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The Account ing  and A u d i t i n g  A c t  of 1950 makes t h e  
G e n e r a l  Account ing  O f f i c e  (GAO)  r e s p o n s i b l e  for  e s t a b l i s h i n g  
t h e  a c c o u n t i n g  s t a n d a r d s  t h a t  F e d e r a l  a g e n c i e s  a r e  t o  f o l l o w .  
I n  c a r r y i n g  o u t  t h i s  r e s p o n s i b i l i t y ,  GAO e s t a b l i s h e d  s u c h  
s t a n d a r d s  i n  1952 and h a s  r e v i s e d  them p e r i o d i c a l l y  s i n c e  
t h e i r  o r i g i n a l  i s s u a n c e .  I n  r e c e n t  y e a r s  t h e r e  has b e e n  many 
a d v a n c e s  i n  a c c o u n t i n g  t h e o r y  and p r a c t i c e  and w e ,  i n  l i g h t  
o f  these  a d v a n c e s ,  deem it p r u d e n t  t o  reexamine  t h e s e  F e d e r a l  
s t a n d a r d s  on  a c o n c e p t u a l  b a s i s  t o  see i f  c h a n g e s  a r e  needed 
o r  c i e s i r a b l e .  

Our g o a l  is  t o  d e v e l o p  a c o n c e p t u a l  framework under  
which c o n s i s t e n t  F e d e r a l  a c c o u n t i n g  r e q u i r e m e n t s  c a n  be main-) 
t a i n e d .  These  r e q u i r e m e n t s  would i n c l u d e  b o t h  a c c o u n t i n g  
s t a n d a r d s  and o p e r a t i o n a l  r e q u i r e m e n t s .  The e f f o r t  is  fo rward  
l o o k i n q .  The e x p e c t e d  l o n g a r a n g e  b e n e f i t s  a re  more u s e f u l  
f i n a n c i a l  i n f o r m a t i o n .  

Al though much h a s  been  done  i n  r e c e n t  y e a r s  t o  e s t a b l i s h  
new s t a n d a r d s  i n  t h e  p r i v a t e  s e c t o r ,  w e  c a n n o t  u n q u e s t i o n i n g l y  
a c c e p t  such  s t a n d a r d s  f o r  government .  

We b e l i e v e  t h a t  government  is  s u f f i c i e n t l y  d i f f e r e n t  
from p r o f i t  and n o n p r o f i t  e n t i t i e s  i n  t h e  p r i v a t e  s .ec tor  
t o  w a r r a n t  s e p a r a t e  a c c o u n t i n g  s t a n d a r d s  s t u d i e s .  P e r h a p s  
t h e  most s i g n i f i c a n t  d i f f e r e n c e  i s  t h e  basic  env i ronmen t  
i n  wh ich  government  o p e r a t e s .  I t  i s  d i f f e r e n t  from b u s i n e s s  
e n t e r p r i s e s .  I n  b u s i n e s s  t h e  bot tom l i n e  i s  p r o f i t ,  b u t  i n  
government  t h e r e .  d o e s  n o t  e x i s t  a so e a s i l y  measured item. 
P r o f i t  i s  tne  item by which  a b u s i n e s s ' s  w o r t h  i s  r e c o g n i z e d  
and measured .  I t  i s  a l s o  a means by  which  c o n t r o l  is  e x e r a  
c ised.  I n  a f r e e  m a r k e t  sys t em p r o f i t s  i n d i c ' a t e  economic 
o p e r a t i o n s  and u n p r o f i t a b l e  b u s i n e s s e s  w i l l  be f o r c e d  o u t  
o f  t h e  m a r k e t  place .  I n  t h e  government  c o n t r o l  ove r  how 
e c o n o m i c a l l y  an e n t i t y  o p e r a t e s  is achieved through o t h e r  
means s u c h  a s  laws, r e g u l a t i o n s ,  and c o n s t a n t  m o n i t o r i n g  o f  
many f a c e t s  o f  o p e r a t i o n s .  

A l s o ,  i n  government  t h e  p r i n c i p a l  r e s o u r c e  p r o v i d e r ,  t h g  
t a x p a y e r ,  i s  more d i s t a n t  t h a n  t h e  cus tomer  i n  p r i v a t e  b u s i d  
ness.  Customer demand h a b i t s  i n f l u e n c e  b u s i n e s s  more e a s i l y  
t h a n  t a x p a y e r s  i n f l u e n c e  government .  There is n o t  an  open 



market a s  i n  b u s i n e s s  w i t h  wh ich  t o  tes t  t h e  v a l u e  of  t h e  
s e r v i c e  and p r o d u c t s  o f  government .  Moreover ,  i n  government  
t h e  c o n t i n u i t y  o f  l e a d e r s h i p  and harmony o f  purpose w h i c h  
e x i s t  i n  bus iness  i s  f r e q u e n t l y  i n t e r r u p t e d  by a change  
of a d m i n i s t r a t i o n .  F i n a l l y ,  i n  government ,  management ' s  
choices  f o r  s p e n d i n g  money t o  a c h i e v e  i t s  g o a l s  a r e  more 
l i m i t e d  t h a n  i n  b u s i n e s s .  

The Federal  Government shares  may o f  t h e  d i f f e r e n c e s  
be tween b u s i n e s s  and government  w i t h  S t a t e  and l o c a l  govern-  
ments .  T h e  F e d e r a l  Government is d i f f e r e n t  from o t h e r  gove rnmen t s  
i n  t h a t  i t s  e f f e c t  on t h e  n a t i o n a l  economy and i t s  r e l a t i o n s h i p  
w i t h  f o r e i g n  governments  o f t e n  i n t r o d u c e  un ique  f a c t o r s  
i n t o  its a c c o u n t i n g .  (We w i l l  n o t  be s u r e  e x a c t l y  how much 
t h i s  u n i q u e n e s s  w i l l  a f f e c t  F e d e r a l  a c c o u n t i n g  s t a n d a r e s  
u n t i l  we c o m p l e t e  t h e  s t a n d a r d s  deve lopment  p r o c e s s . )  

O b j e c t i v e s ,  Fundamenta ls ,  S t a n d a r d s ,  and O p e r a t i o n a l  C r i t e r i a .  
An example of  what c a n  be e x p e c t e d  i n  each s t a g e  fol lows:  

Object ives--Account ing must  p r o v i d e  i n f o r m a t  ion  

The s t a n d a r d s  a r e  b e i n g  deve loped  i n  four s t a g e s :  

u s e f u l  i n  a s s e s s i n g  management 
per formance  and S t e w a r d s h i p .  

Fundamentals-Time-Period Concept  - t o  p r o v i d e  a p r o p e r  
a s s e s s m e n t  o f  managements' pe r fo rmance  
and s t e w a r d s h i p  a l l  e x p e n s e s  need  t o  be 
r e c o g n i z e d  i n  t h e  p e r i o d  i n c u r r e d  and a l l  

. r e v e n u e s  w i l l  be r e c o g n i z e d  i n  t h e  p e r i o d  
e a r n e d .  

Standzrds-One expense  t h a t  n e e d s  t o  be :ecognized i n  
t h e  p e r i o d  i n c u r r e d  i s  bad d e b t  expense .  
A c c o r d i n g l y ,  r e c e i v a b l e s  m u s t  be rev iewed t o  
e s t a b l i s h  an a p p r o p r i a t e  a l l o w a n c e  f o r  bad 
d e b t  expense  f o r  t h e  p e r i o d .  

O p e r a t i o n a l  C r i t e r i a - I n  o r d e r  t o  c a l c u l a t e  bad d e b t  
expense f o r  t h e  p e r i o d  an agency  
s h o u l d  ( I )  age rece ivables  t o  
a l l o w  f o r  an a n a l y s i s  of  pas t -due  
a c c o u n t s  and w r i t e - o f f  t h o s e  
d e t e r m i n e d  t o  be u n c o l l e c t i b l e ,  
o r  ( 2 )  d e t e r m i n e  a p e r c e n t a g e  of 
r e c e i v a b l e s  t h a t  a r e  u n c o l l e c t a b l e  
based  o n  e x p e r i e n c e  d a t a .  
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Only t h e  o b j e c t i v e s  s t a g e  i s  c o v e r e d  i n  t h i s  document.  
S u b s e q u e n t  documents  w i l l  d ea l  w i t h  t h e  r e m a i n i n g  s t a g e s .  

T h i s  document is d i v i d e d  i n t o  two p a r t s .  The f i r s t  
p a r t  a d d r e s s e s  t h e  o v e r a l l  s t r u c t u r e  o f  a c c o u n t i n g  t h e o r y  
and p r a c t i c e .  I t  i d e n t i f i e s  two l e v e l s  o f  a c c o u n t i n g  t h e o r y  
which c o n s t i t u t e  t h e  c o n c e p t u a l  framework o f  a c c o u n t i n g  p r a c -  
t i c e .  Two l e v e l s  of a c c o u n t i n g  prac t ice  are  a l s o  i d e n t i f i e d ,  
and t h e  components  and  b o u n d a r i e s  of  each o f  t h e  four l e v e l s  
a r e  summarized. 

The second p a r t  addresses t h e  f i r s t  l e v e l  o f  t h e  con- 
ceptual  framework,  t h e  o b j e c t i v e s  o f  a c c o u n t i n g  and f i n a n c i a l  
r e p o r t i n g  i n  t h e  Federal  Government. I t  establishes t h e  
o b j e c t i v e s  by f i r s t  i d e n t i f y i n g  t h e  u s e r s  o f  a c c o u n t i n g  
and f i n a n c i a l  i n f o r m a t i o n  and t h e n  by i d e n t i f y i n g  t h e i r  
i n f o r m a t i o n  n e e d s .  The o b j e c t i v e s  s t a t e m e n t  a l s o  d i s c u s s e s  
t h e  q u a l i t a t i v e  cha rac t e r i s t i c s  o f  f i n a n c i a l  r e p o r t i n g  s i n c e  
t h e y  have a d i r e c t  b e a r i n g  on  t h e  u s e f u l n e s s  o f  i n f o r m a t i o n  
c o n t a i n e d  i n  t h e  r e p o r t s .  

S i m i l a r  e f f o r t s  a re  underway b y  t h e  F i n a n c i a l  Accoun t ing  
S t a n d a r d s  Board (FASB) and t h e  N a t i o n a l  C o u n c i l  on Governmental  
Account ing  ( N C G A ) .  The FASB is  c u r r e n t l y  i n v o l v e d  i n  
e s t a b l i s h i n g  a c o n c e p t u a l  framework f o r  a c c o u n t i n g  and 
f i n a n c i a l  r e p o r t i n g  f o r  b u s i n e s s  e n t e r p r i s e s  and h a s  a l r e a d y  
i s s u e d  t h e  f i r s t  p a r t  o f  t h e  f ramework,  t h e  o b j e c t i v e s  
s t a t e m e n t .  The  NCGA i s  c u r r e n t l y  d o i n g  r e s e a r c h  f o r  S t a t e  
and local government  a c c o u n t i n g .  
s t a t e m e n t  w e  drew upon t h e  F i n a n c i a l  Account ing  S t a n d a r d s  
B o a r d ' s  work on t h e  c o n c e p t u a l  framework e f f o r t s  and on t h e  

and l o c a l  governments .  We a l s o  t r i e d  t o  use t h e  same 
. t e r m i n o l o g y  t o  avo id  confusion i n  a c c o u n t i n g  l i t e r a t u r e ,  

I n  d e v e l o p i n g  t h e  o b j e c t i v e s  

- N a t i o n a l  Counc i l  o f  Governmental  A c c o u n t i n g ' s  r e s e a r c h  on S t a t e  

T h i s  document i s  i ssued  a s  a n  e x p o s u r e  d r a f t  t o  F e d e r a l  
departments and a g e n c i e s ,  t o  members i n  t h e  a c c o u n t i n g  pro- 
f e s s i o n ,  and t o  o t h e r  i n t e r e s t e d  p e r s o n s  i n  t h e  f i n a n c i a l  
c o m u n r t y .  We encourage  your  r e v i e w  o f  t h i s  document and 
s o l i c i t  your  comments on  how i t  c a n  be improved and whether  
t h e  bas ic  o b j e c t i v e s  seem t o  be t h e  a p p r o p r i a t e  o n e s  for t h e  
Federal Government. Please s e n d  t h e s e  comments by April  21, 
1 9 8 0 ,  t o :  
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Ronald J. P o i n t s  
F i n a n c i a l  and General Management 

Stud ie s D iv i s i 0 n 
Room 6106 
U.S. Genera l  Account ing  Office 
4 4 1  G S t r e e t ,  N.W. 
Washington ,  D.C. 20548 

S i n c e r e l y  yours, 

D. L .  S c a n t l e b u r y  
D i r e c t o r  

E n c l o s u r e  
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OVERVIEW OF THE CONCEPTUAL FFLAMEWORK 

AND STANDARDS PROJECT 

-- 

The Budget  and Account ing  P r o c e d u r e s  A c t  o f  1 9 5 0  - 
requires t h e  G e n e r a l  Account ing  O f f i c e  (GAO)  t o  take t h e  

i n i t i a t i v e  i n  e s t a b l i s h i n g  a c c o u n t i n g  p r i n c i p l e s  and s t a n d a r d s  

appl icable  i n  t h e  Federal Government. I n  a c o n t i n u i n g  e f f o r t  

t o  improve f i n a n c i a l  management, GAO h a s  r e c e n t l y  begun t o  

reexamine  t h e  a c c o u n t i n g  and f i n a n c i a l  r e p o r t i n g  r e q u i r e m e n t s  

i n  t h e  F e d e r a l  s e c t o r .  T h i s  paper p r e s e n t s  an  o v e r a l l  s t r u c t u r e  

of  a c c o u n t i n g  t h e o r y  and pract ice  i n  t h e  Federal Government 

and an o v e r v i e w  o f  t h e  method t o  be f o l l o w e d  i n  r e e v a l u a t i n g  

t h e  c u r r e n t  r e q u i r e m e n t s .  

Account ing and f i n a n c i a l  r e p o r t i n g  i n  t h e  Federal Govern- 

m e n t  c a n  be o r g a n i z e d  i n t o  a s t r u c t u r e  c o n t a i n i n g  two major  

components ,  one  d e a l i n g  w i t h  a c c o u n t i n g  t h e o r y  and one  d e a l i n g  

w i t h  a c c o u n t i n g  pract ice .  The o n e  d e a l i n g  w i t h  a c c o u n t i n g  

t h e o r y  c o n s i s t s  of t h e  c o n c e p t s  which p r o v i d e  t h e  b a s i s  f o r  * 

a c c o u n t i n g  prac t ice .  As s u c h  i t  is c a l l e d  t h e  " c o n c e p t u a l  

framework" of a c c o u n t i n g  and f i n a n c i a l  r e p o r t i n g .  The one  

d e a l i n g  w i t h  a c c o u n t i n g  p r a c t i c e  c o n s i s t s  o f  r e q u i r e m e n t s  

t h a t  must  be fo l lowed  when i d e n t i f y i n g ,  p r o c e s s i n g ,  r e c o r d i n g ,  

and r e p o r t i n g  economic t r a n s a c t i o n s .  As s u c h ,  i t  is called 

t h e  " p r a c t i c e  r e q u i r e m e n t s "  o f  a c c o u n t i n g  and f i n a n c i a l  

r e p o r t i n g .  

1 



The c o n c e p t u a l  framework c o n s i s t s  o f  two l e v e l s :  

( I )  o b j e c t i v e s  and ( 2 )  f u n d a m e n t a l s .  The  p r a c t i c e  r e u u i r e -  

ments  component a l s o  c o n s i s t s  of  two l e v e l s :  (1) s t a n d a r d s  

and ( 2 )  o p e r a t i o n a l  c r i t e r i a .  The o v e r a l l  s t r u c t u r e  o f  

Federal  Government a c c o u n t i n g  t h e o r y  and p r a c t i c e  i s  a system- 

a t i c  p r o g r e s s i o n  o f  t h e  f o u r  p r e v i o u s l y  a e n t i o n e d  l e v e l s ;  

e a c h  s u c c e e d i n g  l e v e l  is b u i l t  upon t h e  b a s i s  p r o v i d e d  by 

t h e  p r e v i o u s  lower  l e v e l .  

T h i s  paper  d e f i n e s  t h e  c o n c e p t u a l  framework a n d  t h e  

p rac t i ce  r e q u i r e m e n t s  a t  e a c h  r e l a t ed  l e v e l  by summarizing 

t h e i r  cornFonents and b o u n d a r i e s .  

these leve ls  i n  d e t a i l ,  i n c o r p o r a t i n g  e x i s t i n g  GAO r e q u i r e m e n t s ,  

Subsequent  e f f o r t s  w i l f  d e v e l o p  

where  a p p r o p r i a t e .  

CONCEPTUAL FRAMEWORK--OBJECTIVES 

The o b j e c t i v e s  of Federal Governmen t ' accoun t ing  a r e  t h e  

most  bas ic  items from w h i c h  o t h e r  p a r t s  o f  a c c o u n t i n g  t h e o r y  

and p r a c t i c e  are d e r i v e d .  The o b j e c t i v e s  a r e  t h e  g o a l s  

toward w h i c h  a c c o u n t i n g  an6 f i n a n c i a l  r e p o r t i n g  a r e  d i r e c t e d .  

The p r i m a r y  o b j e c t i v e  o f  Federal Government a c c o u n t i n g  and 

f i n a n c i a l  r e p p r t i n g  is t o  p r o v i d e  i n f o r m a t i o n  u s e f u l  i n  

a s s e s s i n g  management 's  per formance  and s t e w a r d s h i p .  To 

e v a l u a t e  per formance  and s t e w a r d s h i p ,  f i n a n c i a l  r e p o r t s  m u s t  

p r o v i d e  i n f o r m a t i o n  u s e f u l  i n  a s s e s s i n g :  
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- - F i n a n c i a l  v i a b i l i t y :  t h e  a b i l i t y  o f  t h e  e n t i t y  t o  
c o n t i n u e  t o  p r o v i d e  t h e  same 
l e v e l  o f  r e s o u r c e s .  

--Fiscal compl i ance :  whe the r  f i n a n c i a l  and r e l a t e d  
laws  and r e g u l a t i o n s  were 
f o l l o w e d .  

--Program A c t i v i t y :  t h e  d e g r e e  of a c t i v i t y  unde r  v a r i o u s  
p rograms ,  i n c l u d i n g  t h e  c o s t s  o f  
i n p u t s  and t h e  v a l u e  of ou tpu t s .  

Another  ob jec t ive  of a c c o u n t i n g  and f i n a n c i a l  r e p o r t i n g  

n o t  d i r e c t l y  n e c e s s a r y  i n  a s s e s s i n g  pe r fo rmance  and s t e w a r d -  

s h i p  b u t  d e p e n d e n t  upon v i a b i l i t y ,  c o m p l i a n c e ,  and program 

a c t i v i t y  is r e s o u r c e  a l l o c a t i o n .  Resource  a l l o c a t i o n  i s  t h e  

p r o c e s s  o f  a s s i g n i n g  and d i s t r i b u t i n g  b u d g e t  a u t h o r i t y ,  

d e c i d i n g  on u s e  o f  r e s o u r c e s  i n  c a r r y i n g  o u t  o p e r a t i o n s ,  and 

c h o o s i n g  government  secur i t ies  from a c r e d i t o r ' s  s t a n d p o i n t .  

The o b j e c t i v e s  w i l l  be deve loped  i n  t h r e e  l o g i c a l l y  

s e q u e n t i a l  s t a g e s :  (1) u s e r s  o f  f i n a n c i a l  i n f o r m a t i o n  w i l l  

be i d e n t i f i e d ,  ( 2 )  t h e i r  i n f o r m a t i o n  n e e d s  w i l l  be  d e t e m i n e d ,  

and ( 3 )  t h e  g e n e r a l  form and c o n t e n t  o f  f i n a n c i a l  i n f o r m a t i o n  

that s a t i s f i e s  user needs w i l l  be a s c e r t a i n e d .  However, b e f o r e  

i d e n t i f y i n g  u se r s ,  two s i g n i f i c a n t  f a c t o r s  a f f e c t i n g  t h e  

o b j e c t i v e s  and t h e  a c h i e v a b i l i t y  of o b j e c t i v e s  m u s t  b e  d i s c u s s e d .  

F i r s t ,  c e r t a i n  e n v i r o n m e n t a l  f a c t o r s  must  be c o n s i d e r e d  

i n h e r e n t  i n  f o r m u l a t i n g  o b j e c t i v e s  o f  a c c o u n t i n g  and f i n a n c i a l  

r e p o r t i n g  i n  t h e  Federal  Government. The  p u r p o s e  o f  t h e  

F e d e r a l  Government i s  t o  p r o v i d e  f o r  t h e  s a f e t y ,  w e l f a r e ,  

and o v e r a l l  S e n e f i t  of a l l  c i t i z e n s  o f  o u r  c o u n t r y .  As s u c h ,  
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t h e  g o a l  i s  t o  p r o v i d e  a s  much a s  p o s s i b l e  t o  a l l  c i t i z e n s  

w i t h  t h e  r e s o u r c e s  a v a i l a b l e  t o  i t ,  a s  opposed  t o  e a r n i n g  p r o f i t s  

and w e a l t h  f o r  se lected pa r t i e s .  F u r t h e r ,  t h e  means t o  c o n t r o l  

Federal  Government o p e r a t i o n s  a r e  d i f f e r e n t  f rom t h o s e  i n  t h e  

p r i v a t e  s e c t o r .  I n  t h e  F e d e r a l  Government c o n t r o l  is a c h i e v e d  

by l a w s  and r e g u l a t i o n s .  These and o t h e r  e n v i r o n m e n t a l  f a c t o r s  

w i l l  be deve loped  f u r t h e r  i n  t h e  o b j e c t i v e s  s ta tement .  

Second,  c e r t a i n  l i m i t a t i o n s  o f  a c c o u n t i n g  and f i n a n c i a l  

r e p o r t i n g  a f f e c t i n g  t h e  a c h i e v a b i l i t y  o f  o b j e c t i v e s  w i l l  be 

d i s c u s s e d .  The  t h r e e  f o l l o w i n g  l i m i t a t i o n s  w i l l  be enumera ted :  

1. I m p r e c i s i o n  i n  f i n a n c i a l  i n f o r m a t i o n  e x i s t s  
( p a r t i c u l a r l y  i n  f i n a n c i a l  s t a t e m e n t s )  b e c a u s e  
o f  t h e  u n a v o i d a b l e  u s e  o f  es t imates .  

2.  The c o s t  o f  p r o v i d i n g  a l l  n e c e s s a r y  i n f o r m a t i o n  
t o  s a t i s f y  t h e  n e e d s  o f  a l l  users w i l l  s u r e l y  
ou twe igh  t h e  t o t a l  b e n e f i t .  As a r e s u l t ,  f i n a n c i a l  
r e p o r t s  w i l l  n o t  s a t i s f y  t h e  need of each and o v e r y  
u s e r  i n d i v i d u a l l y  b u t  r a t h e r  t h e  p r i m a r y  n e e d s  o f  
t h e  p r i n c i p a l  u s e r s  c o l l e c t i v e l y .  

d e c i s i o n s  a b o u t  t h e  Federal  Government e x t e n d  
3 .  The t o t a l  i n f o r m a t i o n  n e e d s  o f  t h o s e  making 

beyond t h o s e  which  f i n , a n c i a l  i n f o r m a t i o n  can s u p p l y .  
F i n a n c i a l  i n f o r m a t i o n  i s  l i m i t e d  t o  p r o v i d i n g  d a t a  
on  economic r e s o u r c e s  and i s  b u t  o n e - s o u r c e  of  t h e  
t o t a l  i n f o r m a t i o n  needed by t h o s e  making d e c i s i o n s  
a b o u t  t h e  Federal Government. 

The d e g r e e  t o  which o b j e c t i v e s  a r e  a c h i e v e d  w i l l  n e c e s s a r i l y  

be c o n s t r a i n e d  by t h e s e  l i m i t a t i o n s .  

Users w i l l  t h e n  be i d e n t i f i e d ,  t h e i r  n e e d s  w i l l  be 

d e l i n e a t e d ,  and t h e  g e n e r a l  type o f  f i n a n c i a l  i n f o r m a t i o n  

t h a t  w i l l  s a t i s f y  t h e s e  needs  w i l l  be d i s c u s s e d .  S u b j e c t s  

- 4 -  



t o  be c o n s i d e r e d  and d i s c u s s e d  i n  t h e  o b j e c t i v e s  p h a s e  

i n c l u d e  t h e  r e l a t i v e  i m p o r t a n c e  o f  u s e r s  o r  u s e r  g r o u p s ,  u s e r s '  

v a r y i n g  d e g r e e s  of knowledge and u n d e r s t a n d i n g  of a c c o u n t i n g  

and f i n a n c i a l  r e p o r t i n g ,  t h e  s c o p e  of f i n a n c i a l  r e p o r t i n g  

and t h e  r a n g e  of  users c o n s i d e r e d  i n  f o r m u l a t i n g  o b j e c t i v e s ,  

and  t h e  q u a l i t a t i v e  c h a r a c t e r i s t i c s  which d e t e r m i n e  t h e  

u s e f u l n e s s  of f i n a n c i a l  r epor t s .  

CONCEPTUAL FRAMEWORK--FUNDAMENTALS 

Fundamenta ls  a r e  t h e  second b u i l d i n g  b l o c k  of t h e  

c o n c e p t u a l  framework. Fundamenta ls  are c o n c e p t s  which s e r v e  as 

g u i d e l i n e s  f o r  d e t e r m i n i n g  and e s t a b l i s h i n g  s t a n d a r d s .  Whereas 
~~~ ~-~ ~~~~ ~~~~~ ~~ 

o b j e c t i v e s  focus on a d e s i r e d  end  p r o d u c t  and p r o v i d e  t h e  basis 

from wh i c h  t o  p r o c e e d ,  f u n d a m e n t a l s  a re  t h e  i n i t i a l  s t e p s  or 

means t o  a c h i e v i n g  t h e  o b j e c t i v e s .  

Fundamenta ls  i n c l u d e  c o n c e p t s  d e r i v e d  f rom t h e  e n v i r o n -  

m e n t  i n  which t h e  Federal Government operates.  They are 

broad  i n  s c o p e  and a r e  t h e  f o u n d a t i o n s  of s t a n d a r d s .  

Examples o f  f u n d a m e n t a l s  i n c l u d e :  

1. E n t i t y  c o n c e p t  

2. Matching c o n c e p t  

3 .  Measurement c o n c e p t  

4 .  Concep t s  o f  t h e  a c c o u n t i n g  s y s t e m  

Fundamenta ls  a l s o  i n c l u d e  t h e  elements of a c c o u n t i n g  and 

f i n a n c i a l  r e p o r t i n g .  E lemen t s  are  d e f i n i t i o n s  and 
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c l a s s i f i c a t i o n s  o f  t r a n s a c t i o n s ,  r i g h t s ,  and c l a i m s  t o  

r i g h t s ;  l i a b i l i t i e s ;  and e q u i t i e s .  A l s o ,  i n  t h i s  p h a s e  tne  

e l e m e n t s  w i l l  be d i scussed  i n  c o n t e x t  with t r a d i t i o n a l  F e d e r a l  

f i n a n c i a l  s t a t e m e n t s .  

PRACTICE REQUIREMENTS 4 'STANDARDS 

The t e rm " p r i n c i p l e s "  i s  o f t e n  used synonymously w i t h  

" s t a n d a r d s . "  G e n e r a l l y ,  " p r i n c i p l e s "  mean comprehens ive  

and fundamen ta l  laws,  d o c t r i n e s ,  o r  a s s u m p t i o n s  t h a t  a r e  

i n t e n d e d  t o  be p e r v a s i v e .  " S t a n d a r d s , "  on t h e  o t h e r  hand ,  

r e f e r  t o  r u l e s  or  r e q u i r e m e n t s  e s t a b l i s h e d  by a u t h o r i t y , .  

cus tom,  o r  g e n e r a l  c o n s e n t .  S t a n d a r d s  a r e  more s p e c i f i c  t h a n  

p r i n c i p l e s  by i m p l i c a t i o n .  Al though t h e  meanings  o f  e a c h  

a r e  c l o s e ,  f o r  o u r  p u r p o s e s  t h e  t e rm " p r i n c i p l e s "  w i l l  be 

used i n  t h e  b road  g e n e r i c  s e n s e  t o  r e f e r  t o  any a s p e c t  o f  t h e  

a c c o u n t i n g  s t r  u c t u r  e.. 

" S t a n d a r d s "  h a s  a spec i f ic  meaning i n  t h e  o v e r a l l  

s t r u c t u r e .  S t a n d a r d s  a r e  e s s e n t i a l l y  r u l e s  for  r e c o g n i z i n g  

and r e p o r t i n q  economic t r a n s a c t i o n s  and e v e n t s .  The s t a n d a r d s  

p r o v i d e  t h e  c r i t e r i a ,  r u l e s ,  and r e q u i r e m e n t s  for: 
- 

1. Recogniz ing  economic t r a n s a c t i o n s  and e v e n t s .  

2 .  Measuring o r  v a l u i n g  components  of t r a n s a c t i o n s .  

3 .  A s s i g n i n g  economic r e s o u r c e s  o b t a i n e d  o r  used t o  time 

p e r i o d s .  

4 .  R e p o r t i n g  t r a n s a c t i o n s  and  e v e n t s .  

S t a n d a r d s  a r e  t h e  n e x t  l e v e l  a f t e r  fundamen ta l s  a n d ,  

a s  s u c h ,  a r e  more s p e c i f i c .  Examples o f  s t a n d a r d s  i n c l u d e  
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r e q u i r e m e n t s  for  r e c o g n i z i n g  l i a b i l i t i e s ,  r e v e n u e s ,  O K  

e x p e n d i t u r e s ;  c r i t e r i a  for v a l u i n g  f o r e i g n  c u r r e n c y  or 

r e c e i v a b l e s ;  dnd ru l e s  f o r  a l l o c a t i n g  overhesrd cos t s ,  where 

dppl icdble .  

PRACTICE REQUIREMENTS--0PEMTIOKAL CRITERIA 

The operationdl c r i t e r i d  l e v e l  i s  composed of t h e  most 

d e t d i l e d  dspects o f  t h e  a c c o u n t i n g  framework. T h i s  l e v e l  

i n c l u d e s  t h e  p r o c e d u r a l  or  sys t em dspects t h a t  e s s e n t i d l y  

f a c i l i t d t e  a p p l i c a t i o n  of t h e  s t a n d d r d s .  It c o n s i s t s  o f  t h e  

way i n  which S tan8dfdS  dre app l i ed  $0 produce reportdble 

f i n d n c i a l  i n f o r m a t i o n ,  s d f e g u d r d  r e s o u r c e s ,  and maximize 

t h e i r  e f f i c i e n t  and e f f e c t i v e  use. Examples i n c l u d e :  

1. The p r o c e s s i n g  of t r a n s a c t i o n s  dnd s o u r c e  
documents .  

2. P r o c e d u r e s  and c o n t r o l s  i n  p r o c e s s i n g  and 
r e c o r d i n g  t r d n s a c t i o n s  and  c o m p i l i n g  reports .  

3. The a c c o u n t  s t ructure  and r e c o r d s  m a i n t a i n e d .  

4 .  Audi t  t r a i l s .  

T h i s  l e v e l  i n c l u d e s  t h o s e  sys t em r e q u i r e m e n t s  which 

a r e  n o t  s p e c i f i c  d e t a i l e d  ac t s  o r  p r o c e d u r e s . b u t  which 

are s u b j e c t .  t o  approvdl by CAO as pa r t  of'an a c c o u n t i n g  system 

d e s i g n .  I t  e x c l u d e s  "desk" p r o c e d u r e s  and o p e r a t i o n s  mdnudls ,  

wh ich  dre c o n s i d e r e d  par t  of t h e  i m p l e m e n t a t i o n  phase of 

t h e  d c c o u n t i n g  system. I n  d e v e l o p i n g  t h i s  level w e  w i l l  
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f u r t h e r  i d e n t i f y  b o u n d a r i e s  s e p a r a t i n g  d e t a i l e d  i t ens  con- 

sidered i m p l e m e n t a t i o n  o f  operating s y s t e m s  from those itens 

c o n s i d e r e d  d e s i g n  of  systems. 
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Zhe b u d g e t  and  Account ing  P r o c e d u r e s  A c t  of 1 9 5 0  

r e q u i r e s  t h e  G e n e r a l  Accoun t ing  O f f i c e  (GkO) t o  t a k e  t h e  

i n i t i a t i v e  i n  e s t a b l i s h i n g  a c c o u n t i n g  p r i n c i p l e s  and s t a n < -  

a r d s  a p l ; l i c a b l e  i n  t h e  F e d e r a l  Government. I n  a c o n t i n u i n g  

e f f o r t  t o  improve f i n a n c i a l  management, GAO h a s  r e c e n t l y  

begun t o  reexamine  t h e  c u r r e n t  a c c o u n t i n g  and f i n a n c i a l  

r e p o r t i n g  r e q u i r e m e n t s  in t h e  F e d e r a l  sector. T h i s  s t a t e m e n t  

is t h e  f i r s t  i n  a se r ies  o f  s t a t e m e n t s  i n t e n d e d  t o  e s t a b l i s h  

t h e  basis  f o r  a c c o u n t i n g  and r e p o r t i n g  r e q u i r e m e n t s .  

Subsequen t  s t a t e m e n t s  w i l l  f o c u s  on c u r r e n t  requirements .  

The Furpose  of t h i s  s t a t e m e n t  i s  t o  e s t a b l i s h  t h e  

o b j e c t i v e s  of F e d e r a l  Government a c c o u n t i n g  and f i n a n c i a l  

r e p c r t i n s .  O b j e c t i v e s  c o n s t i t u t e  t h e  f i r s t  l e v e l  of a two- l eve l  

c o n c e s t u a l  framework; t h e  second l e v e l  is fundamen ta l  c o n c e F t s .  

The o v e r a l l  Federal  Government a c c o u n t i n g  and f i n a n c i a l  

r e p o r t i n g  s t r u c t u r e  i n c l u d e s  a s t a n d a r d s  and a p r o c e d u r a l  

l e v e l  In ac id i t i on  t o  t h e  c o n c e p t u a l  framework l e v e l s .  

T h i s  s t a t e m e n t  is n o t  i n t e n d e d  t o  s p e c i f y  a c c o u n t i n g  

s t a n d a r d s , '  p r o c e d u r a l  r e q u i r e m e n t s ,  or r e p o r t i n g  y r a c t i c e s ,  

as d o e s  t h e  Genera l  Account ing  O f f i c e  P o l i c y  and P r o c e d u r e s  

Manuel €or Guidance of F e d e r a l  Agencies .  R a t h e r  it is 

i n t e n d e d  t o  p r o v i d e  f u n d a r n e n k l  c o n c e p t s  f o r  e s t a b l i s h i n g  

a c c o u n t i n g  and r e p o r t i n g  s t a n d a r d s  and o ther  r e q u i r e m e n t s .  



Current requirements in the nanual are not always 

consistent with the objectives in this statement, an6 

the objectives in this statement will not always be met 

by current requirements in the manual. In suksequent 

statements, GAO expects to reevaluate the requirements 

in the manual and make additions, deletions, modifications, 

or interpretations of requirements, where appropriate, 

on the bitsis of the adoption of the conceptual framework. 
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OBCECTIVES OF ACCOUNTING ANE 

FINANCIAL REPORTING IN THE FEDERAL GOVERNMEKT 

IXTRCDUCTI3N 

1. T h i s  s t a t e m e n t  e s t a b l i s h e z - ; - $ h e  o b j e c t i v e s  o f  a c c o u n t i n g  

and f i n a n c i a l  r e p o r t i n g  i n  t h e  Federal  Government. 

Developing  t h e  o b j e c t i v e s  i s  t h e  f i r s t  t a s k  i n  es tab-  

l i s h i n g  t h e  a c c o u n t i n g  s t r u c t u r e .  T h i s  s t a t e m e n t  d o e s  

n o t  s p e c i f y  a c c o u n t i n g  s t a n d a r d s  o r  p r o c e d u r e s ,  n o r  does 

i t  c o n t a i n  c o n c l u s i o n s  on t h e  number o r  form o f  f i n a n c i a l  

s t a t e m e n t s  o r  d i s c l o s u r e s .  R a t h e r  it sets f o r t h  bes ic  

g o a l s  w h i c h  u n d e r l i e  f i n a n c i a l  a c c o u n t i n g  r e q u i r e m e n t s .  

2.  The o v e r a l l  a c c o u n t i n g  and f i n a n c i a l  r e p o r t i n g  s t r u c t u r e  

i n  t h e  F e d e r a l  Government h a s  two major components ,  

t h e  c o n c e p t u a l  framework and t h e  p r a c t i c e  r e q u i r e m e n t s .  

The o b j e c t i v e s  i s  t h e  f i r s t  o f  two l e v e l s  i n  t h e  c o n c e p t u a l  

framework. The n e x t  l e v e l  i s  t h e  fundamen ta l  c o n c e p t s .  

Y 

The p r a c t i c e  r e q u i r e m e n t s  cornponen t a1 so i n c l u d e s  

two l e v e l s ,  s t a n d a r d s  and o p e r a t i o n a l  c r i t i e r i a .  

T h i s  s t a t e m e n t  i s  t h e  f i r s t  o f  a p l z n n e d  se r ies  

w h i c h  w i l l  i n c l u d e  all four l e v e l s .  

3 .  Although t h i s  s t a t e m e n t  i s  i n t e n d e d  t o  e s t a b l i s h  t h e  

o b j e c t i v e s  of a c c o u n t i n g  and f i n a n c i a l  r e p o r t i n g ,  the 

q u a l i t i v s  f a c t o r s  which  f i n a n c i a l  r e p o r t s  mus t  c o n t a i n  

1 



a l s o  are  c o v e r e d  s i n c e  they h iwe  a a ' i r e c t  b e a r i n ?  on 

. u s e f u l n e s s  o f  r e p o r t e d  i n f o r m a t i o n .  Also p a r a g r a p h  2 5  

d i s c u s s e s  t h e  r a n g e  o f  poss ib le  e n t i t i e s  f o r  t h e  p u r p o s e  

o f  i d e n t i f y i n g  t h e  users  of f i n a n c i a l  r e p o r t s .  The e n t i t i e s  

a r e  n o t  d e f i n e d ,  however a s  t h e  e n t i t y  q u e s t i o n  w i l l  

be c o v e r e d  i n  i t s  e n t i r e t y  i n  o u r  statement on t h e  second 

l e v e l  of t h e  c o n c e p t u a l  f ramework,  t h e  fundamen ta l  

c o n c e p t s .  T o p i c s  a l s o  t o  be c o v e r e d  i n  t h e  fundamen ta l  

c o n c e p t s  l e v e l  i n c l u d e s  t h e  e l e m e n t s  o f  a c c o u n t i n g  and 

f i n a n c i a l  r e p o r t i n g ,  f i n a n c i a l  s t a t e m e n t s  ( f o r m  and c o n t e n t ) ,  

and measurement  and v a l u a t i o n s .  

OBJECTIVES DEFINED AND SUMMARIZED 

4. " O b j e c t i v e s "  a r e  t h e  g o a l s  o r  a ims  toward  which 

a c c o u n t i n g  and f i n a n c i a l  r e p o r t i n g  i s  d i r e c t e d .  They 

- a re  d e r i v e d  d i r e c t l y  from t h e  n e e d s  o f  i n t e n d e d  

u s e r s .  These  n e e d s  b a s i c a l l y  c e n t e r  a round t h e  

a c t i v i t i e s  o f  a F e d e r a l  Government e n t i t y  and f o c u s  

on e v a l u a t i n g  pe r fo rmance  and s t e w a r d s h i p .  T h e r e f o r e ,  

t h e  p r i m a r y  o b j e c t i v e  o f  F e d e r a l  Government a c c o u n t i n g  

and f i n a n c i a l  r e p o r t i n g  i s  t o  p r o v i d e  i n f o r m a t i o n  

u s e f u l  i n  a s s e s s i n g  management 's  pe r fo rmance  and 

s t e w a r d s h i p .  To d o  this, however ,  i n f o r m a t i o n  m u s t  
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d i s c l o s e  whether  a p p l i c a b l e  l a w s  and r e g u l a t i o n s  

were a d h e r e d  t o ,  t h e  n a t u r e  and e x t e n t  o f  a c t i v i t i e s  

under  v a r i o u s  p rograms ,  and t h e  a b i l i t y  o f  t h e  e n t i t y  

t o  c o n t i n u e  and t o  a c h i e v e  program g o a l s .  T h i s  F e d e r a l  

Government a c c o u n t i n g  and f i n a n c i a l  r e p o r t i n g  s h o u l d  

p r o v i d e  i n f o r m a t i o n  u s e f u l  i n  a s s e s s i n g :  

- - F i n a n c i a l  v i a b i l i t y :  t h e  a b i l i t y  of t h e  e n t i t y  
t o  c o n t i n u e  t o  p r o v i d e  t h e  
same l e v e l  o f  r e s o u r c e s .  

- - F i s c a l  compl i ance :  whe the r  f i n a n c i a l  and r e l a t e d  
laws and r e g u l a t i o n s  were 
f o l l o w e d .  

--Program A c t i v i t y :  t h e  d e g r e e  of  a c t i v i t y  under  
v a r i o u s  p rograms  i n c l u d i n g  t h e  
c o s t s  o f  i n p u t s  and t h e  v a l u e  of  
o u t p u t s .  

5 .  Another  l e v e l  o f  o b j e c t i v e s  i n c l u d e s  r e s o u r c e  a l l o c a t i o n .  

Resource  a l l o c a t i o n  b a s i c a l l y  i n v o l v e s  t h e  d e c i s i o n  

p r o c e s s  o f  c h o o s i n g  among a l t e r n a t i v e s  f o r  a s s i g n i n g  

r e s o u r c e s .  I t  i s  t h e  p r o c e s s  o f  d i s t r i b u t i n g  budge t  

a u t n o r i t y ,  d e c i d i n g  on  t h e  use o f  r e s o u r c e s  i n  c a r r y i n g  

o u t  o p e r a t i o n s ,  and  c h o o s i n g  government  secur i t ies  from 

a c r e d i t o r ' s  s t a n d p o i n t .  T h i s  o b j e c t i v e  is n o t  n e c e s s a r y  

i n  d i r e c t l y  a s s e s s i n g  pe r fo rmance  and s t e w a r d s h i p ,  how- 

e v e r ,  i t  i s  d e p e n d e n t  upon v i a b i l i t y ,  c o m p l i a n c e ,  and 

program a c t i v i t y  . 
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6 .  To help users  a6sess managenent's performance dnd 

stewardship an8 t o  decide on resoccse ellccdtion, 

i n fo rmdt fon  that  is useful must be preser.ted i n  t e r n s  

descr ib ing  economic resources.  Information cn economic 

resources under dn  entity's c o n t r o l ,  economic ObligdtiOnS 

of d n  e n t i t y  i n  terms o f  resources ,  dnd  resource flows 

h e l p  i nd ica t e  f inancia1 v i d b i l i t y .  Economic r4sources 

consumed ds inputs  and produced ds outputs  he lp  ind icd te  

program a c t i v i t y ,  and f i s c a l  complidnce, both e x t e r n a l l y  

dnd i n t e r n d l y  mdnddted, is medsured i n  terms of  

economic resources.  

t he re fo re ,  m u s t  bear on economic resources  dnd must focus 

on the c r e a t i o n ,  use, ctnd r i g h t s  t o  resources.  However, 

t h e  degree and manner i n  w h i c h  the ob jec t ives  dre 

d t t d i n e d  depends on the  nature  and ex ten t  of t h e  in for -  

na t ion  t h d t  dcounting a d  f i n a n c i a l  repor t ing  can supply 

about econonic resources.  

Accounting and f inanc id l  repozt ing,  

7 .  The ob jec t ives  of dccounting and repor t ing  depend upon 

the  needs of users. These ob jec t ives  cdn be viewed d s  d 

cycle  o f  needs, w i t h  informdtion necessary t o  slssess 

management 's  stewardship and performance a t  i t s  hedd. 

The next l e v e l  of user needs includes informdtion 

necessdry t o  assess f i n a n c i d l  V i d b i l i t y ,  progrsrm d c t i v i t y ,  

and f i s c a l  compliance. The  next l e v e l  of user needs  
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focuseE on i n f o r m a t i o n  n e c e s s a r y  t o  make r e s o u r c e  

a l l o c a t i o n  d e c i s i o n s .  Management p e r f o r m a n c e  and stew- 

a r d s h i p  is assessed by  f i r s t  d e t e r m i n i n g  f i n a n c i a l  

v i a b i l i t y ,  program a c t i v i t y ,  and  f i s c a l  compl i ance .  L i k e -  

wise a l l o c a t i o n  d e c i s i o n s  a r e  b a s e d  on v i a b i l i t y ,  p r c q r m  

a c t i v i t y ,  and compl i ance .  T h i s  c y c l e  is p r e s e n t e d  i n  

F i g u r e  1. 

8 .  To s a t i s f y  u s e r  n e e d s  i n f o r m a t i o n  a b o u t  economic r e s o u r c e s  

i s  n e c e s s a r y .  Economic r e s o u r c e  d a t a  is n e c e s s a r y  t o  

assess f i n a n c i a l  v i a b i l i t y ,  program a c t i v i t y ,  and f i s c a l  

c o m p l i a n c e ,  which i n  t u r n ,  e n a b l e s  a n  a s s e s s m e n t  o f  p e r -  

formance and s t e w a r d s h i p  and a d e t e r m i n a t i o n  o f  r e s o u r c e  

a l l o c a t i o n .  The c h a r a c t e r i s t i c s  o f  economic r e s o u r c e  d a t a  

can be couched i n  terms of  v i a b i l i t y  ( resources  a v a i l a b l e ,  

o b l i g a t i o n s ,  c h a n g e s  i n  r e s o u r c e s  and o b l i g a t i o n s )  , program 

a c t i v i t y  ( r e s o u r c e s  a s  i n p u t s  and o u t p u t s )  , and  compl i ence  

( r e s o u r c e s  i n  terms o f  e x t e r n a l  and i n t e r n a l  m a n d a t e s ) .  r n  

a d d i t i o n ,  economic r e s o u r c e  i n f o r m a t i o n  can be r e p o r t e d  

i n  v a r i o u s  forms  s u c h  a s  q u a n t i f i e d  amounts  i n  f i n a n c i a l  

s t a t e m e n t s ,  q u a n t i f j e d  amounts n o t  i n  f i n a n c i a l  s t a t e m e n t s ,  

and n o n q u a n t i f i e d  d a t a .  The  c h a r a c t e r i s t i c s  o f  e c o n o n i c  

resoczce d a t a  and t h e  forms o f  r e p o r t i n g  i t  r e l a t i n g  t o  

t h e  o b j e c t i v e s  is p r e s e n t e d  i n  F i g u r e  2 .  
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F I N A N C I A L  REPCRTING 

9 .  T h i s  s t a t e m e n t  o f  o b j e c t i v e s  p e r t a i n s  t o  t h e  r e ? c r t i 2 g  

o f  u s e f u l  f i n a n c i a l  i n f o r s a t i o n .  F i n a n c i a l  i n f o r m a t i o n  

h a s  t r a d i t i o n a l l y  been  compi led  and presented i n  f i n a n -  

c i a 1  s t a t e m e n t s ;  however ,  some f i n a n c i a l  inforzEtion 

can be S e t t e r  p r e s e n t e d  by o t h e r  means o r  can be 

p r e s e n t e d  o n l y  by  o t h e r  means. F i n a n c i a l  statements 

a r e ,  f o r  t h e  most  p a r t ,  compi led  from d a t a  c o n t a i n e d  

i n  t h e  f o r m a l  a c c o u n t i n g  r e c o r d s  and a c c o u n t i n g  

sys t em;  howeverr  f i n a n c i a l  r e p o r t s  c a n  and s h o u l d  

c o n t a i n  i n f o r m a t i o n  o b t a i n e d  from o t h e r  s o u r c e s .  

T h i s  i n f o r m a t i o n  c a n  be q u a l i t a t i v e  as  w e l l  es  q u a n t i t a t i v e  

and c a n  i n c l u d e r  f o r  example ,  a s  f u r t h e r  d e s c r i p t i o n s  o f  

r e s o u r c e s  owned; program r e s u l t s  d a t a ,  s u c h  a s  nunber  and 

t y p e s  of  c i t i z e n s  b e n e f i t i n g  from c e r t a i n  Srograms;  

management 's  e x p e c t a t i o n s ,  f o r e c a s t s ,  a n d  p l a n s ;  and how 

t h e  o p e r a t i o n s  of  a s p e c i f i c  F e d e r a l  agency  n a y  a f f e c t  

i n d i v i d u a l  members o f  s o c i e t y .  

1 0 .  F i n a n c i a l  s t a t e m e n t s  p r e p a r e d  from t h e  a c c o u n t i n g  r e c o r i s  

have been c o n s i d e r e d  t h e  p r i m a r y  means of  comnun ica t ing  

f i n a n c i a l  i n f o r m a t i o n .  T h i s  i n f o r m a t i o n  i s  p r i n c i s a l l y  

q u a n t i t a t i v e ,  and it r e f l e c t s  r e s o u r c e  ciata on t r a n s a c t i o n s  

e n t e r e d  i n t o  o r  i n t e r n a l l y  commit ted t o  e n t e r  i n t o  by an 

agency  and i s  shown i n  e x h i b i t s  and s c h e d u l e s .  F i n a n c i a l  
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information other  than f i n a n c i a l  s ta tements  can be 

conveyed i n  t h e  form of n a r r a t i v e s ,  graphs,  mat r ixes ,  

or t a b l e s .  

11. For the  purposes of t h i s  s ta tement ,  f i n a n c i a l  r e p o r t s  

r e f e r s  t o  general-purpose f i n a n c i a l  r e p o r t s  which 

a re  prepared pe r iod ica l ly .  Special-purpose r e p o r t s ,  

prepared on an a s  needed b a s i s ,  a r e  excluded s ince  

the information i n  them i s  gene ra l ly  compiled as 

t h e  requirements n e c e s s i t a t e .  

12. As fu r the r  indicated i n  paragraph 21, f i n a n c i a l  in for -  

mation is b u t  one source of t h e  t o t a l  information u s e d  

by those making dec i s ions  about t h e  Federal Government. 

Financial  information obviously cannot s a t i s f y  a l l  

needs o f  a l l  users .  For example, f i n a n c i a l  information 

provides evidence of compliance w i t h  laws and regula- 

t i o n s  and provides ind ica t ions  t h a t  resources  were 

e f f i c i e n t l y  used, b u t  i t  does n o t  provide conclusive 

evidence o f  t o t a l  compliance o r  overwhelming evidence 

of e f f i c i e n t  operat ions.  Eowever, f i n a n c i a l  information 

i n  reports of an e n t i t y  a re  o f t en  audited by independent 

accountants and a u d i t o r s ,  who render opinions on 

t h e c  t a  enhance confidence i n  t h e i r  r e l i a b i l i t y .  

Auditors r epor t s  a r e  o f t e n  included i n  an e n t i t y ' s  

r epor t .  Auditors may a l s o  review opera t ions  
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of dn entity .md report on such mdtters d s  efficiency 

and economy, program results, 2nd legal an2 reguldtory 

compliance. Their opinions and conclusions provide 

additiondl evidence of an entity's perforndnce. 

ENVIi?ONXE€<TAL CONTEXT OF OBJECTIVES - 
13. The environment in which the Federal Government opercltes 

is. similar in many ways to that in which profitmcking 

enterprises operate. Examples follow. 

1. They both are integrdl parts of the same 
economic system and use the sdme resources 
t o  proauce their goods or provide services. 

2 .  In some cases they both make sinildr 
products and provide simildr services. 

3 .  Accounting and findncial reporting is an 
integral part of the information used by 
management and other interested pdrties in 
dssuring resources dre used efficiently 
dnd effectively. 

14. However, there are obviously bzsic differences which 

affect the objectives. The purpose of the Federal 

Government is to provide goods and services to 

the public f o r  the safety, welfdre, and o v e r a l l  

benefit of society. As such, its god1 is to provide 

as much ds possible with whdt is d v e i l d b l e  to it, 

without incredsing its czpitzl or ccquiring wedlth, 

w i t h o u t  earning profits, clnd without pdying returns or 
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diviciends t o  s e l e c t  i n t e r e s t  groups.  I n  t h i s  

environment, t h e  emphasis i s  on resource  flow, sources  

and uses of r e s3urces f  and budgetary p o s i t i o n .  

1 5 .  Another s i g n i f i c a n t  environmental f a c t o r  a f f e c t i n g  

the o b j e c t i v e s  is t h e  remote and i n d i r e c t  r e l s t i o n s h i p  

between t h e  sources  of  resources  obta inez  by t h e  FeZeral 

Government and the  s e r v i c e s  or  goods provided. A l t h o u g h  

t h e r e  a r e  m a y  a c t i v i t i e s  i n  t h e  Federal Government where 

goo2s or s e r v i c e s  a re  provided t o  s p e c i f i c  ind iv idua l  

consumers d i r e c t l y  and they  s r e  charged a t  l e a s t  

p a r t  o f  the  costs, the  v a s t  mzjority o f  goods and 

s e r v i c e s  a r e  provided. w i t h o u t  charge t o  t h e  pub l i c  a s  

a whole. There is no open market i n  which t o  estabiirh 

o b j e c t i v e  va lues  o f  t h e  goods and s e r v i c e s  provided, and 

s o c i e t y  m u s t  pay t axes  t o  ob ta in  thex.  

1 6 .  Perhaps t h e  most  important environmental f a c t o r  

a f f e c t i n g  the  ob jec t ives  i s  t h e  way t h e  Federal 

Government i s  reguliited. I n  t h e  p r i v a t e  sec to r  

b u i l t - i n  c o n t r o l s  i n  the  form of t h e  f r e e  market 

systerii n e c e s s i t a t e  t h e  need t o  ope ra t e  econonical ly .  

W i t h o u t  a l t e r n a t i v e  c o n t r o l s  t h e r e  a r e  no ob jec t ive  

assurances  that Government w i l l  ope ra t e  e f f i c i e n t l y ,  

e f f e c t i v e l y ,  and  economically s ince  there e x i s t ,  
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' I .  . 1. the  absence of  t h e  n e e d  t o  operate 
p r o f i t a b l y ,  2 .  t h e  l ack  of an open market t e s t  
of t h e  value of t h e  o r g a n i z a t i o n ' s  ou tpu t ,  
3 .  t h e  remote and i n e i r e c t  r e l a t i o n s h i p ,  if 
any, between the  resource con t r ibu to r  and the  
goods or s e r v i c e s  r e c i ? i e n t ,  and 4 .  . . . t be  
a b i l i t y  t o  fo rce  resource con t r ibu t ion  v i a  
t axa t ion  . .' 1/ - 

OperEtions i n  t h e  Federal Government a r e  consequently 

s u b j e c t  t o  cons iderable  l e g a l  and r egu la to ry  controls 

over o rgan iza t iona l  s t r u c t u r e s ,  personnel p o l i c i e s  and 

procedures ,  and sources  and uses o f  resources .  

1 7 .  These environmental f a c t o r s  m u s t  be considered inherent  

i n  formulating o b j e c t i v e s  o f  accounting and f i n a n c i a l  

repor t ing  i n  t he  Federal Government. For information 

to be informative and usefu l  , i t  rnus t r e f l e c t  t he  

environmental c o n s t r a i n t s .  Undoubtedly i t  m u s t  

i n d i c a t e  ( I )  sources  and uses of resources ,  resource 

f lows ,  and budgetary p o s i t i o n  r a t h e r  than wealth 

or p r o f i t s ,  ( 2 )  t h e  resources  provided t h e  publ ic  

and the  r e l a t e d  c o s t s  r a t h e r  than s a l e s  and c o s t  

of sales, and ( 3 )  l e g a l  and r egu la to ry  compliance 

r a the r  than net: income o r  earn ings  per sha re .  

- l/Fund Accounting: Theory and P r a c t i c e ,  Lynn and Freeaan, 
1 3 i 4 ,  Prent ice-Hal l ,  p .  5.  

- 12 - 



LIMITATI3NS OF FIS'XNCIAL IK;FOF.Y>.TION 

16. The o v e r a l l  o S j e c t i v e  o f  a c c o u n t i n g  and f i n a n c i a l  

r e p o r t i n g  i s  t o  p r o v i d e  u s e f u l  f i n a n c i a l  i n f o r m a t i o n  t o  

u s e r s .  Hcwever, f i n a n c i c l  i n f o r m a t i o n ,  and i n  p a r t i c u l a r  

t h e  i n f o r x a t i o n  i n  f r n a n c i a l  s t a t e m e n t s ,  is  i n f o r n a t i v e  

and u s e f u l  o n l y  w i t h i n  t h e  l imi t s  o f  a c c o u n t i n g .  C e r t a i n  

c h e r a c t e r i s t i c s  i n  a c c o u n t i n g  r e q u i r e  c o n s i d e r a b l e  

jucigmonts t o  b e  made. These  j u d g n e n t s  a r e  n o t  a l w a y s  

unan imous ly  ac;reed on by a l l  those i n v o l v e d .  N e v e r t h e 4  

l e s s ,  knowledge o f  some of  t h e  l i m i t a t i o n s  h e l p s  

ir! under s t a n d i n g  t h e  j u d g m e n t s  made by a c c o u n t a n t s ,  

B S  well a s  t h e  f i n a n c i a l  i n f o r m a t i o n  i t s e l f .  

14. F i n a n c i a l  s t a t e m e n t s  c o n t a i n  a p p r o x i n a t e  ar.d e s t i r r , a t e d  

v z l u a t i o n s .  I n  t h e  a c c o u n t i n g  p o c e s s ,  t h e  r e c o g n i t i o n  

of  resources e f f e c t e d  by a t r a n s a c t i o n  o f t e n  r e s u l t s  

- f rom B choice arnong a l t e r n a t i v e s .  One a l t e r n a t i v e  

erriong many f o r  measu r ing  t h e  v a l u e  o f  r e s o u r c e s  

a f f e c t e d  by  a t r a n s a c t i o n  c a n  emphas ize  t h e  v a l u e  

~f r e s a u r c e s  used,  whereas  a n o t h e r  a l t e r n e t i v e  

c a n  emphssize t h e  v a l u e  o f  r e s o u r c e s  omed. For 

exarr.;le, w5en a l l o c a t i n g  t h e  c o s t s  i n c u r  r e d  i n  per 

f o r n i n g  a s e r v i c e  f o r  a s p e c i f i e d  per iod ,  a n  agency  

may choose t o  a l l o c a t e  t h e  c o s t  of a v e h i c l e  used 

or! t h e  basis o f  mi l e s  d r i v e n  in r e l a t i o n  t o  t o t a l  

* 13 * 



e s t i m d t e d  l i f e t i m e  R i l e s  o f  t h e  v e h i c l e .  Another  

dgency  mdy c h o o s e  t o  d l l o c a t e  t h e  c o s t  o f  d v e h i c l e  

used  s o l e l y  on t h e  b a s i s  of t h e  f u n c t i o n  o f  time--one 

?eriod of  t ime used  o f  t h e  t o t a l  e s t i m d t e d  l i f e  

o f  f i v e  p e r i o d s  would y i e l d  d vcllue of tne v e h i c l e  

owned d t  f o u r  D e r i o d s .  Despite t h e  b e l i e f  t h d t  

f i n a n c i a l  s t a t e m e n t s  dre  h i g h l y  p rec i se ,  mst 

v a l u d t i o n s  d r e  a p p r o x i m z t i o n s  and  e s t i m d t i o n s .  

26 .  G e t e r m i n i n g  t h e  t y p e  and amount of  f i n a n c i a l  i n f o r -  

m a t i o n  a b o u t  t h e  Federal Government t h a t  s h o u l d  

appear i n  f i n a n c i a l  reports  is b a s e d  a n  user n e e d s .  

f iowever,  t h e  s p e c i f i c  n e e d s  of  e a c h  user t a k e n  

c o l l e c t i v e l y  mdy r e q u i r e  s u c h  a v a s t  amount of 

f i n c l n c i a l  i n f o r m d t i o n  t h d t  t h e  c o s t  o f  p r o v i d i n g  

it would f a r  exceed t h e  c o l l e c t i v e  b e n e f i t .  

G e n e r a l l y  t h e  benefits s h o u l d  be e x p e c t e d  t o  e q u a l  

t h e  c o s t s  of 2 r o v i d i n g  them. However, i t  seems 

v i r t u z l l y  i m p o s s i b l e  t o  a s s i g n  a value t o  b e n e f i t s  

t o  be d e r i v e d  from r e p o r t i n g  c e r t d i n  in fo r rnd t ion  

and t h e n  compdre i t  w i t h  t h e  cost of  p r o v i d i n g  t h e  

i n f o r m a t i o n ,  b e f o r e  or d t  t h e  time t h e  i n f o r m d t i o n  is 

p r o v i d e d .  However, t o  e s t a b l i s h  c o n t r o l  o v e r  t h e  c o s t  - 
of p rov id ing ;  i n f o r m d t i o n ,  t h e  type dnd arn0ur.t of 

i n f o r m a t i o n  to be 2 r o v i d e d  i s  bdsed on d g g r e g d t e  
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user needs. The e x t e n t  t o  which the  o b j e c t i v e s  

of accounting and f i n a n c i a l  r epor t ing  a r e  ackieved 

is t h e r e f o r e  based on t h e  aggregate user needs  

r a t h e r  than i n d i v i d u o l  user needs. 

2 1 .  Financial  information i s  b u t  one soorce o f  t h e   tot^? 

information used by those making dec i s ions  about t h e  

Federal Government. Other sources  inc luec  p o l i t i c a l  

events  and p o l i t i c a l  c l imate :  l e g a l  requirements and 

c o n s t r a i n t s ;  p o l i c i e s  ane r e g u l a t i o n s ;  en8 econoric  

c o n d i t i o n s ,  expec ta t ions ,  cnd o v e r a l l  out look.  

cia1 information is  no t  an end i n  itself t o  use i n  

rriaking dec i s ions  about f u t u r e  ope ra t ions  or t c  

drew conclusions about p a s t  ope ra t ions ;  rathe: 

i t  i s  l i n i t e d  b a s i c a l l y  t G  r e f l e c t i n g  d a t a  on econoxic 

t r a n s a c t i o n s  and events  involving a n  e n t i t y .  

Fir;a?- 

22.  Despite these  numeroas l i m i t a t i o n s ,  i n fo rna t ion  pro- 

v i d e d  b y  accounting and f i n a n c i a l  r e p o r t i n s  has been 

proven t o  be necessery i n  assess ing  p a s t  perfornance 

.and deciding on f u t u r e  opera t ions .  

degree t o  which t h e  o b j e c t i v e s  can be s a t i s f i e d  

must  be sub jec t  t o  these  l i m i t a t i o n s ,  2nd uncier- 

standing t h e s e  l i m i t a t i o n s  snould he lp  usezs i n  

However, t h e  
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c s s e s s i n g  n o r e  f u l l y  how t h e i r  n e e d s  c z n  be satisfied 

t h r o u s h  u s e  o f  f i n a n c i a l  i n f o r m a t i o n .  

USERS I E E K T I F I E D  

2 3 .  F i n t n c i a l  i n f o r m a t i o n  about  t h e  F e d e r a l  G o v e r n w e n t ,  

e i t h e r  c o l l e c t i v e l y  a s  a n  e n t i t y  o r  a s  s i n s l e  a g e n c i e s ,  

msy be u s e d  by more i n d i v i d u a l s  w i t h  more d i v e r s e  

b a c k g r o u n d s  a n d  v a r y i n g  l e v e l s  of u n d e r s t a n d i n s  t h n  

f i n z n c i a l  i n f o r m a t i o n  p r o v i d e d  b y  a n y  o t h e r  s i n g l e  e n t i t y .  

As a r e s u l t ,  t h e  o b j e c t i v e s  o f  a c c o u n t i n g  a n d  f i n a n c i a l  

r e p o r t i n g  m u s t  be d i r e c t e d  t o w a r d  t h e  n e e d s  o f  e s  

many Gsers as  p o s s i b l e .  

2:. Tne o b j e c t i v e s  h a v e  b e e n  e s t a b l i s h e d  i n  t h r e e  s e q u e n -  

t i a l  s t a g e s :  (1) i d e n t i f y i n g  u s e r s  o f  f i n a n c i a l  

i n f o r m a t i o n ,  ( 2 )  d e t e r m i n i n g  t h e i r  i n f o r m e t i o n  n e e d s  

( o b j e c t i v e s ) ,  and t he r t  ( 3 )  a s c e r t e i n i n g  t h e  g e n e r a l  form 

'and c o n t e n t  o f  i n f o r r n a t i G n  t h a t  s a t i s f i e s  t h e s e  n e e d s .  . 

2 5 .  I n  i d e n t i f y i n g  u s e r s  t h e  F e d e r a l  e n t i t y  w h i c h  is CLO 

be t h e  f rz rne  o f  r e f e r e n c e  mcst be i d e n t i f i e d .  

K h i l e  t h e  p u r p o s e  h e r e  i s  n o t  t o  d e f i n e  t h e  e r . t i t y  

o r  e s t a b l i s h  t h e  c r i t e r i a  t o  d e t e r z i n e  i t ,  t h e  

p o s s i b l e  e n t i t i e s  i n v o l v e d  m u s t  be i j e n t i f i e d  so 

- 16 - 



t h a t  t h e  f u l l  s c o p e  o f  p o t e n t i a l  u s e r s  car. b e  

i n c l u d e d .  S u b s e q u e n t  p h a s e s  o f  t h e  a c c o u n t i n g  

s t r u c t u r e  w i l l  d e f i n e  t h e  e n t i t y .  The e n t i t y  

r,ey i n c l u d e ,  f o r  e x a m p l e ,  a n y  o n e  o r  a n y  c o x b i n a t i o n  

of t h e  f o l l o w i n g  : 

1. The F e j e r a l  Government a s  a whole .  

2 .  Programs of t h e  F e d e r a l  Governmer t .  

3 .  The e x e c u t i v e  b r a n c h .  

4 .  The l e 2 i s l a t i v e  b r a n c h .  

5 .  The j u d i c i a l  b r a n c h .  

6 .  Any d e p a r t m e n t ,  a g e n c y ,  o r  o r g a n i z a t i o n a l  
uri it c o n d u c t i n g  re1 a t  i v e l  y a u tononous  
o p e r a t i o n s  under  a n y  o n e  o f  t h e  above  
t h r e e  b r a n c h e s .  

7. Any o t h e r  o r g a n i z a t i o n a l  u n i t  not 
i n c l u d e d  above  b u t  c o n s i d e r e d  an i n s t r u -  
m e n t a l i t y  o f  t h e  F e d e r a l  Government (such 
as  some Government c o r p o r a t i o n s ) .  

T h i s  list i s  i n t e n d e d  n e i t h e r  t o  esteblish definitive 

e n t i t i e s  no r  t o  i d e n t i f y  t h e  b o u n d a r i e s  s e p a r a t i n g  

e n t i t i e s .  I t  merely p o i n t s  o u t  t h a t  u s e r s  e x t e r n a l  

t o  a n  e n t i t y  a b o u t  w h i c h  f i n a n c i a l  i n f o r n a t i o n  is 

p r o v i d e d  can be p a r t  o f  t h e  Federal Government as 

we31 a s  e x t e r n a l  t o  t h e  F e d e r a l  Governaen t .  

26 .  Users of  f i n a n c i a l  i n f o r m a t i o n  a re  d i v i d e d  i n t o  

two ma jo r  t y ? e s ,  t h o s e  e x t e r n a l  t o  t h e  r e p o r t i n g  

e n t i t y  a n d  t h o s e  c o n s i d e r e d  i n t e r n a l  t o  i t .  

- 1 7  - 



Those i n t e r n a l  users  have  a s p e c i a l  f i d u c i a r y  

2 7 .  

r e l a t i o n s h i p  w i t h  t h e  e n t i t y  g e n e r a l l y  a s  e i t h e r  

employees  ( i n c l u s i n g  management) o r  s p e c i a l  a g e n t s  t o  

t h e  e n t i t y .  I n t e r n a l  u s e r s  a r e  i n v o l v e d  i n  t h e  

day-to-day o p e r a t i o n s ,  i n c l u d i n g  p l a n n i n g ,  c o n d u c t i n g ,  

and r e v i e w i n g  bus iness  a c t i v i t i e s .  The  i n f o m a  t i o n  

t h e y  seek d i r e c t l y  a f f e c t s  d a i l y  o p e r a t i o n s .  These  

u s e r s  c o n s i s t  p r i n c i p a l l y  o f  management and t h e i r  

a d v i s o r s .  

E x t e r n a l  u s e r s  a r e  i n t e r e s t e d  i n  f i n a n c i a i  i n f o r m a t i o n  

f o r  p u r p o s e s  o t h e r  t h a n  d i r e c t  hands-on p l a n n i n g ,  

manag ing ,  or c o n d u c t i n g  d a i l y  o p e r a t i o n s .  They 

a r e  d i v i d e d  i n t o  f i v e  m a j o r  groups, as f o l l o w s :  

1. The p u b l i c - - c i t i z e n s  i n t e r e s t e d  i n  gove rnmen ta l  
a f f a i r s .  

2 .  I n v e s t o r s  and c r e d i t o r s - - S u s i n e s s e s r  banks ,  
i n v e s t m e n t  h o u s e s ,  
and o t h e r  i n s t i t u -  
t i o n a l  i n v e s t o r s /  
l e n d e r s .  

3 .  P r o f e s s i o n a l  and 
o t h e r  a n a l y s t s - - p o l i t i c a l  s c i e n t i s t s ,  

e c o n o m i s t s  f i n a n c i a l  
a n a l y s t s ,  a c c o u n t a n t s ,  
l a w y e r s ,  j o u r n a l i s t s  

. r e s e a r c h e r s ,  t e a c h e r = ,  
and s t u d e n t s .  

4 .  O v e r s i g n t  b o d i e s - l e g i s l a t o r s  and t h e i r  
a d v i s o r s ,  r e g u l a t o r y  
a u t h o r i t i e s  and r e p o r t i n g  
a g e n c i e s ,  boards of 
d i r e c t o r s ,  an2  t h e  
P r e s i d e n t  and h i s  
ad;. i s o  r s . 
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5 .  O t h e r  i n t e r e s t e d  
p a r t i e s - l z b o r  un io r i s ,  S t a t e  end l o c e l  

g o v e r n m e n t s ,  o t h e r  n o n p r o f i t  
o r g a n i z a t i o n s ,  and C i r e c t  prosrarc 
r e c i p i e n t s .  

These u s e r  g r o u p s  beer no r e l a t i o n s h i p  t o  use: n e e d s ,  

s i n c e  e a c h  g r o u j  does n o t  have  u n i q u e  n e e 5 s  t h a t  q e n e r c l -  

p u r p o s e  r e p o r t i n g  must a d d r e s s .  U s e r s  were  groqec i  

h e r e  f o r  c o n v e n i e n c e .  

26 .  The d i v e r s e  needs of u s e r s  a r e  based i n  p a r t  on t h e i r  

r e l a t i o n s h i p  t o  t h e  r e p o r t i n g  e n t i t y  a s  wel l  a s  t h e i r  

c n d e r s t a n d i n g  o f  b u s i n e s s  t r a n s a c t i o n s .  The users 

i d e n t i f i e d  i n  p a r a g r a p h s  26 and 27 h a v e  v a r y i n g  

a s s o c i a t i o n s  w i t h  t h e  r e 2 o r t i n g  e n t i t y ,  a s  well  a s  

v a r y i n g  d e g r e e s  of e x p e r t i s e  ar.5 knowledge o f  a c c o u n t i n g  

and f i n a n c i a l  r e p o r t i n g .  Users' a s s o c i a t i o n s  w i t h  t h e  

e n t i t y  hove a Cirect  r e l a t i o n s h i p  t o  t h e  a u t h o r i t y  

o v e r  t h e  n a t u r e  and e x t e n t  of i n f o r m a t i o n  t o  be 

i n c l u d e d  i n  g e n e r a l - p u r p o s e  f i n a n c i a l  r e p o r t s .  

I n t e r n a l  u s e r s  have a h i g h  degree of a u t h o r i t y ,  a s  d o  

e x t e r n a l  users  i n  t h e  o v e r s i g h t  bodies  grou?. On t h e  

o t h e r  e n t  of t h e  s p e c t r u m ,  t h e  p u b l i c  l a c k s  b o t h  

t h e  a u t h o r i t y ,  and t h e  t ime and  r e s o u r c e s  n e c e s s a r y  

t o  o b t a i n  needed  i n f o r m a t i o n .  In a d d i t i o n ,  u s e r s  

who a r e  we l l - in fo rmed  o f  a c c o u n t i n g  and f i n a n c i a l  

m a t t e r s  cart d e r i v e  an in-depth u n d e r s t a n d i n g  o f  
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f i n a n c i a l  r e p o r t s ,  whereas u s e r s  w i t h  l i n i t e d  k n o w l -  

edge can g l ean  o n l y  t h e  most b a s i c  and s i m p l i s t i c  

in format ion  wi thout  t h e  h e l p  o f  o t h e r s .  Despi te  t h e  

w i d e  range of  financial knowledge and degree  of  

a u t h o r i t y  over t h e  r e p o r t i n g  e n t i t y  t h a t  u s e r s  p o s s e s s ,  

no p a r t i c u l a r  u se r  group has i n fo rma t ion  needs 

less  v a l i d  than  o t h e r s .  Consequently,  no group 

i s  cons idered  more impor tan t  t han  a n o t h e r ,  and 

f o r  t h e  purpose of e s t a b l i s h i n g  o b j e c t i v e s ,  a l l  

groups a r e  cons idered  equal .  

29. As p r e v i o u s l y  i n d i c a t e d ,  this o b j e c t i v e s  s t a t emen t  

a p p l i e s  t o  general-purpose f i n a n c i a l  r e p c r t i n g .  

These r e s o r t s  a r e  r e p o r t s  on a c o n s i s t e n t  p e r i o d i c  

basis a s  opposed t o  s p e c i a l  r e p o r t s ,  which a r e  prepared 

a s  t h e  need occur s .  Externa l  a s  w e l l  as i n t e r n a l  

user n e e d s  can be s a t i s f i e d  by general-purpose 

r e p o r t s .  B a s i c a l l y  t h e  o v e r a l l  n e e d s  of each group 

a r e  t h e  same. The d i f f e r e n c e ,  however, occurs  i n  

t he  degree  of  d e t a i l  t h e  f i n a n c i a l  i n f o r n a t i o n  m u s t  

c o n t a i n  i n  order  t o  s a t i s f y  t h e  n e e d s  o f  each gronp. 

30 .  I n t e r n a l  u s e r s  r e q u i r e  g r e a t e r  d e t a i l  because they  

a c t u a l l y  manage and o p e r a t e  t h e  e n t i t i e s '  a f f a i r s .  

For e x a a p l e ,  both e x t e r n a l  2nd i n t e r n a l  users need  t o  

know t h e  e x t e n t  of  f i s c a l  coa9 i i ance .  Ex te rna l  u s e r s '  
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31. 

needs may be satisfied w i t h  f i n a n c i a l  i n f o r n a t i o n  

a t  t h e  program l e v e l ,  whereas i n t e r n a l  u se r s  may 

need in fo rna t ion  a t  t h e  most d e t a i l e d  l e v e l  of 

each component a c t i v i t y  of  a prograrr,. External  

u se r s  may r e q c i r e  information,  f o r  exaaple ,  on 

a low-income h o u s i n g  program which shows total 

resources  provided conpared w i t h  congressional  

l i n i t a t i o n s  on such i t e n s  a s  hone hprovements ,  

r e s t o r a t i o n  of g h e t t o  a r e a s ,  and r e r , t a l  subs id i e s  

on housing p r o j e c t s .  I n t e r n a l  u s e r s ,  on the other 

hand, would need information on t h e  type o f  resources  

provided ( i . e .  cash ,  t ang ib le  p rope r ty ,  con t r ac to r  

s e r v i c e s )  cor;l?ared w i t h  i n t e r n a l l y  E l l o t t e d  znounts  

€or hoze inprovenents and r e s t o r a t i o n  o f  ghe t to  

s r e a s .  Fu r the r ,  i n t e r n a l  users nay need informetion 

comparing a c t u a l  w i t h  budge ted  amounts on d e t a i l e d  

l e v e l s  o f  ghe t to  r e s t o r a t i o n ,  s u c h  a s  s t r e e t s ,  g u t t e r s ,  

l i g h t i n g  I s t ruc tu red  r e p a i r s ,  a n d  i n t e r i o r  r e p z i r s .  

Although the  o b j e c t i v e s  o f  accounting and f i n a n c i a l  

r epor t ing  f o r  e x t e r n a l  and i n t e r n a l  u s e r s  a r e  the sane ,  

t h e  information i n  the r e p o r t s  w i l l  vary considerably.  

Financial  r e p o r t s  prepared f o r  i n t e r n a l  u se r s  may 

d i f f e r  i n  p re sen ta t ion  f ron  those prepared f o r  e x t e r n a l  

u s e r s ,  and subsequent s ta tements  o n  t h e  Federal 
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a c c o u n t i n g  and f i n a n c i a l  r e p o r t i n g  s t r u c t u r e  w i l l  

a d d r e s s  t h e s e  d i f f e r e n c e s ,  where a p p r o p r i a t e .  

OSJECTIVES - 
32. TBE PRIMARY OBJZCTIVB OF ACCOUKTIMG ANC F I K A N C I A L  

REPORTIXG I N  THE FEDERAL GOVERNMEKT I S  TO PROVIGE 

USEFUL IXFORYATION FOR ASSESSING KAKAGEMENT'S 

P f R F O 2 X X N C E  AND S T E X A R D S B I P .  

A .  Assess ing  s t e w a r d s h i p  and performance b a s i c a l l y  i n v c l v e s  

d e t e r m i n i n g  what an e n t i t y  h a s  ach ieved  and what i t  can 

a c h i e v e  i n  t h e  future. I n  a s s e s s i n g  p a s t  peI formance ,  

i n f o r m a t i o n  m u s t  p r o v i d e  i n d i c a t i o n s  on 

- - f i n a n c i a l  v i a b i l i t y ,  

--program a c t i v i t y ,  and 

- - f i s c a l  compliance.  

I n f o r m a t i o n  O R  p a s t  performance i s  a l s o  e s s e n t i a l  

-in drawing c o n c l u s i o n s  abou t  t h e  f u t u r e .  Cne obv ious  

i n d i c a t i o n  o f  p o t e n t i a l  i s  whether s a s t  performance 

compared f a v o r a b l y  w i t h  i n i t i a l  p l a n s  and f o r e c a s t s .  

The i m ? l i c a t i o n  h e r e  i s  i f  management p e r f o r z e d  f a v o r a b l y  

i n  t h e  pa ' s t ,  i t  can  perform f a v o r a b l y  i n  t h e  f u t u r e .  
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5 .  I n  s a t i s f y i n g  t h e  o y e r a l l  o k j e c t i v e  of a s s e s s i n g  

s t ewardsh ip  and pe r fo rnence ,  in format ion  m u s t  f i r s t  

p rovide  u s e r s  a means t o  a s s e s s  f i n a n c i a l  v i a b i l i t y ,  

program a c t i v i t y ,  and f i s c a l  compliance.  To d o  t h i s  

in format ion  must be presented  i n  t e rms  d e s c r i b i n g  

economic r e s o u r c e s .  The o b j e c t i v e s  o f  account ing  

and f i n a n c i a l  r e p o r t i n g  a r e  viewed a s  a c y c l e  o f  

i n f o r n e t i o n  needs.  Psragra?h 7 and Figure  1 e x s l a i n  

the  c y c l e .  

C .  I n f o m a t i o n  which i n d i c a t e s  how e f f i c i e n t  and e f f e c t -  

i v e  rimagemerit o p e r a t e s  h e l p  u s e r s  assess steward- 
* 

s h i p  and performance. I n  showing e f f i c i e n c y  t h e  

informat ion  m u s t  i n d i c a t e  how economical ly  management 

used t h e  r e sources  e n t r u s t e d  t o  i t .  In  showin? 

e f f e c t i v e n e s s  t h e  informat ion  nus t  i n d i c a t e  how wel l  

mmagezent d i d  i n  ach iev ing  prograrr. o b j e c t i v e s .  

Economy a n d  program o b j e c t i v e s  Bie f u r t h e r  d i s c u s s e d  

i n  t h e  fo l lowing  o b j e c t i v e s .  

3 3 .  A S  OEJECTIVE OF ACCOLXTINC AND F I N A N C I A L  RSPGRTIKG 

I N  THE FEDERAL GOVSRNMEKT IS TO PROVIDE INFORMATION 

USEFCL IK A S S E S S I K G  F I N A N C I A L  V I A B I L I T Y .  

A .  " F i n a n c i a l  v i a b i l i t y "  r e f e r s  t o  t h e  a b i l i t y  of an 

e n t i t y  t o  p rovide  t h e  saxs l e v e l  of r e s o u r c e s  t h a t  i t  
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e i t h e r  h a s  p r o v i d e d  i n  t h e  p a s t  o r  h a s  i n d i c a t e d  

i t  expects t o  p r o v i d e  i n  t h e  f u t u r e .  For  u s e r s  

t o  o b t a i n  t hese  i n d i c a t i o n s ,  f i n a n c i a l  r e p o r t s  

s h o u l d  d e s c r i b e  economic  r e s o u r c e s  which reflect 

a n  e n t i t y ' s  c u r r e n t  p o s i t i o n , + a s t  performance, 

and f u t u r e  e x p e c t a t i o n s  and s h o u l d  show 
-.--,- 

- - r e s o u r c e s  a v a i l a b l e  to management,  

- - o b l i g a t i o n s  i n  terms of r e s o u r c e s ,  

--changes i n  r e s o u r c e s  and  o b l i g a t i o n s ,  

- - I resource  f l o w s ,  and 

-1 i q u i d i  t y  . 
B. Resource  d a t a  showing p a s t  p e r f o r m a n c e  d e l i n e a t e s  

t o t a l  r e s o u r c e s  a v a i l a b l e ,  t o t a l  r e s o u r c e s  a p p l i e d  

o r  d i s b u r s e d ,  and o b l i g a t i o n s  i n c u r r e d ,  s e t t l e d ,  

a n d  e x i s t i n g  a t  a s p e c i f i e d  time. However, t o  h e l p  

e n a b l e  u s e r s  t o  assess whe the r  program o b j e c t i v e s  

nave  b e e n  o r  a r e  b e i n g  a c h i e v e d  and whe the r  r e s o u r c e s  

e n t r u s t e d  t o  management have been  used  e f f i c i e n t l y  and 

e c o n o m i c a l l y ,  a d d i t i o n a l  i n f o r m a t i o n  a b o u t  r e s o u r c e s  

should be r e p o r t e d .  Such i n f o r m a t i o n  i n c l u d e s  p rogr sms  

a d i n i n i s t e r e d  by management, a s  w e l l  a s  p l a n s  and  

o b j e c t i v e s  c o v e r i n g  t h e  same p e r i o d s .  Com?arisons 

i n  terms of  r e s o u r c e s  and o b l i g a t i o n s  per program 

Setweor: actual and i n i t i a l l y  p l a n n e d  p r o v i d e s  
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i n d i c a t i o n s  on  hokr w e l l  r e s o u r c e s  were n a c a g e d .  

c .  R e s o u r c e  d a t a  s h o v i n g  c u r r e n t  p o s i t i o n  i n d i c a t e s  

r e s 3 u r c e s  c v a i l a b l e ,  o b l i g a t i o n s  e x i s t i n g ,  and 

l i q u i d i t y  l e v e l s  a t  p a r t i c u l a r  t imes.  T h i s  

r n f o r i n c t i o n  h e l p s  u s e r s  B e t e r m i n e  whether  051 i g a t i o n s  

d u e  i n  t h e  c u r r e n t  and s u c c e e d i n g  m o n t h s  c a n  be 

s e t t l e d  w i t h  r e s o u r c e s  c u r r e n t l y  a v a i l a b l e  o r  

whether  a 6 d i t i o n a l  o b l i g a t i o n s  may have  t o  be 

i n c u r r e d  t o  s e t t l e  e x i s t i n g  o b l i g a t i o n s .  On t h e  

b e s i s  o f  p e s t  t r e n d s ,  d a t a  showing c u r r e n t  p s i t i o n  

may a l s o  h e l p  users d e t e r m i n e  f u t u r e  r e m u r c e  n e e d s .  

For exainple, pas t  t r e n s s  showing t h e  amounts  of  

c e r t a i n  - , r o p e r t y ,  s u c h  a s  ? , roge r ty  a c q u i r e d  f o r  

l e a s i n g  b y  t h e  Gengrral S e r v i c e s  A d r c i n i s t r e t i o n ,  may 

sh3w a s t e a d y  r i s e  i n  p r o p e r t y  a c q u i r e d ,  i n d i c a t i n g  

c u r r e n t  amounts  a v a i l a b l e  may be i n s u f f i c i e n t  t o  

s a t i s f y  f u t u r e  n e e d s .  I n  s u c h  cases a d 5 i t i o n e l  

p r o p e r t y  may be needed .  

E. Al though  i n f o r m a t i o n  a b o u t  the pas t  pe r fo rmance  and  

t h e  c u r r e n t  p o s i t i o n  of  a n  e n t i t y  is i m p e r a t i v e  

i n  f o r m u l a t i n g  f u t u r e  e x p e c t a t i o n s ,  a d d i t i o n a l  

i n f o r m a t i o n  is n e c e s s a r y  t o  g i v e  u s e r s  f u r t h e r  

i n d i c a t i o n s  on t h e  e n t i t y ’ s  a b i l i t y  t o  c o n t i n u e  to 



provide resaLirces in the future. Such informdtion 

should point to the qudlity dnd quantity of goods 

cine services to be provided in the future, along 

with the resources needed to provide them dnd the 

obligations expected t o  be incurred and settled. 

Inforndtion in this- category includes long- and 

short- rdnge objectives, program p l a n s ,  and fOreCdSted 

eatd. Knowledge of an entity's p l d n s  for operdtions 

enables users to make judgments on the ability 

of the 

and on 

pldns. 

E. Findric 

the 

a1 

entity to provide future 9006s and services 

resources it needs to carry out its 

nformation about vidbility can be provided 

by financial statements, other findncidl data, 

nonfindncial quantified ddtil, and nonqudntified 

ddtcl. Financidl stdtements bear directly on resources 

related to trdnsactions of the entity or dffecting 

it. To show viclbiliry these stdtements must show 

total resources u n d e r  the entity's control as well 

as  obligd-tions cind conmitments to provide resources. 

The stdtements must d s o  show resources obtained 

dnd given up by manigement dnd total contingencies. 

This dtttd cdn be grouped into vdrious categories, 

s u c h  as  property, F l d n t ,  and equipaent; investment ir, 
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F e d e r a l  Government s e c u r i t i e s ;  and a p p r o p r i a t i o n  

a u t h o r i t y .  O the r  f i n a n c i a l  d a t a  c a n  b e  i n c l u j e d  i n  

i n  r e p o r t s ,  s u c h  a s  p e r  c a p i t a  o r  p e r  S t a t e  d o l l a r  

amounts  o f  r e s o u r c e s  p r o v i d e d .  N o n f i n a n c i a l  q u a n t i f i e d  

d a t a  c a n  i n c l u d e  s p e c i f i c  numbers  o f  r e s o u r c e s  i n  con-) 

t r o l  o f  t h e  e n t i t y  b y  v a r i o u s  c a t e g o r i e s .  Q u a l i t a t i v e  

r n f o r m z t i o n  c a n  a l s o  i n c l u d e  e x p l a n a t i o n s  of  q u a n t i t a t i v e  

d a t a  from t h e  e n t i t y ' s  p o i n t  o f  v i ew.  

34. AN OBJECTIVE OF ACCOUNTING AND FINANCIAL REpORTING 15 

THE: FEDERAL GOVERNXENT IS TO PROVIDE INFORMATIOX 

USEFUL IN ASSESSING PROGRAK ACTIVITY. 

A .  A program i n  t h e  c o n t e x t  of t h i s  s t a t e m e n t  r e f e r s  t h e  

p r o c e s s  o f  a c h i e v i n g  o r  a t t e m p t i n g  t o  a c h i e v e  a d e s i r e 5  

end  r e s u l t .  I t  i n c l u j e s  p l a n s  and a c t i v i t i e s  d i r e c t e d  

i n  a s y s t e n a t i c  manner f o r  t h e  p u r p o s e  of  a c h i e v i n g  

t h i s  g o a l .  An example may be a s c h o o l  l u n c h  p r o g r a n .  

The goal o r  d e s i r e d  end r e s u l t  is t o  i n s u r e  t h a t  s c h o o l  

c h i l d r e n  a r e  fed n u t r i t i o u s  midddey meals. The p l a n s  and 

a c t i v i t i e s  o f  t h i s  school l u n c h  p r o g r a n  may i n c l u d e :  

(1) e x a x i n i n g  food  s e r v e d  a t  schools t o  d e t e r m i n e  

n u t r i t i o u s  v a l u e  o f  food c o n t e n t ,  ( 2 )  d e t e r m i n i n g  s c h o o l s  

t h r o u g h o u t  ucr c o u n t r y  a t t e n d e d  by c h i l d r e n  of low 

income f a m i l i e s  u n a b i e  t o  p r o v i d e  n u t r i t i o u s  l u n c h e s  t o  

t h e i r  c k i l d r e n ,  o r  ( 3 )  g r a n t i n g  money subsieies  t o  low 

27 



income f a m i l i e s .  Information com2iled by program o r  

p r o j e c t  is e s s e n t i a l  f o r  a s ses s ing  performance and 

s tewardship and deciding on  resource a l l o c a t i o n .  

Program a c t i v i t y  r e f e r s  t o  compiling d a t a  by program 

or any subcomponent of a program. 

8 .  "?rogram a c t i v i t y "  information m u s t  bear on t h e  use o f  

resources  as inputs  and the  production of resources  

as o u t p u t s  under var ious  programs and p r o j e c t s .  For 

r e p o r t  u se r s  t o  ob ta in  these i n d i c a t i o n s ,  f i n a n c i a l  

r e 2 o r t s  m u s t  show 

--inputs i n  terms of c o s t  of resources ,  

--outputs i n  terms of  resources ,  d i s t r i b u t e d  and 

--planned program a c t i v i t y ,  both p a s t  and f u t u r e ,  
i n  terms o f  i npu t s  and outputs .  

"Cost  of  resources"  r e f e r s  t o  t h e  goods and s e r v i c e s  

consuned i n  accomplishing a s p e c i f i c  purpose. 'Resources 

- Dis t r ibu ted"  r e f e r s  t o  t h e  goods and s e r v i c e s  pro- 

vided t o  t h e  pub l i c  o r  o ther  consumers. "Planned  

program a c t i v i t y "  r e f e r s  t o  a n t i c i p a t e d  d i s t r i b u t i o n  

o f  resources  based o n  a n t i c i p a t e d  levels o f  c o s t s .  By 

i t s  very na ture  planned a c t i v i t y  d a t a  is goal-and 

attainment-or ien ted .  Information on t h e  c o s t  of 

resources ,  d i s t r i b u t i o n  of resources ,  and planned 

program a c t i v i t y  i s  necessary f o r  u se r s  t o  a s s e s s  
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management 's  s t e w a r d s h i p  and  per formance ,  b o t h  

p a s t  and e x p e c t e d .  

c .  I n f o r m a t i o n  showing p a s t  per formance  i n c l u d e s  

Drograrn c o s t s ,  pr.ogram p r o d u c t i o n  and  d i s t r i b u t i c n ,  

by program, end  p a s t  program p l a n s .  T h i s  i n f o r m a t i o n  

a l l o w s  u s e r s  t o  compare e f f o r t  ( c o s t  o f  r e s o u r c e s )  

w i t h  accomplishment ( r e s o u r c e s  p r o v i d e d )  w i t h i n  

a program and o b t a i n  some i n d i c a t i o n  o f  e f f i c i e n t  

and e f f e c t i v e  use of r e s o u r c e s .  Comparisons can 

also be made between v a r i o u s  a c t i v i t i e s  w i t h i n  

a prosram o r  between programs.  For example,  

c o r q a r i s o n s  can be ma5e between v a r i o u s  a c t i v i t i e s  

of  a r e c r e a t i o n  program, such a s  a r t s  and crafts or  

a t h l e t i c s ,  o r  between t h e  o v e r a l l  r e c r e a t i o n  

programs and t h e  e d u c a t i o n  programs.  T h i s  i n f o r m a t i o n  

a l s o  is u s e f u l  i n  a s s e s s i n g  whether  p r o g r a n  g o a l s  have 

Seen o r  are being  ach ieved .  I n i t i a l  p l a n s  i n  terms 

of  i n p u t s  and o u t p u t s  can  be compared w i t h  ac t r ra l  

c o s t s . a n d  actua l  goods and s e r v i c e s  p rov ided .  

Iz i formation about program a c t i v i t y  is useful also 

i n  drawing c o n c l u s i o n s  about f u t u r e  expectations. 

Prev ious  p l a n s  compared w i t h  a c t u a l  c o s t s  i n c u r r e d  

and r e s o u r c e s  provided  can show program o b j e c t i v e s  

s t i l l  remain ing  t o  be ach ieved .  Program objectives 
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remaining to be achieved can indicate costs to 

be incurred to complete prior plans. 

D. Financial information about activity levels can be 

provided by financial statements, other financial 

data, nonfinancial quantified data, and nonquanti- 

fied data. Financial statements can depict operations 

by program showing costs of services o r  goods com?leted 

and v a l u e s  of resources provided. Other financial 

information can include details of c o s t s  and values 

in formats and detail appropriate for u s e r s .  O t h e r  

financial data and nonfinancial quantitative information 

nay include numbers of beneficiaries of a program 

activity or numbers of resources consumed during 

t h e  activity. Nonquantified data can include nzrratives 

describing programs and program objectives. Reports 

may a l s o  include information in addition to that 

specified by standards, other requirements, or 

custom. 

35. AN OBJECTIVE OF ACCOUNTING AND FINANCIAL R E P O R T I N G  

IN T H E  FEDEXAL GOVERVMENT I S  T O  PROVIDE I N f O R M A T I O N  

USEFUL IN ASSESSING FISCAL COMPLIANCE. 

A .  Financial r e p o r t s  should include indications of the 

entity's com?liance with laws and regulations. 
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P r o v i d i n g  s u c h  i n f o r m a t i o n  i s  n e c e s s a r y  t o  assess 

how t h e  e n t i t y ,  i t s  management,  and  i t s  employees  

d i s c h a r g e d  t h e i r  a c c o u n t a b i l i t y .  Al though i n f o r m a t  i o n  

o n  f i n a n c i a l  v i a b i l i t y  and  p r o s r a m  a c t i v i t i e s  p r o v i d e s  

a n  i n d i c a t i o n  o f  a c c o u n t a b i l i t y ,  i n f o r m a t i o n  o n  

f i s c e l  com;?liance p r o v i d e s  mare o b j e c t i v e  e v i d e n c e  

of a c c o u n t a b i l i t y .  

B. I n  t h e  p r i v a t e  s e c t o r ,  t h e  p r o f i t  f a c t o r  i s  b u i l t - i n  

c o n t r o l  w h i c h  d e t e r m i n e s  c o n t i n u e d  e x i s t e n c e  o f  a n  

e n t i t y .  As a r e s u l t ,  some of  t h e  most objective terms 

of  e v i d e n c e  o f  management I s a c c o u n t a b i l i t y  are r e p o r t e d  

n e t  income,  e a r n i n g s  per s h a r e ,  and a c c u n u l a t e d  

wealth o f  t h e  b u s i n e s s .  Because  t h i s  b u i l t - i n  c o n t r o l  

does n o t  e x i s t  i n  t h e  F e d e r a l  Government,  l e g a l  and 

r e g u l a t o r y  l i m i t a t i o n s  on economic a c t i v i t i e s  a r e  

. u s u a l l y  imposed on d e p a r t m e n t s  and a g e n c i e s .  Such  

l i v , i t a t i o n s  i n c l u d e  c e i l i n g s  on s p e n d i n g  and r e s t r i c t i o n s  

on use o f  r e s s c r c e s .  Examples of i n f o r m a t i o n  w h i c h  

c a n  i n d i c a t e  com2,liance w i t h  l i m i t a t i o n s  a r e  s o u r c e s  

and uses o f  resou:ces per progrem compared w i t h  r e l a t e d  

l i m i t a t i o n s  imposed i n  both m e a s u r a b l e  d o l l a r  amounts  

and s p e c i f i c  p u r p o s e s .  

C. F i n a n c i a l  i n f o r m a t i o n  a b o u t  f i s c a l  c o m p l i a n c e  c a n  be 
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2rovided by financial statements, other financial 

data, nonfinancial quantified data, and nonquantified 

data. Financial statements can show operations by 

authorization categories and the related authorization 

amounts, commitments, and obligations incurred. 

O t h e r  financial and nonfinancial quantified data 

czn show dollar amounts and other numeric amounts 

in detailed formats not appropriate f o r  statements. 

Examples include details of authorizations and 

uses of personnel, building space, o r  travel and 

transportation. Nonquantified data, such as 

narratives on exising internal controls which help 

i n s u r e  compliance, also may be included. 

36. AN OBJECTIVZ OF ACCOUNTING AND FINANCIAL REPORTING IN 

TBE FEDERAL GOVERNMENT IS TO PROViDE INFORMATION USEFUL 

IN ASSISTING IN RESOUZCE ALLOCATION DECISIONS. 

A .  Resource allocation decisions basically i n v o l v e  choosing 

among alternatives for assigning resources relating to 

budgeting, operations, and investing in government 

securities by creditors. However, in order for informa- 

tion to be useful in the resource allocation decision 

process it must provide indications on 

--financial viability, 

--program act iv i ty , and 
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This infornation must be presented in terms of pctst 

performace, present condition, and future expectations. 

3. Agency manslgement involved in budget prepdrdtion and 

execution dnd opersight bodies involved in budget duthori- 

zztion and execution dre primdrily concerned in the a l l o -  

cdtion of resources between progrdms, cosponents of pro- 

grdns, agencies, dnd units within dgencies. Informdtion 

which delineates program activity both pdSt and plmned 

will provide sufficient input into budget prepdration dnd 

duthorizetion. Information on fiscal complidnce will 

hdve a direct bearing on budget execution in terms of 

dssessing its effectiveness. 

C. Agency mandgenent involve6 in daily opcrdtions is con- 

cerne? Ctb0t.t the allocation of available resources dmong 

alternatives for accomplishing program objectives. For 

exmple, in a low income housing progrclm dlterndtives for 

achieving a higher qusllity of hocsing for low income 

fdxilies may include subsidizing rent payments, purchasing 

ne\;. dpFIicances, or imoroving the energy efficiency of 

rental units. Informdtion depicting financial viability 

in terms of liquidity or resource f low can assist manage- 

ment in making a decision by showing that higher costing 

items (such dS appliances) can be purchdsed and provided 

to low income families at the current time. Projected 
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D. 

to low income f a m i l i e s  a t  t h e  c u r r e n t  time. P r o j e c t e d  

l i q u i d i t y  may i n d i c a t e  s u c h  p u r c h a s e s  a t  a f u t u r e  d a t e  

w i l l  n o t  be able t o  be made. 

C r e d i t o r s  o f  t h e  U n i t e d  S t a t e s  a r e  p r e d o n i n a t e l y  com- 

p r i s e d  o f  i n d i v i d u a l s  who p u r c h a s e  government  s e c u r i t i e s .  

A l though  t h e  g o v e r n m e n t ' s  a b i l i t y  t o  pay i t s  d e b t  i s  not  

d o u b t e d  s e r i o u s l y  s ince  it m a i n t a i n s  t h e  a b i l i t y  t o  f o r c e  

r e s o u r c e  c o n t r i b u t i o n s  v i a  t a x e s ,  c r e d i t o r s  a re  s t i l l  

i n t e r e s t e d  i n  f i n a n c i a l  v i a b i l i t y .  I n f o r m a t i o n  showing 

z e s o u r c e s  a v a i l a b l e ,  o b l i g a t i o n s ,  and resource f l o w  o v e r  

d i f f e r e n t  per iods  o f  time can i n d i c a t e  t r e n d s  i n  t h e  

g o v e r n m e n t ' s  b o r r o w i n g s  and t r e n d s  i n  i n t e r e s t  r a t e s  o n  

governinent  s e c u r i t i e s .  As a r e s u l t ,  f u t u r e  i n t e re s t  r a t e  

t r e n d s  on government  s e c u r i t i e s  may be d e t e r m i n e d .  T h i s  

i n f o r m a t i o n  would be u s e f u l  t o  a c r e d i t o r  i n  making a 

d e c i s i o n  to i n v e s t  i n  t h e  a l t e r n a t i v e  which bes t  meets 

h i s  n e e d s  a s  far  as maximum r e t u r n ,  r i s k ,  and t e r m  of 

i n v e s t m e n t .  

3UALITATIVE FACTORS OF IKFORYATION 
IS FISAXCIAL REPORTS 

3 7 .  To s a t i s f y  u s e r  n e e d s  t o  t h e  naximum e x t e n t  p o s s i b l e ,  

certain q u a l i t a t i v e  f a c t o r s  m u s t  be c o n s i d e r e d  i n  

determining t h e  ?resentation of i n f o r m a t i o n  in 

f i n a n c i z l  r e p o r t s .  The primary o b j e c t i v e  of account- 

i n g  and f i n a n c i a l  r e ? o r t i n g  is t o  p r o v i d e  u s e f u l  
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i n f o r m a t i o n  a b o u t  economic  r e a l i t y  t h a t  helps u s e r s  

m a k e  d e c i s i o n s .  The  p r e p a r e r  o f  f i n a n c i a l  r e p o r t s  

i s  a l w a y s  c o n f r o n t e d  w i t h  a l t e r n a t i v e  p o s s i b l e  

p r e s e n t a t i o n  o f  i n f o r m a t i o n  as t o  t h e  n a t u r e  

t y p e ,  k i n d ,  and c o n t e n t ) ,  e x t e n t  and  amount ,  and  

f o r m a t .  To maximize t h e  d e c i s i o n  u s e f u l n e s s  o f  

i n f o r m a t i o n ,  t h e  c h o i c e  among a l t e r n a t i v e  p r e s e n t -  

a t i o n  m u s t  be based on the f o l l o w i n g  f a c t o r s :  

1. Re levance .  

2 .  R e l i a b i l i t y .  

3 .  M e a n i n g f u l n e s s .  

4 .  Comparability. 

5 .  N e u t r a l i t y .  

6 .  N a t e r i a l i t y .  

3 6 .  "Re levance"  r e f e r s  t o  i n f o r m a t i o n  h a v i n g  a d i r e c t  

b e a r i n g  on t h e  d e c i s i o n s  c o n f r o n t i n g  users.  I n f o r m a t i o n  

i s  r e l e v a n t  i f  i t  d i r e c t l y  c o n t r i b u t e s  t o  c o n c l u s i o n s  

and  d e c i s i o n s  r e a c h e d  by u s e r s  or  i f  i t  changes  

users '  c o n c l u s i o n s  and judgmen t s .  The  d e g r e e  of  

r e l e v a n c e  d e p e n d s  on  how p e r t i n e n t  a n d  t i m e l y  i t  is. 

39. " R e l i a b i l i t y "  r e f e r s  t o  i n f o r m a t i o n  which  i s  d e p e n d a b l e  

and  w h i c h  was a h i g h  d e g r e e  o f  a c t u a l l y  r e p r e s e n t i n g  

wbat i t  p u r p o r t s  t o  r e 2 r e s e n t .  R e l i a b i l i t y  i s  based 

on  c o r r o b o r a t i o n .  I n f o r m a t i o n  t h a t  c a n  be c o r r o b o r a t e d  

by s o u r c e s  i n d e p e n d e n t  o f  each o t h e r  is highly r e l i a b l e .  
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The e x t e n t  t o  which i n f o r m a t i o n  i s  a c c u r a t e ,  corn_olete, 

and  p r o p e r  d e t e r m i n e s  t h e  d e g r e e  of  r e l i a b i l i t y .  

40 .  " M e a n i n g f u l n e s s "  r e f e r s  t o  i n f o r m a t i o n  t h a t  is under -  

s t a m i a b l e ,  c l e a r ,  c o n c i s e ,  and  s u c c i n c t .  O b v i o z s l y  

t h e  u s e f u l n e s s  o f  i n f o r m a t i o n  i n c r e a s e s  w i t h  i n c r e a s e d  

m e a n i n g f u l n e s s .  However, b e c a u s e  of  t h e  v a r y i n g  

d e g r e e s  of knowledge o f  a c c o u n t i n g  and f i n a n c i a l  

r e p o r t i n g  possessed by u s e r s ,  t h e i r  a b i l i t y  t o  

u n d e r s t a n d  f i n a n c i a l  i n f o r m a t i o n  v a r i e s .  C o n s e q u e n t l y ,  

i n f o r m a t i o n  i n  f i n a n c i a l  r e p o r t s  m u s t  c o n t a i n  t h e  

q u a l i t y  of  maximum m e a n i n g f u l n e s s ,  which c o n s i d e r s  

u s e r s  b o t h  w i t h  h i g h  and low d e g r e e s  of knowledge. 

4 1 .  " C o m p a r a b i l i t y "  r e f e r s  t o  i n f o r m a t i o n  which c a n  be 

compared w i t h  other i n f o r m a t i o n .  The d e g r e e  of 

c o m p a r a b i l i t y  is d e t e r m i n e d  by how c o n s i s t e n t  and  

uniform it  is  from period t o  p e r i o d  and from e n t i t y  

t o  e n t i t y .  O b v i o u s l y  t h e  more comparab le  t h e  i n f o r -  

m a t i o n ,  t h e  more v a l u a b l e  i t  i s  and i t s  u s e f u l n e s s  

i n c r e a s e s .  Noncomparable i n f o r m a t i o n  be tween e n t i t i e s  

and be tween per iods  s i g n i f i c a n t l y  r e d u c e s  i ts  u s e f u l n e s s  

i n  d e c i s i o n m a k i n g .  

4 2 .  " N e u t r a l i t y "  r e f e r s  t o  i n f o r m c t i o n  which i s  presented 

i n  a manner t h a t  is f r e e  f rom s l a n t ,  i n c l i n a t i o n ,  

o r  p r e j u d i c e .  The method o f  p r e s e n t a t i o n  selected 
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must  p r e s e n t  f a i r  and t r u t h f u l  i n f o r m a t i o n .  N e u t r a l i t y  

a l s o  has a l i r e c t  i n v e r s e  r e l a t i o n s h i ?  t o  i n f o r m a t i o n  

t h a t  i s  misstate6 o r  m i s l e a d i n g .  However, i n c r e a s e d  

n e u t r e l i t y  i n c r e a s e s  t h e  o b j e c t i v i t y  and u s e f u l n e s s ,  

e s p e c i a l l y  when t h e  u s e r s  have  d i v e r g e n t  i n t e r e s t s .  

4 3 .  " K a t e r i a l i t y "  r e f e r s  t o  t h e  s i g n i f i c a n c e  o f  an 

item of i n f o r m a t i o n  which c o u l d  a p p e a r ,  does a p p e a r ,  

o r  d o e s  n o t  a??ear i n  a f i n a n c i a l  r e p o r t .  G e n e r a l l y ,  

m a t e r i a l i t y  i s  t h a t  amaunt ,  o r  itern o f  i n f o r m a t i o n ,  

t h a t  c o u l d  i n f l u e n c e  a d e c i s i o n  o f  a user. M a t e r i a l i t y  

is  d e t e r m i n e d  by  whether  t h e  o n i s s i o n  or m i s s t a t e m e n t  

o f  an item h a s  a c h a n c e  of  c h a n g i n g  t h e  d e c i s i o n  

of a r e a s o n a S l e  i n d i v i d u a l  r e l y i n g  on  cor rec t  inform-  

a t i c n .  M a t e r i a l i t y  r e l a t e s  t o  q u a l i t a t i v e  a s  w e l l  

as q u a n t i t a t i v e  i n f o r m a t i o n .  
Q 

4 4 .  T h e s e  s i x  q u a l i t a t i v e  f a c t o r s  i n t e r a c t .  An a t t e m p t  

should be made t o  p r e s e n t  f i n a n c i a l  i n f o r m a t i o n  

wh ich  c o n t a i n s  a h i g h  d e g r e e  of each c h a r a c t e r i s t i c .  

However, o b t a i n i n g  2 h i g h  d e g r e e  o f  one may n e c e s s i t a t e  

t h e  s a c r r f i c e  of s c e r t a i n  d e g r e e  o f  a n o t h e r .  I n c r e a s e d  

r e l e v a n c e  may s a c r i f i c e  a c e r t a i n  amount o f  n e u t r a l i t y ,  

f o r  e x a m p l e ,  and v i c e  versa .  N e v e r t h e l e s s ,  t h e  t o t a l  

u s e f u l n e s s  o f  i n f o r m a t i o n  r e s t s  upon a c h i e v i n g  t h e  

h i g h e s t  p r a c t i c a b l e  o p t i m a l  mix of m e a n i n g f u l n e s s ,  

re1 i a b i l  ity , r e l e v a n c e ,  c o m p a r a b i l i t y  n e u t r a l i t y  , and 

m a t e r i a l i t y .  
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CHAPTER I 

INTRODUCTION 

i: 

This case study descr ibes  a GAO a u d i t  s t a f f ' s  use o f  t h e  
chi-square test f o r  independence. The t e s t  was p a r t  o f  t h e  
ana lys i s  t o  eva lua te  t h e  Law Enforcement Education Program. 

Our i n t e n t  i n  i s su ing  t h i s  bookle t  is t o  i l l u s t r a t e  
how t h e  chi-square t e s t  can con t r ibu te  t o  GAO's work and 
t o  he lp  a u d i t o r s  recognize when it can be used. 

I n  GAO a u d i t s ,  two o r  more groups o r  subgroups a r e  
o f t e n  compared f o r  d i f fe rences .  For example , welfare  
r e c i p i e n t s  who rece ive  job- re la ted  se rv ices  might be com- 
pared t o  welfare  r e c i p i e n t s  who rece ived  none t o  determine 
i f  t h e  two groups d i f f e r  i n  c u r r e n t  employment s t a t u s .  O r  
members o f  armed fo rces  reserve u n i t s  who w e r e  s a t i s f i e d  
wi th  t h e i r  dri l ls  might be compared wi th  those  who w e r e  
d i s s a t i s f i e d  to  determine i f  s a t i s f a c t i o n  is r e l a t e d  to  
grade l eve l .  

When t h e  da t a  from such comparisons are drawn from 
samples r a t h e r  than from t h e  e n t i r e  populat ion,  some kind of 
s t a t i s t i c a l  t e s t  should be used t o  determine the  degree o f  
confidence t h a t  can be a t tached  to  sample r e s u l t s .  A s  
used here ,  t h e  expressionatdegree of  confidence" i s  how su re  
w e  can be t h a t  t h e  r e s u l t s  would be s i m i l a r  i f  da t a  w e r e  
co l l ec t ed  f o r  the  e n t i r e  populat ion in s t ead  o f  f o r  a sample. 
The chi-square test f o r  independence is one of t h e  s t a t i s t i c a l  
tests t o  e s t a b l i s h  t h i s .  (See appendix I f o r  t h e  methods 
of computing and i n t e r p r e t i n g  t h i s  test.) 

This test i s  used when t h e  ava i l ab le  da t a  is  c a t e g o r i c a l ,  
a s  opposed t o  continuous.  Examples of  ca t egor i ca l  da t a  a r e  
sex  (male o r  female) ,  race (o f t en  expressed i n  t w o  o r  more 
c a t e g o r i e s ) ,  loca t ion  (e.g. , urban, suburban, o r  r u r a l )  , and 
mar i t a l  s t a t u s  ( s i n g l e ,  married, divorced,  o r  s epa ra t ed ) .  
Continuous da t a ,  on t h e  o t h e r  hand, i s  da ta  t h a t  can t ake  
any value on a scale (although t h e  s c a l e  i t s e l f  can have 
lower and upper l i m i t s )  , f o r  example, weights and he igh t s  of  
a d u l t s ,  ap t i t ude  test scores, o r  baseba l l  p l aye r s '  b a t t i n g  
averages . 

Although the  chi-square t es t  is used wi th  ca t egor i ca l  
da t a ,  da t a  t h a t  i s  b a s i c a l l y  continuous might be found 
recorded i n  ca t egor i ca l  form only.  For example, a program 
p a r t i c i p a n t ' s  income might only be recorded i n  ca t egor i e s ,  
such as under $ 2 , 0 0 0 ,  $ 2 , 0 0 0  t o  $5 ,000 ,  or more than  $5 ,000 .  
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Even da ta  t h a t  i s  recorded cont inuously may a c t u a l l y  
be more ca t egor i ca l  than continuous; t h a t  is, it may c l u s t e r  
around c e r t a i n  poin ts .  For example, i n  an a n a l y s i s  o f  
discharged ve terans '  years  of m i l i t a r y  se rv ice ,  t h e  scale 
could run from less than 1 year  to over  40 years.  However, 
examining t h e  sample da t a  may show t h a t  t h e  years  of service 
c l u s t e r  around t h r e e  poin ts :  3 years  ( t h e  per iod  of  s e r v i c e  
f o r  one en l i s tmen t ) ;  20 years  ( t h e  p o i n t  a t  which retirees 
g e t  ha l f  pay);  and 30 years  ( the  poin t  a t  which they  can 
retire with f u l l  pay) .  When d a t a  c l u s t e r s  around a l i m i t e d  
number of po in t s  on a scale, t h e  appropr ia te  test is  t h e  
chi-square test ,  t o  be used after t h e  da t a  is  arranged i n  
ca tegor ies .  
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CHAPTER 2 

THE AUDIT APPROACH 

The ob jec t ive  of t h e  Law Enforcement Education Program 
(LEEP) is t o  improve t h e  c r imina l  j u s t i c e  system by providing 
educa t iona l  oppor tun i t i e s  t o  persons working i n  o r  consider ing 
c r imina l  j u s t i c e  careers. The system inc ludes  t h e  po l i ce  
force ,  probat ion and paro le ,  t h e  cour t s ,  and co r rec t ions .  
The program is  adminis tered by the  Law Enforcement Assis tance 
Adminis t ra t ion,  which provides money t o  co l l eges  f o r  loans 
and g ran t s  t o  s tuden t s  of c r imina l  j u s t i c e .  

To he lp  determine i f  LEEP's ob jec t ive  was being accom- 
p l i shed ,  GAO developed a ques t ionnai re  to ob ta in  t h e  opinions 
and experiences of former program p a r t i c i p a n t s .  W e  obtained 
lists of s tuden t s  who had completed the  program a t  50 randomly 
se l ec t ed  schools  i n  school years  1972 and 1973. From these  
lists, 550 persons w e r e  randomly se l ec t ed  t o  r ece ive  the 
ques t ionnai re  . W e  asked about p a r t i c i p a n t s  ' experience i n  
t h e  program, t h e i r  p resent  employment s t a t u s ,  what they 
had learned ,  and how LEEP a f f e c t e d  t h e i r  dec i s ions  concerning 
a cr imina l  j u s t i c e  career .  Responses w e r e  received from 
465 (85  percent)  of t h e  sample. 

t i m e s  i n  analyzing the  responses.  Two of these  app l i ca t ions  
a r e  d e t a i l e d  i n  chapter  3. 

The chi-square test f o r  independence was used s e v e r a l  
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CHAPTER 3 

APPLYING THE CHI-SQUARE TEST 

The d a t a  showed t h a t  96 respondents who had no cr iminal  
j u s t i c e  experience before  en te r ing  t h e  program sought such 
employment a f t e r  completing t h e  program. About 39 percent  
of  these  f a i l e d  t o  f ind  such employment. Table I breaks 
down t h e  da t a  by sex. 

Sex - 
Male 
Female 

Table 1 

Sex and Job-seekinq 
Success of  Pa r t i c ipan t s  

( N u m b e r )  

Could not  Tota l  
Found a job  f i n d  a job  (note  a )  

50 
7 - 

24 74  
20 13 - - 

Two respondents d id  not  i d e n t i f y  t h e i r  sex  and the re fo re  
are not  included i n  the  table. 

a 

The t a b l e  shows t h a t  fo r  our sample, sex  is  a s soc ia t ed  
with success i n  f ind ing  a job i n  c r imina l  just ice--a  l a r g e r  
proport ion o f  males than females found jobs. This  con- 
c lus ion  is  more obvious when one looks a t  t h e  percentages 
shown i n  table 2. 

TABLE 2 

Sex and Job-seeking Success 

(percent  ) 
of  Pa r t i c ipan t s  

Could no t  
Sex Found a job f i n d  a job Tota l  - 
Male 68  

35 

6 1  

Female - 

- - 

32 10 0 
1 0 0  65 - - 
100 - - 

T a b l e s  1 and 2 c l e a r l y  show t h a t  females i n  our  sample 
w e r e  much less l i k e l y  t o  ob ta in  a job i n  the  c r imina l  j u s t i c e  
f i e l d  than w e r e  m a l e s .  But  remember t h a t  w e  had only a 
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sample of pa r t i c ipan t s .  W e  had t o  f i n d  o u t  whether this 
same r e s u l t  might be expected i f  t h e  same da ta  w e r e  obtained 
f o r  a l l  s tuden t s  who completed t h e  program a t  t h e  50 co l l eges  
i n  1972 and 1973. This  is  where t h e  chi-square test w a s  
useful .  

Chi-square compares t h e  a c t u a l  r e s u l t s  wi th  what 
probably would have happened i f  the two f a c t o r s  ( i n  t h i s  
case,  sex and employment) w e r e  unrelated.  The test r equ i r e s  
computing a chi-square va lue  and using a s ta t is t ical  t a b l e  
t o  i n t e r p r e t  t h a t  value.  W e  appl ied  t h e  chi-square test 
and found w e  could be 95-percent conf ident  t h a t  our  con- 
c lus ion  t h a t  s ex  i s  r e l a t e d  t o  success  i n  f ind ing  a job  would 
hold t r u e  f o r  t h e  universe  of  p a r t i c i p a n t s .  

Another aspec t  o f  t h e  da t a  concerned those employed i n  
t h e  c r imina l  j u s t i c e  f i e l d  a t  t h e  t i m e  they answered t h e  
ques t ionnai re .  The da ta  showed t h a t  most w e r e  working as 
po l i ce  r a t h e r  than i n  o the r  p a r t s  of  t h e  c r imina l  j u s t i c e  
system. However, a s  shown i n  t a b l e  3 ,  mre of  those  with 
previous c r imina l  j u s t i c e  experience w e r e  employed wi th  t h e  
po l i ce  than those  without  previous experience.  

Table 3 

P a r t i c i p a n t s ‘  Previous Criminal J u s t i c e  
Experience and Profess iona l  A r e a  

Profess iona l  a r e a  
Previous c r imina l  Other Percent  
j u s t i c e  experience Pol ice  (note  a )  Total becoming po l i ce  

Y e s  256 4 1  297 86 
6 1  N o  - 59 - 23 - 36 - 

aIncludes probat ion and paro le  , cour t s  , and cor rec t ions .  

From a chi-square test, w e  found w e  could be 99-percent 
confident  t h a t  t h e  same conclusions would hold f o r  t he  
e n t i r e  population. 

The chi-square test r e s u l t s  w e r e  t h e  b a s i s  €or state- 
ments included i n  our  r e p o r t  t o  t h e  Congress, “Problems i n  
Administering Programs t o  Improve Law Enforcement Education” 
(GGD-75-67, June 11, 1975).  
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CHAPTER 4 

OTHER APPLICATIONS 

GAO has  found t h e  chi-square test t o  be a use fu l  t o o l  
i n  eva lua t ing  s o c i a l  s e r v i c e  programs such a s  t h e  upward 
bound program. The technique a l s o  has  been used i n  reviews 
of t h e  a i d  t o  f ami l i e s  wi th  dependent ch i ld ren  program, t h e  
developing i n s t i t u t i o n s  program wi th in  t h e  Of f i ce  of Educa- 
t i o n  and o the r s .  I n  each case t h e  test was used to e s t a b l i s h  
and eva lua te  a s soc ia t ions  between t h e  va r i ab le s  t e s t ed .  

I n  reviewing t h e  a i d  to f ami l i e s  with dependent ch i ld ren  
program, GAO used t h e  test t o  determine whether t h e  services 
provided helped wel fare  r e c i p i e n t s  achieve se l f - suppor t  or 
reduced dependency. For example, i n  t a b l e  4 w e  can see t h a t  
those wel fare  r e c i p i e n t s  who received developmental services 
d id  propor t iona te ly  b e t t e r ,  i n  terms of reduced dependency 
through employment, than those  who d i d  not .  The chi-square 
tes t  was used t o  e s t a b l i s h  t h a t  t h i s  a s soc ia t ion  w a s  no t  a 
product o f  chance r e l a t e d  to  our  sample se l ec t ion .  

TA3LE 4 

Developmental Services  

(Denver, Colorado) 
and Reduced Dependency Through Employment 

Services  received? Dependency reduced? 

Tota l  Yes No 
Y e s  1 4  62 76 

49 

125 

- 49 

111 

- 0 

14 

- NO 

- - - - - 
A somewhat d i f f e r e n t  app l i ca t ion  of t h e  chi-square test  

was involved i n  our  review of t h e  developing i n s t i t u t i o n s  pro- 
gram, which provides  funds t o  “ f i n a n c i a l l y  s t rugg l ing”  co l l eges  
and u n i v e r s i t i e s .  GAO wanted to  i d e n t i f y  those f a c t o r s  
in f luenc ing  Off ice  of  Education choices o f  schools  t o  p a r t i c i -  
pa te  i n  t h e  program. The chi-square test  was used t o  i d e n t i f y  
t h e  va r i ab le s  t h a t  appeared to  have some r e l a t i o n s h i p  t o  
rece iv ing  funds, e .g . ,  pub l i c  vs. p r i v a t e  or percentage of 
nonwhite enrollment.  Variables  i d e n t i f i e d  a s  s i g n i f i c a n t l y  
r e l a t e d  t o  whether o r  n o t  t h e  school received program funding, 
w e r e  then f u r t h e r  analyzed to i d e n t i f y  f a c t o r s  which tended 
t o  expla in  the  amount of funds a l loca t ed .  While t h e  chi-square 
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t e s t  d id  not  play a v i s i b l e  role i n  t h e  second ana lys i s ,  it 
d id  l i m i t  t h e  number o f  va r i ab le s  considered. 

GAO has used the  chi-square test  ex tens ive ly  t o  analyze 
da t a  obtained from ques t ionnai res .  This  use should not  be 
su rp r i s ing  s ince  most ques t ionnai re  da ta  is i n  t h e  form o f  
ca tegor ies  o r  ranges. Typical ly ,  respondents i nd ica t e  
t h e i r  answers by checking a block, thereby p lac ing  them- 
se lves  i n  a category. The tes t  i s  comonly used t o  see how 
answers t o  c e r t a i n  quest ions are assoc ia ted .  The review of 
t h e  Law Enforcement Education Program descr ibed earlier is 
one example. Another example i s  a r ecen t  eva lua t ion  of  
State Employment Service opera t ions  i n  e i g h t  s t a t e s .  GAO 
t e s t e d  the  r e l a t ionsh ip  between t h e  type of  job  an appl icant  
sought (white c o l l a r  o r  b lue  collar) and whether the  appl i -  
can t  contacted the Service when looking f o r  a job. 

This l ist of GAO's uses of t h e  chi-square test  f o r  
independence is by no means a l l  inc lus ive .  It is designed 
mainly t o  i l l u s t r a t e  t h e  v a r i e t y  o f  ways i n  which t h e  t es t  
may be he lpfu l .  Generally speaking, whenever t h e  da t a  
obtained from a sample i s  i n  t h e  form of  ca tegor ies  or 
ranges, or can be put  i n t o  t h a t  form, and the ana lys t  is  
i n t e r e s t e d  i n  f ind ing  a r e l a t ionsh ip  between two of  t h e  
va r i ab le s ,  he should consider  using t h e  chi-square tes t  
f o r  independence. 

7 



., ?3 . . .  

APPENDIX I 

COMPUTATION AND INTERPRETATION 
OF CHI-SQUARE VALUES 

APPENDIX I 

The chi-square test f o r  independence involves computing 
a chi-square value and then using a s ta t is t ical  t a b l e  t o  
i n t e r p r e t  t h a t  value. 
four s teps .  These s teps  w i l l  be i l l u s t r a t e d  by using the 
data from t ab le  3 ,  which i s  a s  follows: 

Previous criminal Professional area 
j u s t i c e  experience Police Other Total  

Computing the chi-square value requires 

Y e s  
N o  

256 4 1  297 
5 9  - 23  - 36 - 

292 - - 356 - - 
For the  purpose of the chi-square computation, t h i s  

table has two rows and two columns ( t o t a l s  not included) and 
four c e l l s .  The "Police" column has two cells ("Yes" and 
"NO") and the "Other" column has two c e l l s .  The s t eps  i n  the 
computation a re  a s  follows: 

1. For each of the c e l l s ,  compute the expected value-- 
the value tha t  would be found i f  one variable had no r e l a t ion  
t o  o r  association with the other  variable.  
e n t r i e s  i n  the table--256, 36 ,  4 1 ,  and 23--are known as 
the observed values. ) The expected value f o r  a cell is  
computed by multiplying 

(The present 

column t o t a l  
t o t a l  sample 

The expected value 
computed a s  follows : 

C e l l  

Column 1, row 1 

Column 1, row 2 

Column 2 ,  row 1 

Column 2 ,  row 2 

292 
356 

292 
356 

64  
356 

64  
356 

- 

- 

- 

- 

X Total sample row t o t a l  
t o t a l  sample 

for each of t he  four c e l l s  are 

297  
356 

5 9  
356 

297  
356 

5 9  
356 

- 

- 

- 

- 

8 

356 

356 

356 

356 

Expected Value  

= 243 .6  

4 8 . 4  - - 

53.4 - - 

10.6 - - 

t 
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I f  t h e  expected va lues  are pu t  i n  a t a b l e  and expressed 
a l s o  i n  percentages,  t h e  table would be as follows: 

Previous c r imina l  Po l i ce  Other 
j u s t i c e  experience N u m b e r  Percent  Number Percent  To ta l  

Y e s  243.6 82 53.4 18 297.0 

N o  48.4 82 10.6 18 59.0 

292.0 82 64.0 18 356.0 

2. For each ce l l ,  subtract t h e  expected value from t h e  
observed value. Then, s ince  t h i s  table has fou r  cells, sub- 
t r a c t  0 . 5  from t h e  d i f f e rence  between t h e  observed and 
expected va lue  t o  ob ta in  t h e  cor rec ted  d i f fe rence .  ( I f  
t h e  t a b l e  has  s i x  or more cells, t h e  co r rec t ion  f a c t o r  is 
n o t  used. The reason f o r  us ing  a co r rec t ion  f a c t o r  i n  a 
four -ce l l  t a b l e  w i l l  n o t  be expla ined  i n  t h i s  ca se  s tudy.)  
Square t h e  cor rec ted  d i f f e rences .  
shows t h e  d i f f e rence ,  t h e  co r rec t ed  d i f f e rence  , and t h e  
cor rec ted  d i f f e rence  squared f o r  t h e  da t a  i n  t a b l e  3. 

- 

The fol lowing t a b l e  

Corrected 
Difference Corrected ' difference 

C e l l  Observed Expected (note a) Difference squared - 
256 243.6 12.4 11.9 141.6 

36 48.4 12.4 11.9 141.6 

41 53.4 12.4 11.9 141.6 

23 10.6 12.4 11.9 141.6 

Column 1, row 1 

Column 1, row 2 

Column 2, row 1 

Column 2, row 2 

ah the chi-square computation, a l l  diffsrences are assumed to be pos i t ive  

3. Divide t h e  d i f f e rence  squared €or  each cel l  by the 
expected value.  For t a b l e  3, t hese  quo t i en t s  are: 

Column 1, row 1 0.581 

Column 1, row 2 2.926 

Column 2 ,  row 1 2.652 

Column 2 ,  row 2 13.358 

4 .  Add t h e  quo t i en t s  f o r  each of t h e  cells. The sum is  
t h e  chi-square value.  I n  OUT example, it i s  19.517. 
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The chi-square v a l u e  i s  e s s e n t i a l l y  a measure o f  t h e  
degree  t o  which t h e  observed cell v a l u e s  d i f f e r  i n  t o t a l  
from t h e  va lues  t h a t  would have been found had t h e  variables 
n o t  been c o r r e l a t e d .  

To i n t e r p r e t  t h e  chi-square va lue ,  a table showing ch i -  
square  d i s t r i b u t i o n  i s  needed. The h i g h e r  t h e  chi-square 
va lue ,  t h e  h i g h e r  t f k - q i k e l i h o o d  of a r e l a t i o n s h i p .  
fo l lowing  is  a p o r t i o n  o f  t h i s  t a b l e :  

The 

Degrees o f  freedom 
Confidence Level  

.99 - .95 - - 90 - 
1 2.706 3.841 6.635 

2 4.605 5.991 9.210 

3 6.251 7.815 11.345 

4 7.779 9.488 13.277 

The f i r s t  s t e p  i n  i n t e r p r e t i n g  t h e  chi-square v a l u e  is  t o  
compute degrees  o f  freedom by m u l t i p l y i n g  t h e  number of columns 
i n  t h e  table minus one by t h e  number of r o w s  minus one. T a b l e  
3 has  t w o  columns and t w o  r o w s .  Therefore ,  the number o f  
degrees  of freedom is 1. W e  t h e n  look a t  t h e  r o w  i n  t h e  
d i s t r i b u t i o n  table f o r  1 degree  o f  freedom and f i n d  t h a t  
o u r  chi-square va lue  of 19.517 f a r  exceeds t h e  v a l u e  t h a t  
would i n d i c a t e  a 99-percent confidence l e v e l .  Therefore ,  
w e  conclude t h a t  t h e  d i f f e r e n c e  between t h o s e  w i t h  prev ious  
c r i m i n a l  j u s t i c e  exper ience  and t h o s e  w i t h  no such exper ience  
i s  s i g n i f i c a n t  a t  more than  a 99-percent conf idence  l e v e l .  
W e  are t h u s  very  s u r e  that t h e  d i f f e r e n c e  would hold  for t h e  
e n t i r e  popula t ion  and n o t  o n l y  f o r  o u r  sample. 

t U. S. GOVERNMENT PRINTING OFFICE : 1976--625-257/1)5 
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FOREWORD 

Statistical sampling techniques, properly applied, can 
contribute significantly to obtaining reliable analyses in our 
audit work with a reduction in manpower. These techniques 
also enable us to project our findings with precision and 
confidence. 

This pamphlet describes a sampling plan used in an 
actual CAO audit and describes some alternative plans 
that could also have been used with additional savings in 
manpower. 

This material is being distributed to highlight the 
usefulness of these techniques and to encourage wider use 
of them, where appropriate, in our audit work. 

Director, Office of P w y  
and Special Studies 

September 15, 1968 



ACTUAL AUDIT PLAN AND RESULTS 

Basic distribution b GAO: 
GS-11’s and above in the accounting 

and auditing divisions 
Troarportatian Divirion - 10 

. 

In an audit at 12 agency locations, statistical sam- 
pling techniques were used to estimate the l’error” rates 
at  each of the locations. 

’, 
’ The audit program specified the need for reliable e r -  

ror  rate findings at  each of the locations visited. In order 
to satisfy this objective, a fairly large sample size was . 
needed at  each location. 

Attribute ”Sample Size@’ tables were used to obtain 
sample sizes. The criteria that were used to determine 1 

the sample sizes needed were: (*) 
6 

1. Expected e r ro r  rate not worse than: 10% 
2. Desired sampling precision: t (plus o r  

minus) 3% 
3. Desired confidence in sample results: 95% 

(*) See Table 2-A, page 7-13, Audit Sampling Memorandums I 

The above criteria were uniformly applied in arriving 
at  sample sizes for 11 of the selected locations, A 100 per- 
cent audit was specified for  one location with a universe of 
190. 

, 

The following table summarizes the audit sampling 
plan and actual e r r o r  rate findings: 

1 



T A B L E  A 

Location 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
1 1  
1 2a 

Number 
in 

Universe 

4,183 
4,498 
2.350 

19,721 
14,145 

3,525 
14.705 

5.148 
4,366 
2.810 

913  
190 

76,554 - 

Number 
in 

Sample 

370 
356 
31 8 
377 
375 
354 
372 
328 
308 
355 
353 
190 

4,056 - - 

Sample Items Sampling 

Number Percent 95% Confidence 
With Error Precision at 

--_c___ 

44  11.9% 
56  15.7 
15 4 .7  

127 33.7 
123 32.8 
172 48.6 
136 36.6 
27 8.2 
31 10.1 

5 1.4 
7 1 ’  20.1 

17.4 33 - - 

f 3.2% 
3.6 
2.2 

4.7 
4.9 
4.8 
2.9 
3.2 
1.1 
3.3 

4.7 ‘ 

- 

Estimated 
Total lterns 
With Error 

500 
710  
110 

6.650 
4,640 
1,710 
5.380 

420  
440  

4 0  
180 
33 

20,813 

aNo sampling variability because of 100 percent audit. 

Note: Individual location error rates were obtained by dividing the num- 
ber of errors found at the location by the total number of items in 
tho location sample. The overall error rate was obtained by di- 
viding the estimated total items with error by the number of items 
in the universe. 

It may be recognized from the above table that the 
overall sampling precision is not a simple average of the 
sampling precision obtained at each of the locations. 
Sampling precision is obtained by use of the standard 
e r ro r  formula for  stratified sampling (see Audit Sam- 
pling Memo 9-9). The disproportionate assignment of 
the total sample among individual locations, in effect, 
establishes 12 separate strata for sampling purposes. 
The calculation results in an overall e r r o r  of 1.870 at  
the 9570 level of confidence. Thus, in this case, it  may 
be stated with 9570 confidence that the number of e r ro r s  
in the universe is from 25,470 (27.2 - 1.8) to 29.070 
(27.2 -t 1.8) of the universe or from 19,445 to 22,201. 

While the agency has several hundred individual loca- 
tions, it was not intended that our audit findings be projected 

agency-wide. The final report presents our audit findings 
for the 12 locations and contains selected individual loca- 
tion findings as examples of. the various types of e r ro r s  
found. The appendix to the report includes a detailed sum- 
mary of individual location findings. 

The audit performed is a common repetitive type and 
is well suited for a presentation which shows how various 
sample plans could have effectively reduced the amount 
of the overall time required to perform the audit. 

The alternate plans presented below are affected pri- 
marily by the audit objectives. The alternate plans a r e  
practical and worth considering in future audit delibera- 
tions. In each case, statistical sampling will permit de- 
fensible results within preselected limits of precision and 
confidence. 

The discussion that follows is not intended as a crit-  
icism of the audit which was performed o r  the validity of 
its stated objectives. Nor is it implied that alternate plans 
presented have universal application in every audit situa- 
tion. 

Audit O b j r c t i v r  I < I  find t h e  “error” rate for each loca- 
tion and for the 12 locations combined 
within preselected limits of precision 
and confidence. 

Considerations: The number of items to be audited a t  
each location (sample size) will be de- 
termined by the worse expected e r ro r  
rate, the size of the universe, 95 percent 
confidence, and precision consistent with 
the location e r ro r  rate and audit re- 
qui rement s. 

3 
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Method: . . A preliminary random sample at  each 

location will be used to estimate the 
e r ro r  rate. The error rate found is to 
be used with the desired precision and 
confidence to determine the final sample 
size. 

The actual audit plan provided uniform criteria for 
use at  all locations for determining sample sizes. Appli- 
cation of the uniform criteria resulted in an overall sample 
size of 4,056. Alternate Plan A, however, differs from the 
actual audit plan in that sample sizes a re  to be determined 
for each location based un the results of a preliminary 
sample. 

As may be noted from Table A, the actual findings 
at most of the locations were considerably different than 
the uniform criteria used to determine sample sizes. The 
actual findings ranged from a low of 1.4 percent to a high 
of 48.6 percent and only those findings at  locations 1, 8, 
and 9 were close to the 10% i; 3% uniform criteriaused 
for determining sample sizes. In this situation, the use 
of uniform criteria unnecessarily increased the amount 
of the overall time needed to perform the audit. 

For instance, if the auditor determines that a finding 
of 10% 2 3% at an individual location is adequate for the au- 
dit purpose, he may also believe that a finding of 4070 2 12% 
is equally adequate. For location 7 (see Table A), the 
application of the 10% t 3% criteria resulted in a sample 
size of 372 items. However, a preliminary random sample 
would have probably revealed an error  rate of approximately 
40 percent (actual e r ro r  rate was 36.6 percent). If the 
auditor considered a finding of 40% i; 12% adequate, the 
sample size at location 7 could have been reduced from 372 
to 64. 

Alternate Plan A is based on the above except that 
the desired sampling precision was not increased in pro- 
portion to the expected e r ror  rate Le.; 10% -I 370; 20% : 6%; 
30% 2 9%; 40% 5 12%. By referring to Table B it can be 

seen that the expected e r ror  rate and sampling precision 
for location 8 is  10% 2 3% while the expected e r ror  rate 
and sampling precision f o r  location 7 i s  40% 2 7%. The 
sampling precision (tolerable error)  is  an audit judgment 
and will depend upon the degree of precision which the au- 
ditor believes will be ne.eded to convince agency officials 
and other readers of our reports of the need to take nec- 
essary action to correct the situation being reported on. 
Certaihly, there should be very few instances where we 
find i t  necessary to obtain sample sizes large enough 
to provide sampling precision of plus o r  minus 3 percent 
when the e r ror  rate is  40 percent. 

Implementation of Alternate Plan A requires that the 
following (or similar) instructions be included in the audit 
program: 

1. At the assigned location, select at  random a pre- 
liminary sample of 150 items from the universe 
subject to audit. 

2. The items in the preliminary sample a re  to be 
audited in accordance with the instructions set 
forth in the audit program. 

3. When the preliminary sample audit i e  completed, 
calculate the e r ror  rate (number of e r rors  
found/l50). 

I) Q 

4. Round the resulting e r ror  rate to the nearest ' 
higher 5 percent interval. (e.g., if resulting error 
rate is 11.4%, round to 15%; if 18.2%, round to 
207'0, if 23.8$, round to 25%; etc.) 

5. Select the f ina l  sample size from the appropriate 
sample size table or by use of a formula if appro- 
priate sample size tables a re  not available. (See 
Audit Sampling Memo 7-19 for an example of a 
calculation of a sample size by using the sample 
size formula.) 

4 5 



The audit program should make it clear that the pre- 
liminary sample 'selected and audited is part of the final 
sample. When the final sample size has been determined 
(e.g., 260), only the number of additional items (110) needed 
to bring the preliminary sample size (150) up to the final 
sample size (260) a re  to be selected and audited. Results 
from the audit of the additional items a r e  then combined 
with results previously obtained from the preliminary sam- 
ple items to arrive at the final sample results for the 
location wive  r s e. 

Under Alternate Plan A, preliminary e r ro r  rate find- 
ings, based on samples of 150, would not vary appreciably 
from the audit results obtained for each location during 
the actual audit. 

. .  

The most likely sampling plan, resulting from Alter- 
nate Plan A, is summarized below in Table B. 

Location 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
1 1  
12 

Number 
in 

Universe 

4,183 
4.498 
2,350 
19,721 
14.145 
3,525 
14.705 
5,148 
4,366 
2,810 
913 
190 

T A B L E  B 

sample size Criteriaa 
Worse Rate of Tolerable Error 

Occurrence 
(preliminary) 

15% 
20 
5 
35 
35 
50 
40 
10 
15 
5 
25 - 

With 95% 
Confidence 

24% 
5 

2.5 
6 
6 
7 
7 
3 
4 

2.5 
5 - 

Sample 
Siae 

Requi red 

290 
230 
260 
240 
240 
I90 
190 
360 
290 
270 
220 
190 - 

Sample 
Size 

Actually 
U& 

370 
356 
318 
377 
375 
354 
372 
328 
308 
355 
352 
190 - 

2.970 - 4,055 - I 
'Prerelected based on acceptable tolerable errors for the varying preliminary 
error rata findings. 

Alternate Plan A reduces the overall number of 
sample items needed from 4,056 to 2,970. With approxi- 
mately 1,100 fewer items to audit, more than 25 percent 

I 

Assuming that e r r o r  rate findings remain the same, 
Table C below compares the .sampling precision provided 
by Alternate Plan A with the precision actually obtained in 
the audit. 

T A B L E  C 

Location 

1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 

Tolerable Er ro r  with 
E r r o r  95 Percent Confidence 
Rate - 
11.9% 
15.7 
4.7 

33.7 
32.8 
48.6 
36.6 
8.2 

10.1 
1.4 

20.1 
17.4 - 

Actual 

& 3.2'70 
3.6 
2.2 
4.7 
4.7 
4.9 
4.8 
2.9 
3.2 
1.1 
3.3 - 

Plan A 

2 3.6% 
4.6 
2.4 
5.9 
5.9 
6.9 
6.8 
2.7 
3.4 
1.3 
4.6 - - 

27.2% 21.870 f 2.370 

The actual audit initially committed manpower to se- 
lect and audit 4,056 sample items. Alternate Plan A, by 
specifying preliminary samples of 150 at  each location 
(1,800 overall), initially commits less  than half of the bud- 
geted time for  selection and audit. Preliminary sample 
results then provide the necessary information to select 
sample sizes at  each location consistent with the "worse 
expected e r r o r  rate" and acceptable levels of sampling 
precision. 

ALTERNATEPLANB 

Audit Objective: To find the overall "error" rate, within 
prescribed limits of precision and confi- 
dence, for the universe of 76,554 items 
at  12 different agency locations. 
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C on s id e rations : 

Method: 

For audit purposes, the universes at  
the individual locations lose their indi- 
vidual identities. Under Alternate 
Plan B, each location universe is impor- 
tant only to the extent that it is a part  
of the overall universe of interest. 

The overall final sample size will be 
selected to provide acceptable limits of 
precision and confidence. The number of 
sample items for  each location will be 
selected ,' on a proportionate allocation 
basis. 

Alternate Plan B differs from the actual audit and 
Alternate Plan A in that defensible sampling results a r e  
specified only at the overall level. 

The overall final sample size must be sufficiently 
large to provide the predetermined precision and confi- 
dence acceptable to the responsible audit group. 

The physical location of the 12 agency sites makes it 
desirable to avoid the use of a preliminary sample approach 
for arriving at a final sample size. With unequal parts of 
the overall universe at  12 different locations, preliminary 
sampling would result in considerable delays while indi- 
vidual location audit teams completed assigned preliminary 
eample quotas and made results available for final sample 
size determination. 

Fortunately, statistical sampling provides a "back 
door" approach for  arriving at  overall final sample size 
in keeping with acceptable levels of desired sampling ac- 
curacy. 

Tables can be prepared for  guidance in selecting the 
f ina l  sample size which will provide acceptable levels of 
precision and confidence regardless of the eventual e r r o r  
rate disclosed by the audit. 

-8- 

Table D below, for  example, shows the samplingpreci- 
sion, with 957'0 confidence, f.or e r ro r  rate intervals of 5%, 
based on sample sizes of 300, 400, and 500 from a universe 
of 76,554. 

If Overall 
E r ro r  Rate 
Finding is: 

5% 
10 
15 
20 
25 
30 
35 
40 
45 
50 

T A B L E  0 

Sampling Variability with 
9570 Confidence is: f 

For Sample For Sample For  Sample , 

of 300 of 400 of 500 

' 2.570 52.1% fl .9% 
3.4 2.9 2.6 
4.0 3.5 3.1 , 
4.5 3.9 3.5 
4.9 4.2 3.8 
5.2 4.5 4.0 
5.4 4.7 4.2 
5.5 4.8 4.3 
5.6 4.9 4.4 
5.7 4.9 4.4 

Based on the actual audit finding of 27.2% overall, the pre- 
cision provided by the sample sizes shown is a s  follows: 

27.2% * 5.0% f 4.4% f 3.9% 

The above table, which can easily be expanded to in- 
clude any sample size, allows the audit group to exercise ' 

the necessary judgment ,for selecting a sample size consis- 1,; 
tent with the audit objective as to the desired precision of 
sampling results. 

The audit group need only select the sample size that i 
provides the acceptable precision regardless of the e r ro r  

R: :.: rate finally disclosed by the audit. 

The Plan B audit objective and sampling plan preclude 
statistically reliable findings at the individual location 
level. Assuming an overall sample size of 500, sampling 
quotas for individual locations would be too small for valid 
findings. 

9 



. .  
However, Plan B reduces the audit sample size needed 

from 4,056 (actual audit) o r  2,970 (Plan A audit) to 300, 400, 
or  500 depending on the desired precision. 

. 
- .  

The savings in audit time, therefore, a re  very signifi- 
cant especially if audit time per sample item is  considerable. 

In any case, the audit group should weigh the need and 
contribution of statistically reliable results at  the location 
level against the increased costs of obtaining them. 

Actually, the final report, under Plan B, can include 
individual location findings provided that proper language is 
used and no statistical significance is attached to the re- 
sults at the individual locations. 

ALTERNATE PLAN C 

Audit Objective: To find the overall Agency er ror  rate 
in a universe of 1,280,000 items. The 
agency comprises 200 widely dispersed 
locations each of which contains an un- 
equal part of the total item universe. 

C on s id e rations : A simple unrestricted sampling plan, 
requiring a random selection of items 
from the entire universe, could be used. 

If all universe items were physically 
located in the same place, this would 
probably be the easiest and best ap- 
proach. 

In this situation, however, unrestricted 
random selection would undoubtedly re- 
sult in sample items being chosen from 
all o r  most of the 200 agency locations. 

Travel costs incurred, due to theneed to 
conduct very small audits at  all or most 
of the agency locations, could make this 
approach prohibitively expensive. 

--.- 

Met hod : Two-stage randdm sampling for attri- 
butes. . 

The plan i s  mmtwo-stageml because sam- 
pling is  required at two separate and 
distinct levels. 

A sample of primary units (individual 
agency locations) is  f irst  selected at 
random, and from the selected sample 
of primary units, a random sample of 
secondary units (items of audit inter- 
est) is taken. 

For the purposes of this audit, the first 
stage universe is  the 200 individual 
agency locations, and the second stage 
universe is the 1,280,000 items of audit 
in t e re  s t . 

The. actual audit and Alternate Plans A and B limited 
the universe of interest to the 76,544 items at the 12 se- 
lected agency locations. Alternate Plan C differs from the 
actual audit and other plans presented in that the e r ror  rate 
for the entire agency (200 locations) is what is of interest 
rather than the e r ror  rate of just 12 of the 200 locations. 

Our professional staff will probably find that assis- 
tance will be needed in devising a two-stage sampling plan. 
A l s o ,  assistance will probably be needed in interpreting the 
results of such a sampling plan. This assistance can be ob- 
tained from the statistician in the Office of Policy and Special 
Studies. 

Alternate Plan C - Sampling Procedure and Audit Results 

Sampling sizes used f o r  implementation of Alternate 
Plan C are  as  follows: . 

First  Stage Sample = 
Second Stage Sample = 

20 (agency locations) 
75 (items from first stage 

unive rses) 
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Table E below summarizes the sampling plan and audit 
results for. the 20 randomly selected agency locations in the 
first stage sample. ., 

Results for locations 1 through 12 a re  essentially the 
same as those found in the actual audit. (See Table A.) 
Universes have been rounded and er ror  rates reflect the 
slight changes necessitated by sample sizes'of 75. Loca- 
tions 13-20 a r e  hypothetical but consistent with e r ro r  rate 
findings and universe sizes of the 12 locations actually 
audited. 

12 

Sample 
Location 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 

Number 
in 

Unive roe 

4,000 
4,500 
2,500 
20,000 
14,000 
3,500 
15,000 
5,000 
4,500 
3,000 
1,000 
500 

13.000 
2.000 
5,000 
6,000 
10,000 
7,000 
1.000 
5 000 I 

126 500 * 

Number * Sample Items E e t i m a d  

Sample 

75 
75 
75 
75 
75 
75 
75 
75 
75 
75 
75 
75 
75 
75 
75 
75 
75' 
75 
75 
75 - 

1,500 - 

Number 

9 
12 
4 
26 
25 
36 
28 
6 
8 
1 

15 
13 
17 
21 
26 
20 
31 
2 
15 
24 

339 

- - 

. With.Error Univeroe Items in 
Percent With Error - 
12.0% 
16.0 
5.3 
34.7 
33.3 
48.0 
37.3 

8.0 
10.7 
1.3 
20.0 
17.3 
22.7 
28.0 
34.7 
26.7 
41.3 
2.7 
20.0 
32.0 

27.2 

- 
b - - 

480 
720 
133 

6,940 
4,662 
1,680 
5,595 
400 

39 
200 
86 

2,951 
560 

1,735 
1,602 
4.1 30 

200 
1,600 

34,384 

482 

1 a9 

- 
I_ 

a Column figure. arrived at by projecthg sample error  rate findings 
to total item. in location univeroeo. (e.g., for location 1; 12% of 
4,000 = .12(4,000) = 480) 

b27.2% i s  the weighted overall e r ror  rate for the 20 locations in the 
first stage sample. 

Note: The overall error  rate of 27.27r is calculated as follows: - 
total est. universe itemr with error  
total of 20 location univereee 34,384 ,272 or 21,2% 126,500 

In this sampling oituation, the overall error  rate is not the 
arithmetic average of the individual location error  rate. 
can it be calculated by dividing the total errors  found in the 
aarnple (339) by total items in the recond stage sample (1,500). 

Both these method6 'result in an overall error  rate of 22.6% 
which is incorrect becaure it is unweighted. 

If proportionate allocation had been ured in assigning recoad 
stage sample sizer, either of the two mqthods above would give 
the correct overall e t ror  rats because the individual location 
result0 would be relf-weighting. 
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n S-ampling Variability 

# 

The formula for  calculating the sampling variability 
for  two-stage sampling for  attributes is rather complex. 
It takes into account and combines the contribution to Sam- 
pling variability from each stage of sampling. 

- 3  

For the 27.2% e r r o r  rate finding unde; Plan C, the 
sampling variability, with 95% confidence, works out to be 

6.0%. 

This variability, for the Plan C example, i s  abnormally 
high due to the wide variation among individual location e r r o r  
rates. In the actual audit, individual location e r ro r  rate 
findings ranged from 1.4% to 48.670 which is about maximum 
variation in sampling for attributes. 

(In sampling for attributes, a 5070 Ive r ro iv  rate 
is maximum in that it results in thelargest sam- 
pling variability. This is so because e r ro r  rate 
findings of 60% have the same variability as 
40?i'0, 7070 as 30% ....... 99% as 170.1 

If the Plan C sampling procedure was unchanged and 
individual location e r ro r  rates were between 570 and 200/0, 
the sampling variability would be reduced to 2 1.8% with 
95% confidence. 

In two-stage sampling for  attributes, the number of 
items in the second stage sample, from each location, have 
very little effect on overall sampling variability. 

Thus, if second stage sample sizes used in Plan C 
were increased from 75 to 500 o r  even 1,000, the overall 
sampling variability of the 27.2% finding would only be re- 
duced approximately two-tenths of one percent. However, 
with second stage sample sizes at 7 5 ,  an increase of f i rs t  
stage locations from 20 to 40 would reduce the sampling 
variability to 2 3.670. c 

In two-stage sampling for attributes, therefore, the 
number of locations in the f i rs t  stage sample has a much 
greater effect on sampling variability than the number of 

c 

items in the second stage samples providing they a r e  suf- 
ficiently large. 

Estimating the Total Universe Items with "Error" 
L 

The 27.270 er ror  rate finding in the 126,500 item 
universe of the 20 sampled locations is  assumed to hold 
true for the entire 200 agency location universe of 1,280,000 
within calculated limits of precision and confidence. 

Therefore: 

Total Estimated items with 
' 8  E n o r "  = 1,280,000(.272) = 348,160 

Sampling Variability = 1,280,000(.060) = 76,800 

Summary - Plan C 

Plan C, with overall sample size of 1,500, representing 
75 sample items at each of 20 agency locations, permits the 
audit group to project findings agency-wide. 

Plan G sampling procedure is equally valid for finding 
the e r ro r  rate and sampling variability for one line item of 
data or many line items of data on the same sample docu- 
ment. 

The sampling variability found in the example is un- 
usually high due to the extreme variation in individual loca- 
tion e r ro r  rates. It is more %ormall* for a two-stage s a m -  
pling plan, as used in this example, to produce a sampling 
variability of approximately 5 270. 

Two-stage sampling requires that f i rs t  stage locations 
be selected at  random, This requirement may be inconsis- 
tent with available regional office manpower. 
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OVERALL SUMMARY 

Actual Audit and Alternate Plans, A. B. C 

Audit Objective Audit Univerie 

and confidence at  

and overall. 

76.544 items of 

I 

(same as above) (same am above) 

Plan B To find "error" rate 
within acceptable 
limita of precirion 
and confidence at  the 
overall (1 2 location. 
combined) level. 

The 76.554 items 
of audit interest 
a t  the 12 agency 
location.. 

~~ - 
Plan C To find overall The 1,280,000 

item. of audit 

agency location.. 

agency "errox" rate. 
(200 1oc.tionm) interemt at 200 

Procedur6 Used 

Individual location 
.ample .ice# de- 
termined from 
"tabler". Sampling 
criteria (10% Y 3.0% - 95% confidence) 
uniformly applied at 
11 of 12 location. 
audited. 

Overall 
Sample 

1 size  
t---- 

4.056 

Individual location 
mample sisa. based 
on rerults of pre- 
liminary .ample. of 
150. Final sample 
sizes based on pre- 
liminary error rate 
finding. and accept- 
able precision and 
confidence for each 
location. 

' 2.970 

Overall sample size 
determined from pre- 
cieion. calculated for 
various mampls rize.  
and for  each 549 inter- 
val of poamible worse 
error  rate. 

Two-mtage mampling: 
20 firmt atage loca- 
tion. 
75 mecond mtage 
mample item. 

300, 400, 
or  500 

1,500 
and 
20 

locations 

- 
Time 
Saved' - 

1,086 
unit. 

3,556 
unitrb 

- 
2.556 
unitmc 

I 

'Barnad on average time unit.. Le., the average amount of time required to audit one mampls item. 
Erperianca ham shown that audit time per itam can vary from msverrl minuter to a f u l l  day or  more 
depending OD the nature of the audit, back-up documents required. number of line item. examined, 
etc. Doer not include time rpent #electing and locating .ample items. 

bBased on overall sample rise of 500. 

'Time maved i m  partially offset by the requirement to audit 8 additional location.. 
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