situation that might lead
others to question their independence. All situations
deserve consideration because it is essential not
only that auditors are, in fact, independent, and
impartial, but also that knowledgeable third parties
consider them so.

Government auditors, including hired consultants
and internal experts and specialists, need to con-
sider three general classes of impairments to inde-
pendence—personal, external, and organizational.
If one or more of these impairments affect an audi-
tor's ability to do the work and report findings
impartially, the auditor should either decline to per-
form the audit, or in those situations when the audi-
tor cannot decline to perform the audit, the
impairment(s) should be reported in the scope sec-
tion of the audit report. In addition, in cases when
the auditors are employees of the audited entity,
that fact should be reflected in a prominent place in
the audit report.

Nongovernmental auditors also need to consider
those personal and external impairments that might
affect their ability to do their work and report their
findings impartially. If their ability is adversely
affected, they should decline to perform the audit.
Public accountants should also follow the AICPA code
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or loyalty to, a particular group, organization, or
level of government,

e. Subsequent performance of an audit by the same
individual who, for example, had previously
approved invoices, payrolls, claims, and other pro-
posed payments of the entity or program being
audited.

f. Concurrent or subsequent performance of an
audit by the same individual who maintained the
official accounting records.

£. Financial interest, direct or substantial indirect,
in the audited entity or program.

External
Impairments

Factors external to the audit organization may
restrict the audit or interfere with an auditor’s abil-
ity to form independent and objective opinions and
conclusions. For example, under the following con-
ditions an audit may be adversely affected and the
auditor may not have complete freedom to make an
independent and objective judgment.

a. Interference or influence external to the andit
organization that improperly or imprudentiy limits
or modifies the scope of an audit.

b. Interference external to the audit organization
with the selection or application of audit proce-
dures or in the selection of transactions to be
examined.

For example, an individual performs a substantial part of the
accounting process or cycle, such as analyzing, journalizing, post-
ing, preparing adjusting and closing entries, and preparing the
financial statements, and later the same individual performs an
audit. In instances in which the auditor acts as the main processor
for transactions initiated by the audited entity, but the audited
entity acknowledges responsibility for the financial records and
financial statements, the independence of the auditor is not neces-
sarily impaired.
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External Auditors

21.

22.

23.

24.

25.

their audits objectively and can report their find-
ings, opinions, and conclusions objectively without
fear of political repercussion. Whenever feasible,
they should be under a personnel system in which
compensation, training, job tenure, and advance-
ment are based on merit.

If the above conditions are met, and no personal or
external impairments exist, the audit staff should
be considered organizationally independent to audit
internally and free to report objectively to top
management,

When organizationally independent internal audi-
tors conduct audits external to the government
entity to which they are directly assigned, they may
be considered independent of the audited entity and
free to report objectively to the head or deputy
head of the government entity to which assigned.

Government auditors employed by audit organiza-
tions whose heads are elected and legislative audi-
tors auditing executive entities may be considered
free of organizational impairments when auditing
outside the government entity to which they are
assigned.

Government auditors may be presumed to be inde-
pendent of the audited entity, assuming no personal
or external impairments exist, if the entity is:

a. A level of government other than the one to
which they are assigned (federal, state, or local).

b. A different branch of government within the
level of government to which they are assigned (leg-
islative, executive, or judicial).

Government auditors may also be presumed to be
independent, assuming no personal or external
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29.

methodology, and choosing tests and procedures for
the audit. The same sound judgment should be
applied in conducting the tests and procedures and
in evaluating and reporting on the audit results. At
a minimum, determining the scope of the audit to be
conducted, the methodology to be used, and the
extent of tests and procedures to be conducted
requires consideration of:

a. What is necessary to achieve the audit objectives.

b. Materiality and/or significance of matters to
which the tests, procedures, and methodology are
applied.

c. Effectiveness and/or efficiency of internal
controls.

d. Cost versus benefits of the audit and the extent
of the work being done. (However, situations may

oceur in which an audit organization is required to
conduct an audit even though the cost of the audit
exceeds the benefits to be derived.)

e. Reporting timeframes that must be met.

The quality of audit work and related reports
depends upon the degree to which:

a. The audit scope, methodology, and the tests and
procedures used in the audit are adequate to pro-
vide reasonable assurance that the audit objectives
are accomplished. When appropriate, statistical
sampling, standardized data collection, statistical
inference, quantitative techniques, and other
aspects of quantitative analysis should be used.

b. Findings and conclusions are based on an objec-
tive evaluation of pertinent evidence.

¢. Findings and conclusions in reports are fully sup-

ported by sufficient, competent, and relevant evi-
dence obtained or developed during the audit.
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Materiality and
Significance

33.

34,

The auditor should consider materiality and/or sig-
nificance in planning the audit and in selecting the
methodology and designing audit tests and proce-
dures as well as in deciding whether a matter
requires disclosure in an audit report. One of the
criteria to be considered in determining materiality
includes the monetary value of the item. However,
materiality and significance often depend on quali-
tative as well as quantitative factors. Qualitative
factors include, but are not limited to the camula-
tive effect and impact of immaterial items, the
objectives of the work undertaken, and the use of
the reported information by the user or groups of
users of the information. Decisions on these criteria
are based on the auditor’s professional judgment. In
government audits the materiality level and/or
threshold of acceptable risk may be lower than in
similar-type audits in the private sector because of
the public accountability of the entity, the various
legal and regulatory requirements, and the visibility
and sensitivity of government programs, activities,
and functions.

In determining materiality and/or significance and
audit risk the auditor may consider the following.

a. Amount of revenues and expenditures.

b. Newness of the activity or changes in its
conditions.

c. Adequacy of internal controls.
d. Results of prior audits.

e. Level and extent of review or other form of inde-
pendent oversight.

f. Adequacy of the internal controls for ensuring
compliance with laws and regulations.

g. Management’s adherence to applicable laws and
regulations.

Page 3-13



Chapter 3
General Standards

a8.

b. When the other auditors are internal auditors,
tests should include (1) determining whether they
are qualified, (2) determining whether they are
properly located in the organization in order to pro-
vide them with sufficient independence to conduct
the audit objectively, (3) determining whether their
work is acceptable by examining, on a test basis, the
documentary evidence of the work conducted, and
(4) conducting tests of the work. These tests may
either (i) examine some of the transactions, bal-
ances, or work the internal auditors examined or
(i1) examine similar transactions, balances, or work,
but not those actually examined by internal audi-
tors. Based upon this review, the auditors would
decide what additional work, if any, would have to
be done in order to accept the work of the internal
auditors.

c. When relying upon the work of nonauditors {con-
sultants, experts, specialists, etc., other than those
hired to assist in the audit), the auditors should sat-
isfy themselves as to the nonauditors professional
reputation, qualifications, and independence from
the organization, program, activity, or function
under audit. The auditors should also consider
whether to (1) conduct additional tests and proce-
dures such as reviewing the procedures followed
and the results of the work conducted, (2) review
the work program, (3) review the working papers,
{4) make supplemental tests of the work conducted,
and {B) consider the methods or assumptions used.

d. The auditors should determine whether the
above audit organizations have an appropriate
internal quality control system in place and
whether the organization participates in an external
guality control review program.

Auditors need access to the working papers of other
auditors and nonauditors to satisfy certain of the
above requirements. For working papers containing
restricted information, the appropriate policies
should be followed.
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standards in this statement. Audit scope impair-
ments are factors external to the audit organization
which can restrict the auditors’ ability to render
objective opinions and conclusions. The auditors
should attempt to remove the impairment. Failing
that, the auditors should disclose the impairment in
the scope section of their report and the known
effect it had on the results of the audit. Two exam-
ples of audit scope impairments are the denial of
access to sources of information by the audited
entity, such as books, records, and supporting docu-
ments, and denial by the audited entity of the
opportunity to meet with officials and employees of
the organization, program, or activity under audit.

Quality
Control

43.

44.

45.

The fourth general standard for government audit-
ing is:

Audit organizations conducting government
audits should have an appropriate internal qual-
ity control system in place and participate in an
external quality control review program.

This standard places responsibility on government.
and nongovernment audit organizations conducting
government audits to have an appropriate internal
quality control system in place and to participate in
an external quality control review program.

The internal quality control system established by
the organization should provide reasonable assur-
ance that it: (1) has established, and is following,
adequate audit policies and procedures and (2) has
adopted, and is following, applicable auditing stan-
dards. The nature and extent of an organization’s
internal quality control system depends on a
number of factors, such as its size, the degree of
operating autonomy allowed its personnel and its
audit offices, the nature of its work, its organiza-
tional structure, and appropriate cost-benefit con-
siderations. Thus, the systems established by
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Chapter 4

Field Work Standards for Financial Audits

Purpose 1.

I

Planning

This chapter prescribes standards of field work for
government financial audits. It incorporates the
Alcra standards of field work for financial audits,
and does not restate them' but rather prescribes
supplemental standards of field work needed to sat-
isfy the unique needs of government financial
audits.

The field work standards of the Awra and the sup-
plemental standards in this chapter apply to both
financial statement audits and financial related
audits.

In conducting audits in accordance with the stan-
dards in this statement, the auditors choose and
conduct auditing tests and procedures that, in their
professional judgment, are appropriate in the cir-
cumstances to achieve the audit objectives. Such
tests and procedures are designed to obtain suffi-
cient, competent. and relevant evidence that will
provide a reasonable basis for their opinions, judg-
ments, and conclusions regarding the audit
objectives.

Audit 4.

Requirements
for All
Government
Levels

[+

The first supplemental planning field work stand-
ard for government financial audits is:

Planning should include consideration of the
audit requirements of all levels of government.

In many instances, audits of the same organizations,
programs, activities, or functions may be required
by federal, state, and local laws, regulations, and

!Future statements will be adopted and incorporated unless GAQ
excludes them by formal announcement.
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10.

1.

auditor should assess the risk that the entity did
not comply with those laws and regulations and the
risk that the entity’s control structure to ensure
compliance with laws and regulations might not
prevent or detect that noncompliance.®

In planning and conducting the tests of compliance
the auditor should:

a. Identify the pertinent laws and regulations and
determine which of those laws and regulations
could, if not observed, have a direct and material
effect on the financial statements or the results of a
financial related audit.

b. Assess, for each material requirement, the risks
that material noncompliance could occur. This
includes consideration and assessment of the inter-
nal controls in place to assure compliance with laws
and regulations.

<. Based on that assessment, design steps and proce-
dures to test compliance with laws and regulations
to provide reasonable assurance of detecting both
uhnintentional instances of noncompliance and inten-
tional instances of noncompliance that could have a
material effect on the financial statements or the
results of a financial related audit.

Auditors can obtain information about the applica-
ble laws and regulations from the audited entity.
When funding from another level of government is
involved and the source of funding is known, the
auditor can obtain or corroborate information about
the applicable laws and regulations from that
source.

3The Single Audit Act (31 U.S.C. 7502 (d) (2) (B)) also requires
the auditor to determine and report whether the entity has inter-
nal controls that provide reasonable assurance that it is managing
federal financial assistance programs in compliance with applica-
ble laws and regulations.
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16.

17.

18.

Due care would include consulting appropriate legal
counsel and/or the applicable law enforcement
organizations, where appropriate, to determine the
audit steps and procedures to be followed.

Circumstances may exist where laws, regulations,
or policies require the auditor to promptly report
indications of certain types of illegal acts to law
enforcement or investigatory authorities before
extending audit steps and procedures. The auditor
may also be required to withdraw from or defer
further work on the audit or a portion of the audit
in order not to interfere with an investigation. How-
ever, the auditor should consider whether the above
circumstances would restrict the completion of the
remaining portion of the audit or interfere with the
auditor’s ability to form objective opinions and con-
clusions. If it restricts or interferes, the auditor
should consider discontinuing further action until
completion of the investigation, or terminate the
audit.

Most auditors are not trained to conduct investiga-
tions of certain types of illegal acts which are the
responsibility of the investigator or law enforce-
ment authorities. However, auditors are responsible
for being aware of the characteristics and types of
illegal expenditures and acts associated with the
area being audited to be able to identify indications
that these acts may have occurred.

An audit made in accordance with the standards in
this statement will not guarantee the discovery of
all illegal acts or contingent liabilities resulting from
noncompliance. Nor does the subsequent discovery
of illegal acts committed during the audit period
necessarily mean that the auditor’s performance
was inadequate provided the audit was made in
accordance with these standards.
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Internal
Control

23.

24,

25.

26.

The aicra field work standards and this statement
require that:

A sufficient understanding of the internal con-
trol structure is to be obtained to plan the audit
and to determine the nature, timing, and extent
of tests to be performed.

Establishing and maintaining an internal control
structure is an important management responsibil-
ity. Good internal controls are essential to achieving
the proper conduct of government business with
full accountability for the resources made available.
They also facilitate the achievement of management
objectives by serving as checks and balances
against undesired actions. An entity’'s internal con-
trol structure consists of the policies and proce-
dures established to provide reasonable assurance
that specific entity objectives will be achieved. The
internal control structure may include a wide vari-
ety of objectives and related policies and proce-
dures, only some of which may be relevant to an
audit of the entity’s financial statements.

For financial audits, the auditor is primarily con-
cerned with policies and procedures that pertain to
the entity’s ability to record, process, summarize,
and report financial data consistent with the asser-
tions embodied in the financial statements, financial
related items and information as discussed previ-
ously, to ensure compliance with laws and regula-
tions. Other policies and procedures, however, may
be relevant if they pertain to data the auditor uses
in applying auditing procedures. This may include,
for example, policies and procedures that pertain to
nonfinancial data that the auditor uses in analytical
procedures.

An entity generally has internal control structure
policies and procedures that are not relevant to a
particular audit and therefore need not be consid-
ered. For example, policies and procedures concern-
ing the effectiveness. economy, and efficiency of

Page 4-7



Chapter 5

Reporting Standards for Financial Audits

Purpose

This chapter prescribes standards of reporting for
government financial audits. It incorporates the
AICPA standards of reporting for financial audits,
and does not restate them' but rather prescribes
supplemental standards of reporting needed to sat-
isfy the unique needs of government financial
audits.

The reporting standards of the aicra and the sup-
plemental standards in this chapter apply to both
financial statement audits and financial related
audits.

Statement on
Auditing
Standards

The first supplemental reporting standard for gov-
ernment financial audits is:

A statement should be included in the auditor’s
report that the audit was made in accordance
with generally accepted government auditing
standards.? (AlcPA standards require that public
accountants state that the audit was made in
accordance with generally accepted auditing
standards. In conducting government audits,
public accountants should also state that their
audit was conducted in accordance with the
standards set forth in chapters 3, 4, and 5.)

The above statement refers to all the applicable
standards that the auditors should have followed
during their audit. The statement need not be quali-
fied when standards that were not applicable were
not, followed. However, the statement should be
qualified in situations where the auditors did not

'Future AICPA statements will be adopted and incorporated
unless GAO excludes them by formal announcement.

Generally accepted government auditing standards (GAGAS)
include the audit standards set forth in this publication, Govern-
ment Auditing Standards - Standards for Audit of Governmental
Organizations, Programs, Activities, and Functions, subsequent
revisions and interpretations, and guidance concermng these
standards
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and regulations.” When the financial audit did not
require tests of compliance with laws and regula-
tions, the report should contain a statement that the
auditor did not test for compliance with laws and
regulations.

Noncompliance

7.

All material instances of noncompliance related to
the entity’s financial statements or the program,
award, claim, fund, or group of accounts being
audited should be reported. Further, several
instances of noncompliance that separately may not
be material, but that cumulatively could have a
material effect on the financial statements or
results of the financial related audit, should be
reported. All instances of illegal acts that could
result in the audited entity, or an officer or
employee of the audited entity, being subject to
criminal prosecution should also be reported.

Other nonmaterial instances of noncompliance need
not be disclosed in the compliance report but should
be reported in a separate communication to the
audited entity, preferably in writing.® Such
instances of noncompliance when communicated in
a management letter to top management should be
referred to in the report on compliance. All commu-
nications should be docurmented in the working
papers.

In reporting material noncompliance, the auditors
should place their findings in proper perspective.
The extent of noncompliance should be related to
the number of cases examined to give the reader a
basis for judging the prevalence of noncompliance.

The Single Audit. Act (31 US.C. 7602 (d) (2) (C)) contains addi-
tional requirements for the auditor to determine and report on
whether the entity has coruplied with laws and regulations that
may have an effect upon each major federal assistance program
as defined in the act. Other similar requirements may exist in
state and local governnent, jursdictions.

bSee footnote 5 above

Page 5-3



Chapter 5
Reporting Standards for
Financial Audits

12.

13.

14.

15.

Internal government auditors auditing within the
government entity to which they are assigned
should report to the top officials of the entity under
audit (unless the official is believed to be a party to
such acts) and/or appropriate entity investigative
personnel.

Public accountants conducting audits of govern-
ment entities will discharge their responsibilities for
reporting illegal acts or indications of such acts
found during or in connection with an audit by
promptly reporting to the top official of the entity
arranging for the audit (including audit committees
or others with equivalent authority). The auditor
should also consider reporting to the appropriate
oversight body. If the audited entity and the top
official is believed to be a party to such acts or
otherwise implicated, the auditor should in all cases
report to the appropriate oversight body. Also,
when the illegal acts involve funds received from
other government entities, the audited entity should
report to the proper officials, including those at the
audit organization, of those entities. If the audited
entity does not do so within a reasonable time or
was unable to because the top official was involved,
the auditor should report to the officials of those
other government entities.

It is the responsibility of an entity receiving the
information from the various auditors, both the
audited entity and external funding entity, to report
to appropriate law enforcement authorities and
other government entities whose funds are
involved.

In the case of an audit of government funds
received by a nongovernment entity, the auditors
should promptly report to the appropriate govern-
ment entity requiring or arranging for the audit and
such other officials designated by law or regulation
to receive the audit reports.
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18.

19.

(3) the reportable conditions, including the iden-
tification of material weaknesses, identified as a
result of the auditor’s work in understanding
and assessing the control risk.

In identifying the scope of the auditor’'s work, the
report should include a description of the work con-
ducted. Generally accepted government auditing
standards require the auditor to understand and
assess the audited entity’s internal control struc-
ture, which consists of the control environment,
accounting systems, and specific internal control
procedures, to plan the financial audit. The extent
of the auditor’s assessment can vary from one audit
to another and within different elements of an
entity’s internal control structure, based on both the
auditor’s understanding of that internal control
structure and the auditor’s judgment about alterna-
tive forms of audit evidence. That understanding
and assessment by itself is not sufficient for expres-
sing an opinion about the design and operation of
the entity’s internal control structure as a whole or
of its specific elements.

The auditor may limit the consideration of internal
control structure for a number of reasons. These
include:

a. An adequate internal control structure does not
exist for reliance thereon because of the small size
of the entity.

b. The auditor may conclude that it would be ineffi-
cient to evaluate the effectiveness of internal con-
trol structure policies and procedures and that the
audit can be conducted more efficiently by
expanding substantive audit tests, thus placing
very little reliance on the internal control structure.

¢. The existing internal control structure may con-
tain so many weaknesses that the auditor has no
choice but to rely on substantive testing, thus virtu-
ally ignoring the internal control structure.
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23.

24.

Accounting applications
Billings

Receivables

Cash receipts
Purchasing and receving
Accounts payable

Cash disbursements
Payrall

Inventory control
Property and equipment
General ledger

Controls used in administering compliance with laws
and regulations
General controls
Specific controls

In reporting reportable conditions, the auditors
should identify those that are material weaknesses.
The auditors should also follow report content stan-
dards, as appropriate, for objectives, scope and
methodelogy, audit results, and views of responsi-
ble officials, and the report presentation standards,
discussed in chapter 7."

The alCpa’s statements on auditing standards, and
interpretations thereof, give guidance on reporting
conditions that relate to an entity’s internal control
structure observed during an audit. The supplemen-
tal requirements for reporting on internal controls
stated in the above standard should also be
included in the report.

9See footnote 7 on page 5-4,
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Report
Distribution

30.

31.

33.

If the auditors are prohibited by such requirements
from including pertinent data in the report, they
should state the nature of the information omitted
and the requirement that makes the omission neces-
sary. The auditors should obtain assurance that a
valid requirement for the omission exists and,
where appropriate, consult with legal counsel.

Auditors should consult with appropriate legal
counsel before releasing reports which refer to the
fact that illegal acts or indications of such acts were
omitted from reports,'”

The sixth supplemental reporting standard for gov-
ernment financial audits is:

Written audit reports are to be submitted by the
audit organization to the appropriate officials of
the organization audited and to the appropriate
officials of the organizations requiring or
arranging for the audits, including external
funding organizations, unless legal restrictions,
ethical considerations, or other arrangements
prevent it. Copies of the reports should also be
sent to other officials who have legal oversight
authority or who may be responsible for taking
action and to others authorized to receive such
reports. Unless restricted by law or regulation,
copies should be made available for public
inspection,"

Audit reports should be distributed in a timely man-
ner to as many interested officials as is practicable.
In some cases, the subject of the audit may involve
material that is classified for security purposes or
cannot be released to particular parties or to the

WSee paragraph 16 on page 5-6.
"See the Single Audit Act of 1984 (31 U.8.C. 7502 () and section

13 (f) of OMB Cireular A-128 for the distribution of reports on
single audits of state and loeal governments.
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Purpose

This chapter prescribes standards of field work for
government performance audits.

Planning

Considerations

in Planning

The first field work standard for government per-
formance audits is:

Work is to be adequately planned.

This standard places responsibility on the auditor
or audit organization to thoroughly plan an audit.
This includes defining the audit objectives and plan-
ning how they can be attained while establishing a
balance between audit scope, time frames, and
staff-days to be spent to ensure optimum use of
audit resources. The details of the plan for the audit
should be included in the audit program.

Planning is important to ensure that the audit
results will satisfy the objectives of the audit. Ade-
quate planning is especially important in perform-
ance audits because the methodology and
implementing steps and procedures employed in
such audits are varied and complex.

Planning is also important in intergovernmental
auditing because, in many instances, the audit work
conducted at one level of government should be
coordinated with other audit work conducted at the
same level or different levels.

The information needed by the auditor to plan an
audit varies with the audit objectives and the entity
to be audited. In many instances, an audit survey of
the entity may be made before preparing a plan for
conducting the field work. The survey is an effec-
tive method to help identify specific audit areas and
to obtain information for use in planning. It is a pro-
cess for quickly gathering information, without
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g. Materiality and/or significance and audit risk.
(See chapter 3, paragraph 33.)

Audit Objectives,
Scope, and
Methodology

9.

10.

11.

12,

Determining and explaining the rationale for select-
ing an audit’s objectives, scope, and methodology
require logical and systematic thinking,

The first step in planning a performance audit is to
define carefully the audit objectives. The statement
of audit objectives should clearly articulate what
the audit is to accomplish. This means phrasing the
objectives to identify the audit subject and the per-
formance aspect to be included. Because it is rare
for one audit to cover all aspects of performance, it
is important to know, in planning, what aspect or
aspects are going to be included. This is critical in
establishing the audit boundaries.

Audit findings have often been regarded as contain-
ing the elements of criteria, condition, and effect,
plus cause when problems are found. Recommenda-
tions and conclusions are added, as appropriate, in
reporting. However, the elements needed for a com-
plete finding and report depend on the objectives of
the audit. Thus, the objectives should be phrased to
identify those finding and reporting elements that
are to be developed. For example, the auditor may
have as an objective to ascertain the level of per-
formance being achieved; or to go a step farther and
determine if that level of performance is satisfac-
tory. If not satisfactory, the auditor may or may not
have as an objective, identifying the cause and mak-
ing recommendations. Knowing what finding and
reporting elements are to be developed is critical in
planning so as to gather the evidence necessary to
support the finding elements that may be required.

The objectives of an audit extend throughout every
phase of the audit, from the selection of scope,
methodology, and staft, to the conduct of the audit,
and the timing and nature of reports. Time invested
in determining an audit’s objectives is usunally time
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17.

18.

19.

ensure that they will be conducted effectively and
efficiently.

Planning for audits should be tailored to the specific
audit objectives. Ordinarily the central audit agency
should specify the compliance requirements to be
considered by the auditor, the aspects of economy
and efficiency to be included in the audit, and the
program goals and objectives, and measurement cri-
teria to be used. Unless such planning is carefully
done and communicated to the participating staffs,
the audit results may not meet the needs and expec-
tations of the central andit agency. Unplanned audit
effort will make it difficult to compare and consoli-
date the results from various locations.

An audit, or certain aspects of an audit to be con-
ducted at several locations by different staff can be
planned more efficiently and economically by a des-
ignated audit organization. For example, research-
ing the program laws and regulations and
establishing clear and concise audit objectives are
time-consuming. To have each participating staff do
this would be duplicative and more costly than nec-
essary. Some audits require even closer coordina-
tion because a given event may be audited at more
than one location by different staffs. The prepara-
tion of audit programs for such audits is an integral
part of the standard for planning.

In many instances, audits of the same organizations,
programs, activities, or functions may be required
by federal, state, and local laws, regulations, and
ordinances. When this situation exists, to avoid
duplicate efforts, auditors in planning their work
should coordinate with other government auditors
to determine whether they have any audit work
planned, in process, or completed that may be used
to satisfy some or all of their planned work.
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b. Objectives of the audit: The objectives should be
clearly stated.

¢. Scope of the audit: The scope should be clearly
described.

d. Audit methods: The methodology should be
clearly described, and for most audits, it is desirable
to include suggested steps and procedures, and sam-
pling plans for the auditors to follow. For coordi-
nated audits, the audit organization planning the
work should ordinarily suggest the audit methods
to be followed in the audit to be sure that the data
obtained from participating locat