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TO AUDIT OFFICIALS AND OTHERS INTERESTED N o
 GOVERNMENT AUDITING STANDARDS S

GAO invites your comments on the accompanymg proposed change to
Govemment Audztmg Standards (GAGAS) commonly known as the "yellow
eportin; audits to define the

of the federal govemment and its’ component entmes ‘This letter describes the
process, followed in revrsmg the standards d1scusses the proposed changes,

review the standards and recommend necessary changes The Councﬂ includes
experts in financial and performance auditing drawn from all levels of
_government, private enterprise, public. accounting, and academia. In February
1097, the Advisory Council on Government Auditing Standards er dorsed a
. ,rev1sed approach of i 1ssumg md1v1dual standards 1ssue-by-1$sue as the Council
‘reache$ consensus on a partlcular issue, w1th penodlc codl.ﬁcatmn of the
standards. This revised approach was adopted in order to provide more timely
revision of the standards for emergng audit issues. The approach will continue
the practxce of exposmg all rewsrons for pubhc comment. The Council will
consider those comments in making recommendatnons to the Comptroller
General of the Umted States m ﬁnahzmg revisions to the standards.

This exposure draft reﬂects the Councll's recommendations to the Comptroller
General regarding the addition of a new reporting standard in reports on
financial statement audits on the meaning of generally accepted accountmg
principles (GAAP) for. ﬁnancral Statements of the federal govemment and its
component entities. The American Institute of Certified Public Accountants
(AICPA), in issuing Statement on Auditing Standards (SAS) No. 69, The
Meaning of Present Fairly in Conformity with Generally Accepted Accounting
Principles in the Independent Auditor's Report, established an-accounting
hierarchy for audits of nongovernmental entities and state and local
governmental entities. This hierarchy estabhshes cntena for audrtors regarding
the relative weight to give to accounting guidance from various sources as they
determine the type of report they will provide after an audit (i.e., unqualified,




qualified, or adverse). This SAS was effective for aud1ts endmg'after March 15

~ 1992. While SAS No. 69 specifically identifies GAAP for financial statements of

' copies of |

entities other than governmental entities and for financial statements of state
~ and local governmental entities, it does not identify the appropriate GAAP for
financial statements of the federal government and its component entities. This
exposure draft will address this issue for an auditor conducting an audit of
financial statements of the federal government and of.its component entities in
accordance with the generally accepted. govemment audltmg standards by
establishing the meaning of generally accepted accounting principles in reports
onﬁnancral statements of the federal government and 1ts component entities.

ft 'i _":'des the rev1s d, "text as 1t is proposed to appear in the
.. The ‘:'rev1s1on will e effectlve for ﬁn cr'al‘ statement audits

""I'he exposure draft 1s bemg sent to ﬁnancxal management and audlt officials at

* all levels of government the pubhc ,,unung pr fession, acade‘ ia,
professional organizations, and pubhc interest groups. Your comments on the
proposed changes are encouraged To facilitate review of the exposure draft, it
~ is located on the Internet ¢ on GAO's Home Page (www.gao gov) Addmonal
Se proposed standards can be' obtamed from the U. S. General

o Accounung Ofﬁce Room 1100, "{700 4th Street NW Washmgton D C 20548, or

..by. calhng (202) 512—6000

\', To fac:htate analysrs of your comments it would be helpful if you sent them

o ‘both in wrmng and on dlskette (in ASCII format). To ensure that your

comments are con51dered in preparmg the ﬁnal rev1sed standard please submit
them by July 15, 1998, to |

Government Audmng Standards Comments
FASAB Recognition’ Standard
U S General Accountlng Ofﬁce o
i Room 5089 '
441 G Street, NW .
Washlngton DC 20548 _

- If you need addmonal mformatlon please call Robert w. Gramhng, Director,
| Corporate Audlts and Standards, at’ (202) 512-9406 -

Gene L. Dodaro o
Assrstant Comptroller General



Proposed Change to Government Auditing Standards

5.3  The AICPA has issued statements on auditing standards (SAS) that interpret its
standards of reporting.! This chapter mcorporates these SASs and prescnbes
,gaddmonal standards on ' s

a the meanmg of present farrly in conforrmty with genera]ly accepted
accounting principles in ‘auditor's reports of financial statements of the
federal govemment and its component entities (See paragraphs 5. 10 1

"**through 5 10 12y, G

- [Paragraphs 5.3 a. . to 5.3 d. wﬂl be renumbered when this exposure draft
becomes ﬁnahzed] -

COMPONENT ENTITIES

5.10.1  AICPA standards and GAGAS require the following:

The meaning of the phrase "present fairly . . . in conformity with
generally accepted accounting principles" in the auditor's report is

'based on an estabhshed hlerarchy deﬁned for nongovermental

1GAGAS incorporate any new AICPA standards relevant to ﬁnanc1a1 statement audits
unless the General Accounting Office (GAO) excludes them by formal announcement.
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5.10.2 The first additional reporting standard for financial statement audits is:

For financial statements of federal.- govemmenta.l ‘ent'ities, the |
meaning of the phrase "present falrly m conformlty w1th
generally accepted accounting pnnclples" in the aunditor's report is

, based .on an. estabhshed hlerarchy deﬁned for the federal

~government and its component entmes

5.10.3 The purpose of th1s section is to explain the meaning of ,the, ;‘phrase "present
fairly . . . in conformity with generally accepted accounting principles" in the
_ auditor's report when the financial statements being audited are those of the

federal government or one of its component en}t}i,ﬁes.?l S

5.10.4 - The: phrase "generally accepted accounting principles" is a technical :
g accountmg term. that encompasses the conventlons, rules, and procedures
‘necessary to deﬁne accepted accountmg practlce ata partlcular tlme It
includes not only broad guidelines of general apphcat:lon, but also detaﬂed
practices and procedures. Those conventions, rules, and procedures prov1de a
standard by which to measure ﬁnancxal presentations. ...

®Certain federal government entities, such as some government corporations and
government sponsored enterprises, are required by law or policy to follow generally
accepted accounting principles applicable to nongovemmental entities as defined in
SAS No. 69, The Meamng of Present Fairly in Conformity with Generally Accepted
Accounting Principles in the Independent Auditor's Report. When financial
information on such entities is included in general purpose financial statements of a

larger federal government entity (including the consolidated statements of the federal

-government) the accounting principles described in the generally accepted government
auditing standards should be followed. Preparers of financial statements describe in
the notes to the ﬁnanc1al statements the bas1s of accountmg pnnc1p1es followed.
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5.10.5 Auditors agree on the existence of a body:of generally accepted accounting

""-vpnnclples, and theyare 'knowledgeable about these pnnc1ples and in the

-—determination-of their-general-acceptance.-Nevertheless; the determination - — - . .. - .

that a pa.rticular accounﬁng principle is generally accepted may be difficult .

- because 1o smgle reference source ex1sts for all such principles. . The AICPA

% has definéd the sources-of established accounting; pnnc1p1es that are genera]ly

5.10.6"

<1 the federal government and its component entities as-

i "accepted in the United States for (1) financial statements;of entities other

- than governmental entities and (2) financial statements of state and local

governmental entities.
SRl S R P A e i e o S el e

Genéra‘lly accepted government “auditing standafds define the source's of

- 'genera]ly accepted accounting: pnnc1p1es in reports on financial statements of

a.” Category:(a), ofﬁc:a]ly established accounting prmc1ples, consists of |
‘Statements of Federal Financial: Accounting Standards recommended by
" the Federal Accounting Standards:Advisory Board (FASAB) and
- approved by the Director of the Office of Management and Budget
' (OMB),:t.he Secretary of the Treasury, and the.Comptroller General of
" the United States and published by OMB and GAO .and Interpretations
 recommended by FASAB and approved by the Board:members '
* representing OMB, Treasury, and-GAO and published by OMB and
- GAO: ‘ R :

~b."Category (b) consists 'of FASAB Technical Bulletins and Accounting
-and Auditing Policy Committee Technical Releases, if cleared by
FASAB and approved and issued by OMB and GAO, and promulgations
of AICPA Committees, if made. specifically -applicable;to ithe federal
- ‘government and its component entities:and upon recommendation by
 FASAB and approved by OMB and GAO. ..~




5.10.7

5.10.8°

¢.  Category (c) consists of other guidance provided.by:OMB in Form and
* Content of Agengz Financial Statements and by GAO in Accounting

d. Category (d) includes other guidance prov1ded by the FASAB staff such

o as unplementatlon guides and'practices:or pronouncements- that are
widely recognized and prevalent in-the federal government-and its
component ‘entities. - | ‘

In the absence of a pronouncement covered by the hierarchy described above,

" the auditor of fihancial statements of the federal government and of its . .-

component entities may consider other accounting literature, depending on its

relevance in the circumstances. ‘Other accounting literature includes, for

example, FASAB Statements of Federal Financial Accounting Concepts; the

- ‘pronouncements of the other:standard-setting bodies: (Financial Accounting |

Standards'Board (FASB) or:Governmental Accounting Standards Board

"(GASB))'as formally recognized in‘the accounting hierarchy-established by
- AICPA standards: the pronouncements of the Public:Sector Committee of the

~International Federation of Accountants; the pronouncements of other

professional associations or regulatory agencies; Technical Information

“Service »Inquir'ies’-'andi\’Replies:-:included in AICPA Technical Practice Aids; and

accounting textbooks, haridbooks, and articles. The-appropriateness of other"
accounting literature depends on its relevance to particular circumstances, the
specificity of the guidance, and the general recognition of the issuer or author

“-as an authority. For-example, the FASAB Concept Statements would normally
‘be more influential than other soturces in this category.

If the accounting treatment of a transaction or event is not specified in a

pronouricement recommended by FASAB and approved by its three principals,
auditors should consider whether the accounting treatment ‘specified by

4
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5.10.9

5.10.10

5.10.11

" another accounting principle from one or:more sources:in category (b), (c), or

(d) is relevant to the circumstances and'should be prepared to: justify a
conclusion that another treatment is generally accepted. :If there-is a conflict
between accounting principles relevant to the circumstances from one or

-more sources in category (b), (c), or (d), auditors should follow the treatment
“specified by the higher category—for example, follow category (b) treatment
- over category (c)—or be prepared to justify a conclusion that a treatment

specified by a source in the lower category better presents the substance of

the transaction in the circumstances.

The auditors' judgment concerning the "fairess" of the overall presentation of
financial statements should be made within the framework of generally
accepted accounting principles. Without that framework, the auditor would

‘have no uniform standard for judging the presentation of the financial

statements of the federal government and its component entities.

Generally accepted accounting principles recognize the importance of
reporting transactions and events in accordance with their substance.
Auditors should consider whether the substance of transactions or events
differs materially from their form.

The auditors' opinion that financial statements are presented fairly in
accordance with generally accepted accounting principles should be based on
the auditors' judgment as to whether () the accounting principles selected
and applied have general acceptance, (b) the accounting principles arev
appropriate in the circumstances, (c) the financial statements, including the
related notes, are informative of matters that may affect the use,
understanding, and interpretation of the financial statements, (d) the

» mformauon presented in the ﬁnanc1al statements 1s class:ﬁed and summanzed

in a reasonable manner that 1s nelther too detaﬂed nor too condensed and

b




. (e) the financial statements reflect the underlying transactions -and events in a
_ manner that presents the principal statements within a range of acceptable
limits, that is, limits that are reasonable and practicable to attain m financial

statements.? -

a'l'he concept of matenahty is mherent in audltors Judgment That concept involves
quahtatlve as well as quantitative judgments. :

6




IHERIRNE: W | .

5.10.12 GAAP Hierarchy Summary for the Federal Government and its Component
Entities*

Federal Government And Its Component Entities
Establishéd Account'ing Principles .

.10.6a Statements of Federal Financial Accounting Standards
(SFFAS) recommended by FASAB and approved by its three
principals, and Interpretations recommended by FASAB and

- approved by Board members representing the three principals.

5.10.6b FASAB Technical Bulletins and the following pronouncements
if cleared by FASAB: Accounting and Auditing Policy
Committee Technical Releases issued by OMB and GAO and
promulgations of AICPA Committees if specifically made
applicable to the federal government and its component
entities and approved by OMB and GAO.

.10.6¢c Other guidance provided by OMB in Form and an;egt of

Agency Financial Statements and by GAO in Accounting
Principles and Standards.

5.10.6d Guidance provided by the FASAB staff such as implementation
guides and practices or pronouncements that are widely
recognized and prevalent in the federal government and its
component entities.

' Other Accounting Literature®

.10.7  Other accounting literature, including FASAB Concepts
Statements; pronouncements of FASB or GASB recognized in
the accounting hierarchy established by AICPA standards;
pronouncements of the Public Sector Committee of the
International Federation of Accountants; pronouncements of
other professional associations or regulatory agencies; AICPA
Technical Practice Aids; and accounting textbooks,
handbooks, and articles.

“Paragraph references correspond to the paragraphs of this section that describe the
categories of the GAAP hierarchy.

*In the absence of established accounting principles, the auditor may consider other
accounting literature, depending on its relevance in the circumstances.‘
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Ordermg Information

The first copy of each GAO report and testimony is free.
Additional copies are $2 each. Orders should be sent to the
following address, accompanied by a check or money order
made out to the Superintendent of Documents, when

necessary. VISA and MasterCard credit cards are accepted, also.
Orders for 100 or more copies to be mailed to a smgle address
are discounted 25 percent.

Orders by mail:

U.S. General Accounting Office
P.O. Box 37050
Washington, DC 20013

or visit:

Room 1100

700 4th St. NW (corner of 4th and G Sts. NW)
U.S. General Accounting Office

Washington, DC

Orders may also be placed by calling (202) 512-6000
or by using fax number (202) 512-6061, or TDD (202) 512-2537.

Each day, GAO issues a list of newly available reports and
testimony. To receive facsimile copies of the daily list or any
list from the past 30 days, please call (202) 512-6000 using a
touchtone phone. A recorded menu will provide mformatlon on
how to obtain these lists.

For information on how to access GAO reports on the INTERNET,

send an e-mail message with "info" in the body to:
info@www.gao.gov

or visit GAO’s World Wide Web Home Page at:
http//fwww.gao.gov
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