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UNITED STATES GENERAL ACCOUNTING OFFICE i/t 370 

WASHINGTON, D.C. 20548 

The Honorable Drew Lewis 
The Secretary of Transportation 

OCTOBER 30,198l 

I H 
Dear Mr. Secretary: 116770 

Subject: State Highway Agencies Need to Employ Inde- 
pendent Auditors for Audits of Federal Funds 
(AFMD-82-5) 

We recently reviewed the Department of Transportation’s 
(DOT’s) plan for auditing Federally funded State highway programs. 
We did this because we were concerned that this plan could violate 
the independence standard for Government auditing contained in the 
Comptroller General’s “Standards for Audit of Governmental Organi- 
zations, Programs, Activities, and Functions.” 

After our review, we concluded that the plan is unacceptable 
because it violates the independence standard for Government audi- 
ting. We based our conclusion on the fact that DOT plans to let 
State highway agencies’ internal auditors rather than auditors in- 
dependent of and external to the organizations be the principal 
auditors of Federal funds received. We believe the use of inde- 
pendent auditors will reduce the potential for compromising audits 
of Federal ‘funds and help minimize the possibility of fraud and 
abuse. 

OBJECTIVE, SCOPE, AND METHODOLOGY 

Our objective was to determine if DOT’s plans for conduct- 

~ ing Federally required audits would impose any organizational 
impairments to independence. To accomplish this, we interviewed 
officials in headquarters and regional offices, reviewed audit 

( policies and procedures of the Federal Highway Administration and 
the Office of Inspector General, and interviewed State highway 
agency officials in the 50 States and the District of Columbia. 

AUDITING PLANS FOR FEDERAL HIGHWAY PROGRAM 

OMB Circular A-102, Attachment P, requires Federal grant re- . 
cipients to arrange for independent audits of their operations at 
least every 2 years. Although DOT and its Federal Highway Admin- 
istration recognize that internal audit groups cannot be considered 
independent for Attachment P audits, the Administration has drafted 
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regulations permitting State highway agencies to use their own in- 
ernal audit staffs for two basic reasons. First, it is conven- 
ient for both the State agencies and DOT. It permits State high- 
way agencies to use available internal audit groups so DOT can 
use its auditors in other areas. Second, since DOT has ruled that 
the costs for audits of Federal funds provided to these agencies 
is not reimbursable from the Federal-Aid Highway Program, this 
arrangement does not require State agencies to absorb the costs 
of external audits. 

In the past, audits of State Highway agencies' use of Federal- 
Aid Highway Program funds were conducted jointly by the internal 
audit groups and the Federal Highway Administration's auditors. 
These audits were cooperative efforts with the Administration's 
auditors serving as independent, principal auditors. 

However, recently the Administration's auditors were assigned 
to the relatively new Office of the Inspector General. With their 
reassignment to a Department-wide position, it was decided that 
these auditors would no longer be used as they had been because 
of other audit priorities. Therefore, DOT must rely on other au- 
ditors to audit State highway agencies' use of Federal funds. 

While grantees' audit costs generally are reimbursed by the 
Federal Government according to an indirect cost rate (OMB Circu- 
lar A-87), they are not under the Federal-Aid Highway Program. It 
is DOT's position that audit costs associated with a State's ad& 
ministration of the Federal-Aid Highway Program are nonreimburs- 
able and that Attachment P audit costs are part of overhead costs 
and therefore are associated with the administration o-f a State 
highway department. This position is based on 23 U.S.C. 302(a), 
the provision of the Federal-Aid Highway Act which requires that a 
State have a highway department "suitably equipped and organized" 
to carry out the act. If the Administration required the use of 
auditors external to the organization in its regulations, the Ad- 
ministration might impose financial burdens on the State agencies 
and governments. Consequently, the Administration chose to let 
State highway agencies use their internal audit groups as princi- 
pal auditors. 

Many State highway agencies already are acting on the draft 
regulations and plan to use their own internal audit groups to 
satisfy the Federal audit requirement. In fact, at the time of 
our audit, 23 agencies planned to use internal auditors. Twenty 
other agencies had not yet decided how they will meet the audit 
requirement, while the remaining highway agencies planned to use 
external auditors or certified public accountants to perform part 
or all of these audits. 

POSSIBILITY OF COMPROMISING AUDITS 

If DOT carries out its plan to allow State highway agencies 
to engage their own internal auditors as the principal auditors of 
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Federal funds under Attachment P, the auditing standard relating 
to independence would be compromised. According to the standard, 
the internal auditors in this case could not.be presumed independ- 
ent since they are organizationally located inside the State agen- 
cies. This organizational placement does not ensure that the au- 
ditors will be granted maximum independence to conduct their 
audits objectively and to report their conclusions without fear 
of censure or reprisal. 

As mentioned earlier, OMB Circular A-102, Attachment P, re- 
quires Federal grant recipients to arrange for independent audits 
of their operations at least every 2 years. Although the Circular 
does not define independent, it requires that audits be performed 
in accord with generally accepted government auditing standards 
(GAO’s “Yellow Book”). The detailed discussion of the standards 
for audit independence as well as Attachment P are provided as en- 
closures I and II. 

To help achieve maximum independence, the standard states 
that the auditors should not be part of the organization under au- 
dit. In auditing State highway agencies, State auditors, State 
legislative auditors, or certified public accountants outside the 
highway agency are presumed to be independent for the purpose of 
auditing for the Federal Government assuming there are no personal 
or external impairments. The State highway agencies’ own internal 
auditors cannot be considered independent when they audit their 
own organizations for the Federal Government. 

CONCLUSIONS AND RECOMMENDATIONS 

Internal auditors’ work is very useful to Federal agencies. 
Frequently, their work results in significant improvements which 
reduce costs and improve controls. Further, internal auditors can 
and have directly assisted principal, external auditors in perform- 
ing Attachment P audits for the Federal Government. 

However, the main objective of internal auditors is to serve 
the organizations to which they report. ,This can impair their 
ability to be objective in citing violations by the State highway 
agencies they serve. Since it is generally recognized that audits 
of Federal-Aid highway programs can lead to State agencies owing 
the Federal Government significant amounts, it would be in the 
Government’s and DOT’s best interest to require State agencies to 
arrange for independent audits. 

. 

The independent audit requirement can be met in several ways 
and the costs can be minimized. Regardless of who the external 
auditor is-- whether from the Office of Inspector General, the 
State, or a public accounting firm--audit costs can be minimized 
by fully using.the internal auditors’ work after appropriate tests 
are made. If the reimbursement issue becomes an obstacle to ob- 
taining independent audits even after efforts to ensure that audit 
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costs are minimized, DOT may want to reexamine the position that 
audit costs for the Federal-Aid Highway Program are not allowable 
Federal costs. 

Since the State highway agencies already are beginning to act 
on the draft regulations and since this is a matter that directly 
affects the control of Federal funds, we believe this is a matter 
for your immediate attention. Officials of both the Federal High- 
way Administration and the Office of Inspector General informed us 
that they will begin acting to overcome the independence problem. 

In view of the fact that States are already acting on the 
draft regulations, we recommend that you direct the Administrator 
of the Federal Highway Administration to immediately change the 
draft regulations and inform State highway agencies of this change 
so that they will engage principal auditors external to their or- 
ganizations (such as State auditors, State legislative auditors, 
or certified public accountants). These external auditors should 
fully test and maximally use the internal auditors' work to reduce 
costs and avoid duplication. 

As you know, section 236 of the Legislative Reorganization 
Act of 1970 requires the head of a Federal agency to submit a 
written statement on actions taken on our recommenda'tions. You 
must send the statement to the Senate Committee on Governmental 
Affairs and the House Committee on Government Operations within 
60 days of the date of this report and to the House and Senate 
Committees on Appropriations with the agency's first request for 
appropriations made over 60 days after the date of this report. 
We would appreciate receiving copies of these statements. We are 
sending copies of this report to the Director of the Office of 
Management and Budget, the Administrator of the Federal Highway 
Administration, the Inspector General, and interested congressional 
committees. 

We appreciate the courtesies and cooperation extended to our 
representatives during the review. We are looking forward to re- 
ceiving your comments concerning the matters discussed in this 
report. 

Sincerely yours, 

&-a- 
Aitiig Director 

Enclosures - 2 
. 
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ENCLOSURE I EIKLOSURE I 

STANDARDS FOR AUDIT OF GOVERNMENTAL 
ORGANIZATIONS, PROGRAMS, ACTIVITIES, 

AND FUNCTIONS - INDEPENDENCE 

The second general standard for government auditing is: 

l In aI1 matten relating to the audit work, the audit organization and the 
individual ruditoro, whether government or public, muot be free from 
peraonxl or external im@mentr to independence, murt be 
organizationally independent, and rhall maintain an independent 
attitude and appearance. 

This standard places upon auditors and audit organizations the responsibility 
for maintaining independence 50 that opinions, conclusions, judgments. and 
recommendations will be impartial and will be viewed as impartial by 
knowledgeable third parties. 

Auditor8 should consider not only whether they are independent and their own 
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 rituations deserve consideration since it is important not only 
that auditors be, in fact, independent and impartial but also that knowledgeable 
third parties consider them so. 

Public accountants will be considered independent if they are independent . 
under the AICPA Code of Professional Ethics. 

Auditors need to consider three general classes of impairments to 
.independence: personal, external, and organizational. If one or more of these 
affect their ability to do their work and report their findings impartially, they 
should decline to perform the audit. If the auditors are employees of the audited 
entity, they should state that in a prominent place in the audit report. 

Personal Impairments 

There are circumstances in which auditors cannot be impartial because of their 
view or personal situation. While these impairments apply to individual auditors, 
they may also apply to the audit organization. These circumstances include, but 
are not limited to, the following: 

1. Official. professional, personal, or financial relationships that might cause the 
auditor to limit the extent of the inquiry, to limit disclosure, or to weaken 
audit findings in any way. 

2. Preconceivedideas toward individuals, groups, organizations, or objectives of 
a particular program that could bias the audit. 

3. Previour involvement in a decisionmaking or management capacity that 
would affect current operations of the entity or program being audited. 

4. Biases, including those induced by political or social convictions, that result 
from employment in, or loyalty to, a particular group, organization, or level of 
government. 

GAO Note: These standards were issued by the General Accounting 
Office on February 27, 1981. 
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'ENCLOSURE I 
CWLOSURE I 

5. Subsequent performance of an audit by the same individual who, for example, 
had previously approved invoices, payrolls, claims, and other proposed 
payments. 

6. Subsequent performance of an audit by the same individual who maintained 
the offi accounting records.5 

7. Financi8l intercat. direct or substantial indirect, in the audited entity or 
program. 

Extemd Impairments 

Factors extcrn8l to the audit organization can restrict the audit or interfere with 
8n auditor’s 8hility to form independent and objective opinion5 and conclusions. 
For cx8mplc, under the following conditions an audit will be adversely affected 
and the auditor will not have complete freedom to make an independent and 
objective judgment: 

1. Interference in the assignment of audit personnel. 

2. Rcrtrictionr on fund5 or other resources dedicated to the audit organization. 

3. Authority to overrule or to influence the auditor’s judgment a5 to the 
appropriate content of 8n audit report or selection of what is to be audited. 

4. Influencer th8t jeop8rdizc the auditor’s continued employment for rcaJona 
other th8n competency or the need for audit services. 

OrganiWiorud Impairments 

Auditors’ independence cm be affected by their place within the structure of 
the government entity to which they arc assigned and also by whether they are 
Auditing intarn8lly or auditing other entities. 

A Federal, State, or local government auditor may bc subject to policy direction 
from persons involved in the government management process. To help achieve 
mrximum indcpcndence, the audit function or organization should report to the 
herd or deputy head of the government entity and should be organizationally 
located outside the staff or line nmnagemcnt function of the unit under audit. 

Auditors should also bc sufficiently removed from political pressures to ensure 
th8t they can conduct their audits objectively and can report conclusions 
objectively without fear of cenrure. Whenever feasible. they should be under a 
personnel syetcm where compensation, training, job tenure, and advancement are 
b85cd solely on merit. 

a For czample, on individaal performa a substan& part of the accounting mu gr cyck. swh aa 
analy@, joamalising. polrina, preprint adjust@ and closing cn:rirs. and pwpwiq the jinancior 
statrnunts. and latrt*prftmu an audit. lhn may br inrmncrs when the auditor acts as thr main 
procruyd mnwr for rrcwd& transactions initiated by IL auditee and the auditee acbmvlcdgr 
rrsponsibility for the jnaaukl worda and /inancial smrmentr; howwr, in thrx instancea the independ. 
ena of & auditor L nat nwwarily impaired. 
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ENCLOSURE I ENCLOSURE I 

If the above conditions are met, and there are no personal or external 
impairments, the audit staff should be organizationally independent to audit 
internally and free to report objectively to to management. The main objective of 
an internal audit staff is to serve the entity. IT hercforc. internal auditors may not 
bc considered independent of the entity by third parties while auditing within 
their orguriution.’ While the internal auditor may not be considered 
independent, the external auditor, in auditing the entity, should use the internal 
Auditor’s work to the extent feasible after appropriate tests arc performed.’ 

When orgmiutionally indepcndcnt internal auditors perform audits external to 
the government entity to which they are assigned, they may be considered 
independent of the audited entity and should be free to objectively report the 
findings. 

Exter14 auditon 

Government Auditors who arc elected and legislative auditors auditing executive 
entities uru~lly arc free of organizational impairments when auditing outside the 
government entity to which they are assigned. 

Government auditors may be presumed to be independent of the audited entity, 
arruming there rre no personal or external impairments, if the entity is: . 

1. A level of government other than the one to which they are assigned (Federal, 
State, or local). 

2. A different branch of government within the level of government to which 
they arc assigned (legislative, executive, or judicial). 

Government auditors may also be presumed to be independent assuming there 
arc no personal or external impairments if they are: 

1. Elected by the citizens of their jurisdiction. 

2. Elected or appointed by and reporting to the legislative body of the level of 
government to which they are ossigncd. 

3. Appointed by the chief executive and confirmed by and reporting to the 
Icgislativc body of the level of government to which they arc assigned. 

*An exc+ia, might k the new inspectora general within the Federal Cowmmmt. The inspectors peral, by 
law. have certain mpnrtiq mrponibilitiea to the Gmgreu. including reporting the rend:3 of in-house audits. 
Thb I- some of the organixational imp&men&. A paraikl exampk rot&i be a local auditor who, 
a&ho& an employee of the loaal government. reports to both the kgislatiw board or cwncil and the top 
loud of~ciol. 

. . 

‘Sqe AICPAS “7Ie Effect of an Inter& Audit Function on the Scope of an Independent Auditor’s 
Exami~.“SAS No 9 . . 
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OFFICE 015 MANADBMENT AND 
BUDGET 

Circular A-102, “Uniform 
Admlnl~tratlvo Roqulromontr for 
Oranta-In-Aid to Stab and Loc4 
Oovernmw7tr” 

AOINCV: Office of Management and 
Budget. 

ACTIOU: Final Policy. 

HIMYAIIVZ This notice revises OMB 
Circular A-102 by replacing paragraph 
2h. Attachmen C. with a new 
Attachmenl P entitled. “Audit 
Requirements.” The revision originaled 
from a Presidential initiative to 
streamline Federal aid. and is another 
part of OMB’s system of guidance for 
federally assisted programs. 

One area the president highlighted aa 
having a substantial need for 
improvement was audit of federally 
assisted programs. He directed Federal 
departments and agencies to improve 
audit coordination. and to increase their 
reliance on audits made by State or 
local governments. This revision sets 
forth the audit requiremenls for State 
and local governments and Indian tribal 
governments receiving Federal 
assistance. It provides for independent 
audits of financial operations including 
compliance with certain provisions of 
Federal law and regulation. The 
requirements are established to insure 
that audits are made on gn organizatlon- 
wide basis rather than a grant-by-grant 
basis. 

RtcICTlVR DATC This revision becomes 
effective October 22.1979. 

CON RtRI)(IR IWCONMATION CONTACI: 

lohn ). Lordan. Chief. Financial 
Management Branch. Office of 
Management of Budget. Washington, 
DC. 20503. (202) 395-8823. 

l U~YIWIARVIIICORYATlON: On )u)y 
11. 1979. a notice was published in the 
Federal Rsplster (44 FR 40824-25) to 
amend Circular A-102. Interested 
persons were invited to submit written 
comments by September 11. 1979. About 
fifty commenls were received from 
Federal agencies. State and local 
governments. professional associations, 
und others. The comments were 
considered in developing these final 
regulations. Although almost all 
commenlers agreed with the concept of 
a single audit. some raised questions or 
made suggestions for clarifying changes. 
The more significant comments 
received. and OMB’s responses to them 
tire discussed below. 

Changes in Finn1 Regulation 

Set forth below are changes that have 
been adopted in Ihe final regulations. 
The paragraphs are keyed to the 
propsed regulations published on )uly 
11. 1979. 

1. Paragraph 1 has been amended to 
make the Attachment applicable to 
Indian tribal governments. This 
paragraph w& also changed to make it 
clear that one of the objectives of the 
audit was to determine.if financial 
reports to the Federal Government 
contain accurate and reliable data. 

2. paragraph 2. The definition of 
“cognizant agency” was added to this 
paragraph. and is now used uniformly 
throughout the Attachment. 

3. Paragraph 3 was amended to 
provide that contracts awarded by 
recipients for audit services shall 
include a reference to this Attachment. 
Also. the paragraph was further divided 
into two separate paragraphs fpr clarity. 

4. Paragraph 8. A clause was added to 
make it clear that the auditor should 
make a determination that the financial 
statements are presented fairly and in 
accordance with generally accepted 
accounting principles. 

8. Paragraph 7. The phrase “at 
scheduled intervals” was deleted for 
clarity. 

6. Paragraph 8 was changed to make it 
clear that. in the event irregularities are 
found. management officials above the 
level of involvement should be notified. 

7, Paragraph 9 was restructured and 
reworded to clarify its intent. Also, a 
change was made to make it clear that 
auditors need express a positive 
assurance only with respect to items 
tested. 

8. Paragraph 10 was amended to 
require cognizant agencies to notify 
auditors in writing when the three-ye&r 
retention period for workpepers needs 
to be extended. 

9. Paragraph 13. A sentence was 
added to make it clear that auditors are 
responsible for distributing audit reports 
to their program officials. 

10. Paragraph 14. Changes were made 
lo make it clear that this paragraph 
covered only State and local 
governments and Indian tribal 
governments. Also, the recipient’s 
responsibilities with respect to 
subrecipient audits are more clearly 
delineated. 

Suggested Changes Not Considered 
Necessary 

Comment Several commenters felt 
that there were conflicts between 
Attachment P and audit guidelines 
issued by the General Accounting 
Office. 

Respofrse. The GAO guidelines are 
currently being reviewed to assure 
consistence of policy. 

Commenl. Several commenters were 
concerned with the provisions of the 
Attachment requiring comments on the 
accuracy of financial reports. This 
requirement. they said. would require 
the examination of every transaction 
processed by a governmental entity. 

Response. It was never intended that 
a hundred per cent examina(ion would 
be routinely required. We believe this is 
clear from other provisions of the 
Attachment. 

Comment. One commenter said it was 
not clear whether an auditor should 
automatically expand the scope of audit 
and secure additional data to support 
the disclosure of irregularities in the 
audit report. 

Response. The Attachment does not 
provide for automatically expanding the 
scope of audit work. This is a matter 
that would have to be worked out 
between the auditor, the cognizant 
agency, and the recipient. 

Comment. Several commenters 
recommended that the Attachment 
contain a definition of the term 
“independent.” 

Response. The Attachment 
incorporates by reference the Standards 
for Audit of Governmental 
Organizations, Programs. Acitivities. 
and Functions published by the General 
Accounting Office. Chapter 3 of these 
standards discusses the standard of 
independence in some detail. 

Comment. Several commenters said 
that additional audit costs would be 
incurred lo achieve full compliance with 
the Circular. They su(Ujested that the 
mechanism for fundidg these audits be 
addressed in the Attachment. 

Response. Circular 761. “Cost 
principles for grants to State and local 
governments.“establishes rules for 
determining allowable costs. This 
Circular provides that the cost of audits 
is allowable. 

Commenf. One commenter suggested 
that each grant application should 
contain a certification that nrrungements 
will be made for the audits prescribed 
by the Circular. Failure to furnish an 
acceptable audit as determined by the 
cognizant agency could be a basis for 
denial of Federal funds. 

Response. The grant application forms 
prescribed by Circular A-102 now 
contain an assurance that the applicant 
will comply with all the provisions of 
the Circular. We do not believe it is 
necessary to single OUI the audit 
requirements for a separate certification. 

Comment. One commenter said the 
Attachment requires an audit every two 
years. and asked whether that meant 
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that only every other yevr’s transactions 
should be audited. 

RPSJXULS~. It is the intent of the 
Circular thet sudita cover the period 
smce the previous audit. If this is a IWO- 
yenr period. the audit should cover both 
years. 
jrma 7. McIntyre. IL. 
Lhreclor 

Circuhr A-m 

Attachment P-Audit Requwemenfs 

1. Thir Attachment establishes audit 
requirement5 for State and local 
governments. and Indian tribal 
governments that receive Federal 
asristance. It provide5 for independent 
audits of financial operations, including 
compliance with certain provisions of 
Federal law and regulation, The 
requirement5 are established to insue 
that audit5 are made on an organizaiion- 
wide baair. rather than on a grant-by- 
grant basis. Such audits are to 
determine whether (a) financial 
operation8 are conducted property,‘(b) 
the financial statements are presented 
fairly, [cl the organization has complied 
with laws and rsgulations affecting the 
expenditure of Federal funds. Id1 
internal procedure8 have been ’ 
established to meet the objective5 of 
federally assisted programs. and (e) 
financial report5 to the Federal 
Government contain accurate and 
reliable information. Except where 
specifically required by law, no 
addltional requirement5 for audit will be 
imposed unlerr approved by the Office 
of Management and Budget, 

2. Definitionr: “Cognizant agency” 
means the Federal agency that is 
asriqned audit responsibility for a 
particular recipient organiz5iion by the 
Office of Manattement and Budnet. 

“Recipient organization” me&s a 
State department, a local government, 
an Indian tribal government, or a 
subdivision of such entities that 
receive5 Federal assistance. It does not 
include State and local institution5 of 
higher education or hospitals. which are 
covered by Circular A-110. 

3. State and local government5 and 
Indian tribal government5 shall use their 
own procedure5 IO arrange for 
independent audits. and to prescribe the 
scope of audits, provided that the audits 
comply with the requirements set forth 
below. Where contracts are awarded for 
audit services. the contract5 shall 
include a reference to this Attachment. 

4. The provisions of this Attachment 
do not limit the authority of Federal 
agencies to make audits of recipient 
organizations. However. if independent 
audits erranged for by recipient5 meet 
the requirement5 prescribed below, all 

Federal agencies shall rely on them. and 
any udditional audit work shall build 
upon the work already done. 

5. Audit5 shall be made in accordance 
with the General Accounting Office 
Standards for Audit of Governmental 
Orgunizatbw. Programs. Activities 6 
Fuktions. the Guidelines for Financial 
and Comoliance Audits of Federallv 
Assisted’Pragmmr. any cbmpiiance 
supplements approved by OMB, and 
generally accepted auditing standards 
established by the American Institute of 
Certified Public Accountants. 

6. Audits will include. at a minimum. 
an examination of the systems of 
internal control. systems established to 
ensure compliance with laws and 
regulation5 affecting the expenditure of 
Federal funds. financial transactions 
and account5. and financial statement5 
and report5 of recipient organizations. 

There examination5 are to determine 
whether: 

a. There is effective control over and 
proper accounting for revenuer. 
expenditures, assets, and liabilities. 

b. The financial statements are 
presented fairly in accordance with 
generally accepted accounting 
principles. 

c. The Federal financial reports 
[including Financial Status Reoorts. 
Cash Reports. and claim5 for idvance 
and reimbursements) contain accurate 
and reliable financial data: and are 
presented in accordance with the terms 
of applicable agreements. and in 
accordance with Attachment H of this 
Circular. 

d. Federal fund5 are being expended 
in accordance with the terms of 
applicable agreements and those 
provirions of Federal law or regulation5 
that could have a material effect on the 
financial statements or on the award5 
tested. 

7. In order to accomplish the purposes 
set forth above, a representative number 
of charge5 to Federal awards shall be 
tested. The test shall be representative 
of (1) the universe of Federal award5 
received. and (2) all cost categories that 
materially affect the award. The test is 
to determine whether the charges: 

a. Are necessary and reasonable for 
the proper administration of the 
program. 

b. Conform to any limitation5 or 
exclusions in the award. 

c. Were given consistent accounting 
treatment and applied uniformly to both 
federally assisted and other activities of 
the recipient. 

d. Were net of applicable credits. 
e. Did not include costs properly 

chargeable IO other federally assisted 
programs. 

f. Were properly recorded (i.e.. correct 
amount, date) and supported by source 
documentation. 

g. Were approved in advance. if 
subject to prior approval in accordance 
with Circular 74-4. 

h. Were incurred in accordance with 
competitive purchasing procedures. if 
covered by Attachment 0 of this 
Circular. 

i. Were allocated equitably to 
benefiting activities, including non- 
Federal activities. 

8. Audit5 usually will be made 
annually. but not less frequently than 
every two years. 

9. If the auditor become5 aware of 
irregularities in the recipient 
organization, the auditor shall promptly 
notify the cognizant agency and 
recipient management official5 aboye 
the level of involvement. lrregldariiies 
include such matters a8 conflict5 of 
interest, falrification of record5 or 
reports. and misappropriation of fund5 
or other assets. 

10. The audit report shall include: 
a. Financial statements. including 

footnotes. of the recipient organization. 
b. The auditors’ comment5 on the 

financial statement5 which should: 
[I] Identify the statements examined, 

and the period covered. 
(2) Identify the various program5 

under which the organization received 
Federal funds, and the amount of the 
awards received. 

(3) State that the audit wa8 done in 
accordance with the standards in 
paragraph 5. 

(4) Express an opinion a8 to whether 
the financial statements are fairly 
presented in accordance with generally 
accepted accounting principles. If an 
unqualified opinion cannot be 
expressed, state the nature of the 
qualification. 

c. The auditors’ comment5 on 
compliance and internal control which 
should: 

(1) Include comment5 on weaknesses 
in and noncompliance with the systems 
of internal control, separately 
identifying material weaknesses. 

(2) Identify the nature and impact of 
any noted instances of noncompliance 
with the terms of agreement5 and those 
provisions of Federal law or regulation5 
that could have a material effect on the 
financial statements and reports 

(3) Contain an expression of positive 
a85urance with respect to compliance 
with requirements for tested items. and 
negative assurance for untested items. 

d. Comments on the accuracy and 
completeness of financial reports and 
claims for advance5 or reimbursement 
to Federal agencies. 
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e Comments on corrective action 
taken or plunned by the recipient. 

I I Work pHprrs tind reports shall be 
rl~t,tcnc~d for d mmlmum ol three years 
frcmi thr dt1111 ol Ihe dudit report unless 
this ,4udltor III notIlled In writing by the 
cognizant wgency of the need IO extend 
Ihe relentton period. The audit 
workptipers shull be made available 
upon request to the cognizant agency or 
its designees end the General 
Accounting Office or its designees. 

12. The Office of Management and 
Budget will work with Federal agencies 
and State and local governments to 
assure that recipient audits are made in 
accordance with the standards set forth 
In paragraph 5. 

13. The Office of Management and 
Budget will designate cognizant 
agencies for major recipient 
organizations. 

14. The cognizant agency shall have 
the following responsibilities: 

a. Obtain or make quality assessment 
reviews of the work of non-Federal 
uudit organizations. and provide the 
results to other interested audit 
ugencies. (If a non-Federal audit 
orgtrnizatlon is responsible for audits of 
recipients that have different cognizant 
audit agencies. a single quality 
assessment review should be arranged.) 

b. Assure that all audit reports of 
recipients that affect federally assisted 
programs are received. reviewed. and 
distributed to appropriate Federal audit 
officials. These officials will be 
responsible for distributing audit reports 
to their progrsm officials. 

c. Whenever significant. inadequacies 
in an audit are disclosed. the recipient 
organization will be advised and the 
auditor will be called upon lo take 
corrective actlon. If corrective action is 
not taken. the cognizant agency shall 
notify the recipient organization and 
Federal awarding agencies of the facts 
and its recommendation. Major 
inadequocier Jr repetitive substandard 
performance of independent auditors 
shall be referred to appropriate 
professional bodies. 

d. Assure thst satisfactory audit 
coverage is provided in a timely manner 
nnd in accordance with the provisions of 
this nttachment. 

e. Provide technical advice and act as 
a liaison between Federal agencies. 
independent auditors, and recipient 
orf,aniz$ions. 

Mnmtam a followup system on audit 
findings and investigative matters lo 

assure that audit findings are resolved. 
g. Inform other affected audit ag’encies 

of irregularities uncovered. The audit 
agencies. in turn. shall inform all 
appropriate officials in their agencies. 
Sltile or locnl governmenl law 

enforcement and prosecuting authorities 
shall also be informed of irregularities 
within their iurisdiction. 

15. Recipients shall require 
subrecipients that are State and local 
governments or Indian tribal 
governments to adopt the requirements 
in paragraph 1. through 11. above. The 
recipient shall ensure that the 
subrecipient audit reports are received 
as required. and shall submit the reports 
lo the cognizant agency. The cognizant 
agency will have the responsibility for 
these reports described in paragraph 14. 
If'R Om 7%3251PPIIed 10.M-79 W3rml 
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(Also see paragraph 16, page 7.) 
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The following paragraph was added to Attachment P--Audit Require- 
ments on September 2, 1980. 

16. Small business concerns and business concerns 
owned and controlled by socially and economically 
disadvantaged individuals shall have the maximum 
practicable opportunity to participate in the 
performance of contracts awarded with Federal 
funds. Grantees of Federal funds shall take the 
following affirmative action to further this goal: 

a. 

b. 

c. 

dl 

e. 

f. 

Assure that small audit firms and audit firms 
owned and controlled by socially and economically 
disadvantaged individuals as defined in P.L. 
95-507 are used to the fullest extent practicable. 

Make information on forthcoming opportunities 
available, and arrange time frames for the 
audit so as to encourage and facilitate 
participation by small or disadvantaged audit 
firms. 

Consider in the contract process whether 
firms competing for larger audits intend to 
subcontract with small or disadvantaged 
firms. 

Encourage contracting with small or disadvantaged 
audit firms which have traditionally audited 
government programs, and in such cases where 
this is not possible, assure that these firms 
are given consideration for audit subcontracting 
opportunities. 

Encourage contracting with consortiums of : 
small or disadvantaged audit firms as described 
in paragraph a. when a contract is too large 
for an individual small or disadvantaged 
audit firm. 

Use the services and assistance, as appropriate,. 
of the Small Business Administration, the 
Minority Business Development Agency of the 
Department of Commerce, and the Community 
Services Administration in the solicitation 
and utilization of small or disadvantaged 
audit firms. 
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