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ELMER B. ETRAYE
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CF THE AMERICAN ASSQCIATION OF
SPAWNISH-SPEARING CERTIFIED PURLIC ACCOUNTANTE

LAS VEGAS, WEVADZ, 17 ROVEMBER 1878

RUDIT OF QUVEBRRHENT CORTRACTE

Thank you for inviting me to sposk to your annual confer
ence, 1 expect to g0 away from this pccasion better informed
than I came because of this copportunity 1o meet andé talk with
an accomplished new group in ovr profession. I have spent
most of my woxrking life in W shinglon., In addition to bein
pur National Capitol, it.is onc of those towns that--along
with a few others--Lelong 10 the world. That is a good thing.
put you con't s£e ih:e world in proper perspective if you stay
rnelusively whece von work, whethoer in @=xshington, London,
Rome, oy Tokyo., You must go out ond moet people on theif
vwn provrd, That is why 1 came to meeit, angd get to Eno
you. For in Forums such as this one, our respective
arganizatioﬁs can learn & lot froem each other.

I believe the Genersl Accouniing Dffice and the American
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share a twoicld purpose io:
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——improve our prcies*ion and
© -—improve awdit stoadavds. -

A psrticular important area of concern to:bath govern-
ment and independent accounts is the crucial area of gﬁverﬁ”:
ment contract auditing. I was, therefore, pleased that you
asked George Egan of my staff to speak al your Harlingen
Texas Convention last year on the sobjeet of avdiis of

government contyscis. To bring vou up to date on what has

%

happened since, I'd like to build op George's presentation.
At my copclusion, 113 oﬁen the-flnor for Giscussion. But
-before I go on, I must warn you that if your guestions get
o tough for me, I'm going to vse the excuse that I can't

answer because J have to cateh s 1:40 p.m. -plane back to

Washingion,

. . . . 7THk BACKGROUND
OF GAO ZUOlY STANDAR

—— M

The ondit sizn2srds that exinted is the early 1%70=
related solely to awdits dcsigned [or oxpressing opinions on
fiﬁancial statements. Siandards were pot available for the
brosder concerns of efficiency and economy of operations and
effcctiveness of programs in achieving established goals. 1t
was logical for the General Accounting foice to see what
could he done because its mission is to keep the Congress
advised of the efficiency,/economy and effectiveness of

Government programs, incYuding avditing the programs.
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A prcjecﬁ for the development of audit standards that
ol ba syzc £ically spalicable to governpentsal ontities
was undertaken, B task f{oxce éompﬁsed of representatives
of Federal opgencies with large grant programs, State and
lecal govermesnts, the soademic commuaity, and professional
organizations, including ithe Ruericsn Institute of Certificd
public Beccountants, was nsscinbled to beyin development of
the stondszrds. h ‘ ‘ .
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First, the literature %ﬂﬁ neﬂxx;uﬁfﬁ-ﬁY‘P?ﬁ eral avdit
organizations was reviewved, Then a set of standards was
drafted and sent for comment to Federal agenc1eq, state and
local =zuditors, the fmerican Institute of Certifiea Public
Accountants, Mupicinpzl and Stste organizations, and cducalors.
More than 100 scts of comments including over 2,000 individual
COVHAETR were recszivad., These were analyzca and considered

in the premarziion of the final product, a pubiication
Ro doubl now familiar to most of ycu--"Stsndards for mudit of
Governmental Organizations, Proyrawns, Activities & Functions,”
issued by GAC in 1572,

These stondards provided that a goveymment andit

include thryee glements:

) ~LFinan§ial and compliance to detexrmine whethex
' financial OPQIBthHS are properly conducted,
financial veports are prescnted fairly, and

applicable laws and regolations are complied with.
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--Feonomy and efficiency to determine whether an

entity is managing oY using personnel, property,

spaze, mul so Jorih in sn ccoonomical end

ent manner and the covses of inefficiencic
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or uneconomical practices, 3nf1ua1na inadeguacies

v

in managensnt Information systems, adminiztrative

res, or crganizationsl stryuckure
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=-Progyram resnlts to detormine whether desired

results or henefiis are being achicved, obhiectives

established by the legi 3 ature or other author-
izing hbody are being met, and alternatives which

might vield desired results at & lower cost are

-
The RICPA Commiiize on relstions with the Gencrs
hececounting Office stzted ithat its members ogreed with the

philosophy and obiectives advocated by the GRO in its
standarlds =nd "bzlievs that the GhO's hroadened cefinition
£

of anditing iz logicsl - and worthwhile continpaiion of the

cvolution and growth oF the audiling discipline.

THE WORK OF IRDEPERDENT PUBLIC AC COURTANTS

While GRO has scguired much experience and related
expertise in applying these standards to its Federal sudits,
mest of the awditing of Federol programs by independent

public accountants has been resiricted to financial and




complisnce auditing, Most of you are performing little,

s

f any cconomy and cfficiency oY program reselts auditing.
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a3g Fe(c. 11 pfogxﬂmu, €RO 1is encouraging the Federal ﬁgencies
adit guides work steps pertaining to
econoy and efficiency of yrantee operations ag well oS
program results, Ho doubt many of you will be more and moYe
involved in program results ard economy and efficicncy avdit

will concentralte my couments today o

b
1
-
o
=
m
n
N
&
w
iy
-
fer

financial and compliance audit

i

-0f granis.
That is the bulk of the work ubich you in public practice
sre beirng called wvpon to de, Let me give some examples of the

rederal programs acdited by independent public accountants:

W

~~The interggvernmsntsl personnel program of the

Civil Service Commission.

—Cominaniity action ogencies of the Commanity
Services Administration--medicare, student
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~--L0ow rent housing, urban renewal authorities,
sand model cities programs of HUD.

~-The law enforcement education progrsm of the
Depaytmeni of Justice.

--Lomprehensive employment and training programs

of the Department of Labor.




-~Revenue sharing. sl Tressury.

In 1

accountants? audits per year by fiscal year 1880 could

arge prograws, such oz Twbor's comprehansive employ-

ARG LTGGLAR, of Waay ss 20, 000 indepzmiznt poblic

WITR GRINT RUDITE

feszional
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work shows that generclly independent public account-

\ta

crm finsncizl opinion parts of oovernnent audits
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orily. However, soms firms are not audibting ’
z items adeguately, -others are nol doing 2 pro-
job, =some £z1i} to inform the Federsl funding

of deficienciss in grantee oporations; ond some do

G




Some’ firme heve not learnsd how important tha compliance elements of
an audit are to Covernment officials and consequently do mot provice then

with necessary information. In these cases, firms are not cut to cheat

the govarnment, they simply ave not Temilizr with sovernment veguivemenis
Tor compiiance zuditing.

pse of incependent
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An ezemple can be found in GA0's essesspent o

N N S n & I S E4 & ce o B Y T -+
praiic acceunts to oudit Public Houzing Roenmciss.  The venopd jeonsd 1§

"Independent public accountants generslly perioymed sa atisfacterily
the Tinzacial Opsmors pari ‘F’ zudits of public hﬁj sing acencies.,

Hewevey, they need training and guidance from the Deparimeni of

HGQS?RQ,3ﬁdvﬂrbaB.Davainpmeni.io improve iheir-revéews~sf'hcvsing—
agencies' complizncs with program regulations. At the e time,
the [epariment nzas %o strengthen ii _noni itoring of public account-
perioraince =nd its use of the auéii report as a management

¥ . .

GAD's examineiion oFf 15 audits showed the: none of 11 independent

public accountsnis revienzd a}l 17 cemplisnce arces called for in their
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coppliance sreas.  One-hundred seventy, or 78 percent of the revicws either
were not msde or were inadesuate.
Three factors caused this:
~-HUD's zudit guide did not clearly explain how public zccountants
should perform compliance reviews.
.--  =—Public accountants cannot always confirm Tinancial information
- and do not always have access {0 department handbooks needed to
review a housing agency’s coempliance with Department rsgulations.

s
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-~Public accountanis are not sufficiently femiliar with the

e

Departuent's avdit reguirements and accounting and progrem

regulations which differ frem those apnliceble to cumsnercial

silit engagemsnis.

HOH-PROFESSIONAL AUDITS

-

in other casss GAQ Tound that somz pudiic accountants rp noy Going
a professioral Job and tha Govermment 5 not getiing what it is paying for.

wyeyy Flea P e = - tar e ] o LA NP . - 3 F 1, A tants
Buring this szmz roview we Tound exeanlas wiere some work by w0 accouniinis

.. A, - Y e poe e gk [P s e sl
o1 two zudits 2ppzared lo Be bzlow cxpecisd profzssions] siaedards, GAD

~eferred these two cases to the AICPA fo determine whether the audit work

nerformed was substanderd 2nd, iF so, what actiom should be taken.

During aznother current review GAD Tound that s public accountant did

axpenditures zmountzd o $225,000 of the $287.000 cxpended. Ancther accouni-
int reporisd thal & greniz2 had 560,000 in cash at the end of its fiscal year:
wwever, & review ot his workpapers showed that bslance included deposits of

: T —y . -y 2wy T - Lo L e ra—
2ET . it 32407 LTISLEIORLT o U LPcs ed oos

orkpaper Tile during his audit. In this file we found 5 workpapers vhich
upported his report and 52 other workpapers which contained the managemant
giter grant doCﬁmEﬁts; and drafts of the audit report. GAO's test of the
rantees records showed that this public sccountant did not note th§ following
eficiencies in the grantee’s accauﬁting syé%ems:
--material weaknesses in cash ¢isbursement controis including
expenditvres not properly authorized; supporting invoices not

14
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avalleble; unsupported payments for travel; inadequate

control over blank checks; and unissued chacks held for

~-Trzmanditurs made in 1927 2nd charged o 1976
~~$11,700 uncollecied non-Federal nnic hing funds includad in
E .

Buring & recent review of audits pervormed by independent public
accouniants for Federal sgenciss GAD npted thet while they will repori

serfous deficiencies to a crantes they are hesitant to report them to an

1its. It seems

i
....n..

agency, evzn though Federsd fuads are ysed to pay Tor the aud
as it indepsndent public zzcountants hold more allegiance to a grantee ih&ﬂ-
to a grantor zgency.

BAD icenvified iwo cazas where certified public accountants knew
defalcations hzd cccirred but did not notify the Federal Regional suditor

e
Bl e = 2l Ya, o g Tm &2 2L . 32 e - x
O disclisse the meiter i their sudit resorts. During the augdit, he

»

seyings account, The official had diveried the funds during the period Trom
?ibruaéy to November 1976; the CPA noted the diversion in December 18706 and
notitied the grentee'’s executive director jrmediztely. The t&r conironied
the emplovee who returned the funds, inc?uﬁing interest earned. The employee
was retained a5 the grantes's chief Tinengial officer until June 1977. But,-

the CPA ¢id not notify the federu? agency of the misappropriation, urging

instead the grantee to do so. In June 1977, the grantee's exacative director.




-

notitied the agency's program offid cnr of the misappropriation. The exetu-
tive director did not fully deceribe the incident and included incorrect.
znd misleading information in the noiice. Reither the agency’s regional

the roaiane) muditnes bad bren potified of the Aafalicziion

vhen BAD brougnt 1T o their sttention about a week Jater.

~..u

hccording o an official of the CPA Tirm, thzy did not nolify ih&

they beleived the grantee was responsible to notify the appropriate Federal

vt s o I Y . . AT . - . T 15y +
gencivs,  He believe the OPA yiould mot have hzen reductant to notify the

{‘—1

-~ = - - e = » 2 s o -F .~ =, An | ~ o e ey s
Faderzt agznoizs of the miszporoprietion 1F the Fedoral egonoy had contraciad
e - L i - 2.
with the UFA for the audit. : .

HARDLING LIABILITIES

Another sioniTicent problem facing independent public accountants is

satn

how to hendle Tiebilities Tor grantees ﬁhich fail to meet grant requirements

such as eligibility ard =2iching funss requiremenis, Sometimes, whole qran?g

may be rziurnable to the Federal government §F maiching fund vequirements or
21igibitity criteriz ave et meil. Chiczso rzcenily agrecd to repay shout

:22ral fsb Tunds i used §1lzeally to hire dncligible and
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_Eligibi}ity requiremenis wnder some grants are 4itficult sod time con-

»»-Jp

suming to audit and seme CPA firms tend to jonore ver
ments have been met. Yel as can be szen ;n the Chicago case, the crantes may

incyr a substantial 1fability if eligibility requirements are not mei.
3 -

-

The Tast problem I will address teday is the prni}ferat?ar of audit guides.

Presently, at Teast 48 audit guides exist which Federal agencies have prepared

fying that these reqguire-




?‘U‘r apph"f:a'imﬂ TO AUCITL U Juugiot}) a9 iawes vy
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‘puidas as prepared wore or Yess independently, snd they conialn different
approaches for auditing the same types of sccounts. The variation in

approzch has caused problems for auditors muditing 8 single sst of bhooks

cach, it would be fmorudant, iF not jmpoasible, to apply a1l of tassa proce- -

dures to the single cash account in the gensral fund. e

MHEE DU WE GO FACM REs: ' .
: e

Viore needs to be donz to inTorm the independent pdf}ic accountants that

reporting on grentee compiiance with major grent requirements is Just as

important 15 the Feders) Zaverpment as veporting on the grantes's financial

statements. Public suditsrs must not assume that standard Tinancial ststements

.,

w1l meet the Goverpmesy rzzds. Top often their veports <¢o rot comment on

=

szs there is & deficiency whith affects the gron-

i & 2,2 P A e
tee's Tinancial pesition. Covernment officials generally wani a specivic
statenent 23 §o wheiher or not the grenies administered the grant in complimnce

myy be the result of their mental attitude or may be caused by the contrac-
tua] relationship beiween Ihfﬁ and Federal agencies.
GAG has found that when a Federal agency engages an independent puhli#
sccountant o audit the records of 1ts grantees, ke is not hesitant io repoert
deficiencies in the grantes’s financial ep&%atians to the Federal agency.

Conversely, however, when 3 Federal ecency permits the graniee to engage the

S |

~Aemtonublic accountani 1o audit the grant records, and to use Federal




Tunds to pay Tor the audit, he is hr51tant to vewvort eny deficiencies o
the arawtor agency.

The practice of permitiing the orantee to engage the ind ependent public
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in
Sinna 5 are : 1v»g*d o ps T Form vor} thzt iﬁziuée
125 inio compliancs with eppliceble laws 2nd n2g
ency and economy of ﬂpe?atiﬂﬁss or achievement o7 |
s, they should b2 engaged hy someone other than the
officials responsible for the divection of the effort bz
auditzd., This praciica raapgyes the presseves ihei may res
3T the suditors pust CT}LTCI’E th2 porforpance of thoss ﬂh
engaged him. To vawove this pbsiacie to indeusndence, Qove
rments should arrangs fo nave such zuditors engaged bv of f
not directly involvad in operations to be audited.™ .

Lol

n the near fuilure GAD will begin ap assigument to leok at the verious methods
- Federal agercies use to ergige independent public accouniants end to determine

the effects of each maiind, For the short run, we shoold stress . -

‘pliznce resuiremenis ere time consuming o check. However, the UFA wUst
= = = - a1 - - Iy %i-
satisfy himsel? that the orantes has complizd with orant reguirements. He

. " oy, = . P cuc ¥
think that the CPA should determine whether the grantee's accounting sysicem

' - N « N ; = Y e s oA wi
i5 designed to insure that the wmejor grant requirements are complied with.

If he determines that the system is so designed, he can sample transzctions
to determine whether the system is operating as designed. Ia this way

the CPA can rely on the effectiveness of the system rather than checking

out each grant in detail.




AﬁULTI“LIFIT Jf OF AIDIT GUIDES .

e have & unique approach io ra?vlnq the problem of top many sudit

ouides. We have developed another in cocperzticn with the Nationz)
Yop DLyt AN ?er:g; Powsy sy, thu mprasie of It sl nuidz
is to provide & uniform audit approach and uniform documentation procedures
- for finencial audits of oresnizations receiving funds fron several Federa)
suencies vnder several Tecerally assisted progreims, 50 indl lne NCRGS
of ezch Federal funding asency for audiied Finghcial information ere
satisfied by @ single audit. This will conssrve memdawzr, support of ficizncy,

& agzacy’s ppzretions.
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It is hoped that the Federal dgencies will adopt this sudit guide &S
their cvin =nd not Teel 2 need to condinue o use their own guides or 10

develop rew cnes. The title of this guide is "Audit Guidelines for Audits

R

of Financial Oparadicns of Federally Assisied Programs.” It is in dreft ond

fer compiiance, econsmy end efficiency, and program resuiis.
The co=piiance zudit cuice zppears 1o be the most difficult to develops
0

y of administrative, progrea
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Rudit Forum has completed zn attenpt to dovelop the complisnce requirements
for a regional wetropolitan plenning argaﬁizztian, The results sre being
snalyzed to determine the feesibility of developing one compliance guide
versus the desirability of a series of ouides appiicable fo such broad

entities as school districts, nursing homes, community action agencies, etc.

economy and efficiency audit guide. A draft is expected by the firs? of the




yeaxr, GrO's Eon Francisco Hegional Ci{ice has ueveiapeﬁ i
progyam cesulis aedit guids which is now in exposure draft
form. The AICPA has been ezicnsively involved in its

development.

g concliudes my tochuiczl Giscassion of what has been

et

T
wrong in our reeent past with grant suditing snd what could
and should be done to improve that auditing to strengthen
the management of grant progroms by Pederal, State and local
authorities, I hope 1 have ﬁa&e chviones how orucial strong
auditing is to more sstisfactory msnagement of these programs.
Government auditors, ané independent public accovntants all
are involved and, of course, will be for a lony time. The
critical component is, ang will coﬁtinue £o be, the prééence
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jood leadership and highly trained professional people.
In this connection, I was pleased to learn from one of

your members, Frank Ceompos of GAG's San Francisco Office,

that your ossociastion is sisrting & scholarship program to
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understand that pending the siart of your own schelarship
Program, you have already in Jjust this last year, obtoined
$5,4080 through the BICPA for scholarships for 231 Hispanic
Students.

I commend your efforts., TFor by bringing well trained
talented yocung people into the profession, dovernment and
independent accountants can better meet the demands we face

in challenging arcas such as audiis of grant programs.




My remarks today have previewed the material contained in
a report on audits of grant programs my Office will be issuing
within the next few weeks. When it is issued, I will be pleased
to furnish your executive éirector with copies so that you will
have an early opportunity to become familiar with the audit work
my comments have been based on.. Ilwould like to open the floor

now for discussion or questions.
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