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Introduction and Applicability 

1. This Statement establishes standards for testing and reporting on 
compliance with laws and regulations in engagements, as defined below, 
under generally accepted auditing standards (GAAS); Government 
Auditing Standards; the Single Audit Act o f 1984 and Off ice o f 
Management and Budget (OMB) Circular A-128,"Audits of State and 
Local Governments"; and O M B Circular A-133, "Audits of Institutions 
of Higher Education and Other Nonprofit Institutions." It also addresses 
reporting on the internal control structure under Government Auditing 
Standards. Specifically, this Statement provides guidance on the auditor's 
responsibility t o — 

a. Apply the provisions of Statement on Auditing Standards (SAS) No. 
53, The Auditor's Responsibility to Detect and Report Errors and 
Irregularities, and SAS No. 54, Illegal Acts by Clients, relative to 
detecting misstatements resulting from illegal acts related to laws 
and regulations that— 

• Have a direct and material effect on the determination of finan­
cial statement amounts in audits of the financial statements of 
governmental entities (paragraphs 9 through 15). 

• Apply to governmental financial assistance and that have a direct 
and material effect on the determination of financial statement 
amounts in audits of the financial statements of nongovernmen­
tal entities (paragraphs 16 and 17). 

b. Report on compliance with laws and regulations and on the internal 
control structure in audits conducted in accordance with Government 
Auditing Standards (1988 revision), issued by the Comptroller 
General of the United States (paragraphs 20 through 42). 1 

1 In practice, Government Auditing Standards is sometimes referred to as generally 
accepted government auditing standards (GAGAS) or the "Yellow Book." Government 
Auditing Standards includes standards for financial audits as well as standards for per­
formance audits. Among the matters that Government Auditing Standards addresses 
are quality control, continuing education, working papers, and audit follow-up. The 
references to Government Auditing Standards in this Statement encompass only the 
standards for financial audits, not the performance audit standards. 
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c. Test and report on compliance with certain laws and regulations 
appl icable to federal f inancial assistance programs in audits 
conducted in accordance with the federal Single Audit Act of 1984 
and O M B Circular A-128 (paragraphs 43 through 92) . 2 

d. Test and report on compliance with certain laws and regulations 
applicable to federal award programs in audits conducted in 
accordance with O M B Circular A-133 (paragraphs 93 through 95). 

e. Establish an understanding with management regarding the type of 
engagement when engaged to test and report on program-specific 
audits or compliance with state or local laws and regulations 
(paragraphs 96 through 99). 

2. Management is responsible for ensuring that the entity it manages 
complies with the laws and regulations applicable to its activities. That 
responsibility encompasses identifying applicable laws and regulations 
and establishing internal control structure policies and procedures 
designed to provide reasonable assurance that the entity complies with 
those laws and regulations. As this Statement explains, the auditor's 
responsibility for testing and reporting on compliance with laws and reg­
ulations varies according to the terms of the engagement. 

3. Because of the variety of audit requirements to which entities 
receiving governmental financial assistance are subject, auditors should 
exercise due professional care in ensuring that they and management 
understand the type of engagement to be performed. I f a proposal, 
contract, or engagement letter is used, an auditor may want to consider 
including in it a statement as to the type of engagement and whether the 
engagement is intended to meet a governmental oversight agency's audit 
requirements. 

4. Management is also responsible for obtaining audits that satisfy rel­
evant legal, regulatory, or contractual requirements. Generally accepted 
auditing standards do not require the auditor to perform procedures 

2 Certain single audit responsibilities are addressed in the AICPA Audit and Accounting 
Guide Audits of State and Local Governmental Units (fifth edition) and related 
AICPA Statements of Position and are therefore not addressed by this Statement. In 
addition, certain audit responsibilities under OMB Circular A-133 that are not 
addressed in this Statement will be addressed in a forthcoming AICPA Statement of 
Position. Appendix A to this Statement presents an overview of procedures and 
reports required in an audit conducted in accordance with the Single Audit Act and 
OMB Circular A-128 or in accordance with OMB Circular A-133. 
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beyond those he or she considers necessary to obtain suff ic ient 
competent evidential matter to form a basis for the opinion on the 
financial statements. Therefore, if during a GAAS audit of the financial 
statements the auditor becomes aware that the entity is subject to an 
audit requirement that may not be encompassed in the terms of the 
engagement, the auditor should communicate to management and the 
audit committee, or to others with equivalent authority and responsibil­
ity, that an audit in accordance with generally accepted auditing 
standards may not satisfy the relevant legal, regulatory, or contractual 
requirements. 3 For example, the auditor will be required to make this 
communication if an entity engages an auditor to perform an audit 
of its financial statements in accordance with generally accepted audit­
ing standards and the auditor becomes aware that by law, regulation, or 
contractual agreement the entity also is required to have an audit 
performed in accordance with one or more of the following: 

• Government Auditing Standards, issued by the Comptroller General 
of the United States 

• The Single Audit Act of 1984 and O M B Circular A-128, "Audits of 
State and Local Governments" 

• O M B Circular A-133, "Audits of Institutions of Higher Education 
and Other Nonprofit Institutions" 

• Other compliance audit requirements, such as state or local laws or 
program-specific audits under federal audit guides 

5. The communication required by paragraph 4 may be oral or 
written. I f the communication is oral, the auditor should document the 
communication in the working papers. The auditor should consider how 
the client's actions in response to such communication relate to other 
aspects of the audit, including the potential effect on the financial 
statements and on the auditors report on those financial statements. 
Specifically, the auditor should consider managements actions (such as 
not arranging for an audit that meets the applicable requirements) in 
relation to the guidance in SAS No. 54. 

3 For entities that do not have audit committees, "others with equivalent authority and 
responsibility" may include the board of directors, the board of trustees, the owner in 
owner-managed entities, the city council, or the legislative standing committee. 
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Compliance Auditing in Audits Conducted 
in Accordance With Generally Accepted 
Auditing Standards 

6. In an audit performed in accordance with generally accepted 
auditing standards, the auditor's responsibility for consideration of laws 
and regulations and how they affect the audit is described in SAS Nos. 54 
and 53. SAS No. 54, paragraph 5, equates the auditors responsibility for 
de tec t ing miss ta tements caused by cer ta in i l legal acts with the 
responsibility for other errors and irregularities: 

The auditor considers laws and regulations that are generally recognized 
by auditors to have a direct and material effect on the determination of 
financial statement amounts. . . . However, the auditor considers such 
laws or regulations from the perspective of their known relation to audit 
objectives derived from financial statement assertions rather than from 
the perspective of legality per se. The auditor's responsibility to detect 
and report misstatements resulting from illegal acts having a direct and 
material effect on the determination of financial statement amounts 
is the same as that for errors and irregularities as described in SAS 
No. 53, The Auditor's Responsibility to Detect and Report Errors and 
Irregularities. 

7. SAS No. 53, paragraph 5, describes the auditor's responsibility for 
detecting errors and irregularities as follows: 

The auditor should assess the risk that errors and irregularities may 
cause the financial statements to contain a material misstatement. Based 
on that assessment, the auditor should design the audit to provide 
reasonable assurance of detecting errors and irregularities that are mate­
rial to the financial statements. 

8. Thus, the auditor should design the audit to provide reasonable 
assurance that the financial statements are free of material misstatements 
resulting from violations of laws and regulations that have a direct and 
material effect on the determination of financial statement amounts. 4 

This responsibility exists for all audits conducted in accordance with 

4 Paragraph 5.5 of the AICPA Audit and Accounting Guide Audits of State and Local 
Governmental Units (fifth edition) states that for general purpose financial statements 
"[e]xisting audit practice is that audit scope should be set and materiality evaluations 
should be applied at the fund type and account group level. . . . " 
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generally accepted auditing standards.5 Paragraphs 9 through 15 of this 
Statement address this responsibility in audits of the financial statements 
of governmental entities (including federal, state, and local entities). 
Paragraphs 16 and 17 address audits of the financial statements of other 
entities that receive financial assistance from a governmental entity. 
Paragraphs 18 and 19, respectively, address working papers and written 
representations from management. 

Governmental Entities 

9. The Governmental Accounting Standards Boards Codification of 
Governmental Accounting and Financial Reporting Standards (GASB 
Codification), section 1200.103, indicates that governmental entities 
generally are subject to a variety of laws and regulations that affect their 
financial statements: 

An important aspect of GAAP [generally accepted accounting principles] 
as applied to governments is the recognition of the variety of legal and 
contractual considerations typical of the government environment. 
These considerations underlie and are reflected in the fund structure, 
bases of accounting, and other principles and methods set forth here, 
and are a major factor distinguishing governmental accounting from 
commercial accounting. 

10. Paragraph 11 of this Statement provides guidance on obtaining an 
understanding of the possible effects on a governmental entity's financial 
statements of laws and regulations that have a direct and material effect 
on the determination of financial statement amounts. Paragraphs 12 
through 15 provide guidance on considering the risk—including control 
risk—that the financial statements could include material misstatements 
resulting from violations of such laws and regulations. 

Understanding the Effects of Laws and Regulations 

11. The auditor should obtain an understanding of the possible effects 
on financial statements o f laws and regulations that are generally 
recognized by auditors to have a direct and material effect on the 
d e t e r m i n a t i o n o f a m o u n t s in a g o v e r n m e n t a l entity 's f inancia l 
statements. 6 The auditor should also assess whether management has 

5 The auditor undertakes the same responsibility in an audit of financial statements 
conducted in accordance with Government Auditing Standards. 

6 Appendix B to this Statement presents examples of the possible effects of certain laws 
and regulations on a governmental entity's financial statements. 
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identified laws and regulations that have a direct and material effect on 
the determination of amounts in the governmental entity's financial 
s ta tements . T h e auditor may consider per forming the following 
procedures in assessing management's identification of such laws and 
regulations and in obtaining an understanding of their possible effects on 
the financial statements: 

a. Consider knowledge about such laws and regulations obtained from 
prior years' audits. 

b. Discuss such laws and regulations with the entity's chief financial 
officer, legal counsel , or grant administrators. Obtain written 
representation from management regarding the completeness of 
management's identification (see paragraph 19). 

c. Review the relevant portions of any directly related agreements, such 
as those related to grants and loans. 

d. R e v i e w minutes o f m e e t i n g s o f the legis lat ive body o f t h e 
governmental entity being audited for the enactment of laws and 
regula t ions that have a d i rec t and mater ia l e f f e c t on the 
determination of amounts in the governmental entity's financial 
statements. 

e. Inquire of the office of the federal, state, or local auditor or other 
appropriate audit oversight organization about laws and regulations 
applicable to entities within their jurisdiction, including statutes and 
uniform reporting requirements. 

f. Inquire of the program administrators of the governmental entities 
that provided the grants about restrictions, limitations, terms, and 
conditions under which such grants were provided. 7 

g. Review information about compliance requirements available from 
the state societies of CPAs or associations of governments. 

Considering Risk 

12. SAS No. 53, paragraph 9, states, "In developing an audit plan, the 
auditor should consider factors influencing audit risk that relate to 

7 In assessing management's identification of requirements governing federal financial 
assistance programs and obtaining an understanding of their possible effects on the 
determination of financial statement amounts, the auditor may use as a reference 
source the Compliance Supplement for Single Audits of State and Local Governments 
and the Compliance Supplement for Audits of Institutions of Higher Learning and 
Other Non-Profit Institutions, issued by the Office of Management and Budget, and 
the Catalog of Federal Domestic Assistance. 
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several or all account balances and obtain an understanding of the 
internal control structure." 

13. F a c t o r s influencing audit risk. SAS No. 53 cites matters the 
auditor should consider in assessing audit risk at the financial state­
ment level and at the balance or class level. Certain of these matters 
are relevant to the auditor's consideration o f the risk o f material 
misstatement of the financial statements resulting from violations of 
laws and regulations that have a direct and material effect on the 
determination of financial s tatement amounts. F o r example, i f a 
governmental entity is decentralized without adequate monitoring, the 
risk of material misstatement at the financial statement level might be 
increased. T h e risk of material misstatement related to particular 
assertions at the balance or class level might be influenced by the 
nature, cause, and amount of known and likely misstatements detected 
in prior audits and the competence of personnel assigned to process­
ing data that affect the balance or class. 

14. Internal control structure. SAS No. 55, Consideration of the 
Internal Control Structure in a Financial Statement Audit, requires the 
auditor to obtain an understanding of the internal control structure that 
is sufficient to plan the audit and to assess control risk for the assertions 
embodied in the financial statements. In an audit of the financial 
statements of a governmental entity, this understanding includes 
knowledge about the design of internal control structure policies and 
procedures relevant to financial s tatement assertions af fected by 
compliance with laws and regulations that have a direct and material effect 
on the determination of financial statement amounts and about whether 
those policies and procedures have been placed in operation.8 In planning 
the audit, such knowledge should be used to identify types of potential 
misstatements, to consider factors that affect the risk o f material 
misstatement, and to design substantive tests. The auditor's assessment of 
control risk for assertions affected by compliance with such laws and 
regulations may be influenced by policies and procedures in all three 

8 In addition, for compliance with laws and regulations that have an indirect effect on 
the determination of financial statement amounts, SAS No. 54 notes that, where 
applicable, the auditor should also inquire of management concerning— 
• The client's policies relative to the prevention of illegal acts. 
• The use of directives issued by the client and periodic representations obtained by 

the client from management at appropriate levels of authority concerning compliance 
with laws and regulations. 
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elements of the internal control structure (control environment, accounting 
system, and control procedures). For example, the following control 
environment factors may influence the auditors assessment of control risk: 
a. Management's awareness or lack of awareness of applicable laws and 

regulations 
b. Ent i ty policy regarding such matters as acceptable operating 

practices and codes of conduct 
c. Assignment of responsibility and delegation of authority to deal with 

such matters as organizational goals and objectives, operating 
functions, and regulatory requirements 

15. The auditor should consider whether any noted deficiencies in 
such internal control structure policies and procedures should b e 
reported in accordance with SAS No. 60, Communication of Internal 
Control Structure Related Matters Noted in an Audit. 

Other Entities That Receive Governmental Financial Assistance 

16. Federal, state, and local governmental entities provide financial 
assistance to other entities, including not-for-profit organizations and 
business enterprises. Among the forms of governmental financial 
assistance are grants of cash and other assets, loans, loan guarantees, and 
interest rate subsidies.9 By accepting such assistance, both governmental 
and nongovernmental entities may be subject to laws and regulations 
that may have a direct and material effect on the determination of 
amounts in their financial statements. Such laws and regulations may 
deal with the following matters: 

a. Types of services allowed or not allowed—specifies the types o f 
goods or services entities may purchase with financial assistance 

9 For purposes of this Statement, financial assistance, as defined by the Single Audit Act 
and OMB Circular A-128, does not include contracts to provide goods or services to a 
governmental entity or arrangements in which a nongovernmental entity purchases 
insurance from the government. Federal awards, as defined by OMB Circular A-133, 
means financial assistance and federal cost-type contracts used to buy services or 
goods for the use of the federal government. Federal awards do not include 
procurement contracts to vendors under grants or contracts used to buy goods or 
services. For example, financial assistance does not include a contract to design and 
manufacture aircraft for the U.S. Air Force or the purchase of deposit insurance by a 
financial institution. In addition, although Medicaid funds paid by the federal 
government to states are financial assistance, most Medicaid arrangements between 
the states and health-care providers are contracts for services that are not considered 
to be financial assistance. 
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b. Eligibility—specifies the characteristics of individuals or groups to 
which entities may give financial assistance 

c. Matching, level of effort, or earmarking—specifies amounts entities 
should contribute from their own resources towards projects for 
which financial assistance is provided 

d. Allowable costs/cost principles—specifies principles and standards 
for determining costs applicable to federal financial assistance 
programs 

17. The auditors responsibility to detect material misstatements of 
financial statements resulting from violations of laws and regulations that 
have a direct and material effect on the determination of financial 
statement amounts is addressed in paragraphs 6 through 8 of this 
Statement. In carrying out this responsibility in an audit of the financial 
statements of a not-for-profit organization or a business enterprise that 
receives financial assistance from a governmental entity, the auditor 
should apply the guidance in paragraphs 11 through 15 that is relevant to 
that audit. 

Working-Paper Documentation 

18. The auditor should document procedures performed to evaluate 
compliance with laws and regulations that have a direct and material 
effect on the determination of financial statement amounts in accordance 
with SAS No. 41 , Working Papers. The auditors understanding of the 
internal control structure as it pertains to compliance with such laws and 
regulations, as well as the related assessment of control risk, should be 
documented in accordance with SAS No. 55. (Page 4-6 of Government 
Auditing Standards includes additional working-paper requirements that 
the auditor should follow when engaged to per form an audit in 
accordance with those standards.) 

Written Representations From Management 

19. SAS No. 19, Client Representations, requires the auditor to obtain 
written representations from management as part of an audit conducted 
in accordance with generally accepted auditing standards. Among the 
matters ordinarily included in those representations are "violations or 
possible violations of laws or regulations whose effects should be 
considered for disclosure in the financial statements or as a basis for 
recording a loss contingency." In audits to which this Statement applies, 
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auditors should consider obtaining additional representations from 
management acknowledging that— 
a. Management is responsible for the entity's compliance with laws and 

regulations applicable to it. 
b. Management has identified and disclosed to the auditor all laws 

and regulations that have a direct and material e f fec t on the 
determination of financial statement amounts. 

Reporting Under Government Auditing Standards 
20. A governmental entity, not-for-profit organization, or business 

enterprise may engage an auditor to audit its financial statements in 
accordance with Government Auditing Standards. In performing an 
audit in accordance with Government Auditing Standards, the auditor 
assumes responsibilities beyond those assumed in an audit conducted in 
accordance with generally accepted auditing standards to report on 
compliance with laws and regulations and on the internal control 
structure. 1 0 

Reporting on Compliance With Applicable Laws and Regulations 

21 . Paragraph 5 on page 5-2 of Government Auditing Standards 
includes the following requirement to report on compliance with laws 
and regulations: 

The auditors should prepare a written report on their tests of compliance 
with applicable laws and regulations. This report, which may be included 
in either the report on the financial audit or a separate report, should 
contain a statement of positive assurance on those items which were 
tested for compliance and negative assurance on those items not tested. It 

10Concerning audit follow-up, paragraph 41 on page 3-16 of Government Auditing 
Standards states: "Due professional care also includes follow-up on known findings 
and recommendations from previous audits that could have an effect on the current 
audit objectives to determine whether prompt and appropriate corrective actions 
have been taken by entity officials or other appropriate organizations. . . . The 
auditor's report should disclose the status of known but uncorrected significant or 
material findings and recommendations from prior audits that [a]ffect the current 
audit objective." 
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should include all material instances of noncompliance, and all instances 
or indications of illegal acts which could result in criminal prosecution. 

22. The auditor's report on compliance is based on the results of 
procedures performed as part of the audit of financial statements. Tests 
of compliance are discussed in paragraph 23 of this Statement. This 
Statement also discusses matters the auditor considers in reporting on 
compliance in accordance with Government Auditing Standards, as 
indicated below: 

a. Positive and negative assurance (paragraphs 24 through 26) 
b. Reporting noncompliance (paragraphs 27 through 30) 
c. Illegal acts (paragraphs 31 and 32) 

Tests of Compliance With Applicable Laws and Regulations 

23. Paragraph 6 on page 4-2 of Government Auditing Standards 
includes a requirement that "a test should be made of compliance with 
applicable laws and regulations." The auditor will have complied with the 
requirements of Government Auditing Standards by designing the audit 
to provide reasonable assurance of detecting errors, irregularities, and 
illegal acts resulting from violations of laws and regulations that have a 
direct effect on the determination of financial statement amounts that 
are material to the financial statements, as required by SAS No. 53 and 
SAS No. 54. 

Positive and Negative Assurance 

24. Paragraph 6 on page 5-2 of Government Auditing Standards states: 
"positive assurance consists of a statement by the auditors that the tested 
items were in compliance with applicable laws and regulations. Negative 
assurance is a statement that nothing came to the auditors' attention as a 
result of specified procedures that caused them to believe the untested 
items were not in compliance with applicable laws and regulations." The 
basic elements of a report expressing positive and negative assurance on 
compliance a r e — 
a. A statement that the auditor has audited the financial statements and 

a reference to the auditor's report on the financial statements, 
including a description of any departure from the standard report. 

b. A statement that the audit was conducted in accordance with 
general ly a c c e p t e d auditing standards and with Government 
Auditing Standards issued by the Comptroller General of the United 
States. 
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c. A statement that those standards require that the auditor plan and 
perform the audit to obtain reasonable assurance about whether the 
financial statements are free of material misstatement. 

d. A statement that management is responsible for compliance with 
laws, regulations, contracts, and grants. 

e. A statement that, as part of obtaining reasonable assurance about 
whether the financial statements are free of material misstatement, 
the auditor performed tests of compliance with certain provisions of 
laws, regulations, contracts, and grants. 

f. A statement that the objective of the audit of the financial statements 
was not to provide an opinion on overall compliance with such 
provisions and a disclaimer of opinion on compliance with laws, 
regulations, contracts, and grants. 

g. A statement of positive assurance that the results of the tests indicate 
that, with respect to the items tested, the entity complied, in all 
material respects, with the provisions of laws, regulations, contracts, 
and grants referred to in item e. 

h. A statement of negative assurance that, with respect to items not 
tested, nothing came to the auditor's attention that caused him or her 
to believe that the entity had not complied, in all material respects, 
with the provisions o f laws, regulations, contracts , and grants 
referred to in item e.11 

i. I f applicable, a statement that certain immaterial instances o f 
noncompliance were communicated to management in a separate 
letter. 

j . A statement that the report is intended for the information of the 
audit committee, management, and specific legislative or regulatory 
bodies, but that this is not intended to limit the distribution of the 
report, if it is a matter of public record. 1 2 

k. The manual or printed signature of the auditor's firm. 
l. The date of the auditor's report. 

11In the event that instances of noncompliance are reported as a result of tests 
performed, the auditor should consider the extent to which the pervasiveness of 
reported instances of noncompliance may affect the auditor's ability to express 
negative assurance with respect to items not tested. 

12 Government Auditing Standards permits the auditor to combine the report on 
compliance with the report on the financial statements; if the auditor does so, the 
combined report should include a statement about its intended use. 
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25. The following is an example of an auditors report on compliance 
when the auditor's procedures disclosed no material instances o f 
noncompliance. 

We have audited the financial statements of [name of entity] as of and 
for the year ended June 30, 19X1, and have issued our report thereon 
dated August 15, 19X1. 
We conducted our audit in accordance with generally accepted auditing 
standards and Government Auditing Standards, issued by the 
Comptroller General of the United States. Those standards require that 
we plan and perform the audit to obtain reasonable assurance about 
whether the financial statements are free of material misstatement. 

Compliance with laws, regulations, contracts, and grants applicable to 
[name of entity] is the responsibility of [name of entity]'s management. 
As part of obtaining reasonable assurance about whether the financial 
statements are free of material misstatement, we performed tests of 
[name of entity]'s compliance with certain provisions of laws, regulations, 
contracts, and grants. However, the objective of our audit of the financial 
statements was not to provide an opinion on overall compliance with 
such provisions. Accordingly, we do not express such an opinion. 

The results of our tests indicate that, with respect to the items tested, 
[name of entity] complied, in all material respects, with the provisions 
referred to in the preceding paragraph. With respect to items not tested, 
nothing came to our attention that caused us to believe that [name of 
entity] had not complied, in all material respects, with those provisions. 

This report is intended for the information of the audit committee, man­
agement, and [specify legislative or regulatory body]. However, this 
report is a matter of public record and its distribution is not limited.1 3 

[Signature] 
[Date] 

26. In rare circumstances, based on assessments of materiality and 
audit risk, auditors may decide not to perform any tests of compliance 
with provisions of laws, regulations, contracts, and grants. For example, 
an auditor may conclude that transactions and balances directly affected 
by laws and regulations are not material to the financial statements taken 
as a whole. 1 4 In such circumstances, Government Auditing Standards, in 
paragraph 6 on page 5-2, states that " . . . the report should contain a 
statement that the auditor did not test for compliance with laws and 

1 3 If the report is not part of the public record, this sentence should not be included in 
the report. 

1 4 See footnote 4. 
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regulations." The auditor's report should not include a statement of 
positive assurance; however, the assessments of materiality and audit risk 
provide a basis for the auditor to conclude that the likelihood of material 
instances of noncompliance is low. These assessments are based, in part, 
on the procedures and considerations presented in paragraphs 11 
through 15 of this Statement. Thus, the auditor has a basis for expressing 
negative assurance about compliance under Government Auditing 
Standards. The following is an illustration of the auditor's report on 
compliance when, based on assessments of materiality and audit risk, the 
auditor conc luded that it was not necessary to perform tests o f 
compliance with laws and regulations. 

[First two paragraphs are the same as in the report illustrated in para­
graph 25.] 
Compliance with laws, regulations, contracts, and grants applicable to 
[name of entity] is the responsibility of [name of entity]'s management. 
As part of our audit, we assessed the risk that noncompliance with cer­
tain provisions of laws, regulations, contracts, and grants could cause the 
financial statements to be materially misstated. We concluded that the 
risk of such material misstatement was sufficiently low that it was not 
necessary to perform tests of [name of entity]'s compliance with such 
provisions of laws, regulations, contracts, and grants. 

However, in connection with our audit, nothing came to our attention 
that caused us to believe that [name of entity] had not complied, in all 
material respects, with the laws, regulations, contracts, and grants 
referred to in the preceding paragraph. 
[Fifth paragraph, signature, and date are the same as in the report illus­
trated in paragraph 25.] 

Reporting Noncompliance 

27. For purposes of this Statement, material instances of noncompli­
ance are defined as failures to follow requirements, or violations of 
prohibitions, contained in statutes, regulations, contracts, or grants that 
cause the auditor to conclude that the aggregation of misstatements 
(that is, the auditor's best estimate of the total misstatement) resulting 
from those failures or violations is material to the financial statements. 
When the auditor's procedures disclose material instances of noncompli­
ance, the auditor should modify the statements of positive and negative 
assurance included in the report. A qualified report should include— 1 5 

1 5 The auditor is not precluded from issuing an adverse report on compliance. 
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a. The definition of material instances of noncompliance. 
b. An identification of material instances of noncompliance noted. 1 6 

c. A statement that the noncompliance noted was considered in 
forming an opinion on whether the entity's financial statements are 
presented fairly, in all material respects, in conformity with generally 
accepted accounting principles. 

28. The auditor should report material instances of noncompliance 
regardless of whether the resulting misstatements have been corrected in 
the entity's financial statements. The auditor may wish to include a 
statement about whether the misstatements resulting from the material 
instances o f noncompliance have been corrected in the financial 
statements or a statement describing the effect of such misstatements on 
his or her report on the basic financial statements. The following is an 
illustration of the auditor's report on compliance when material instances 
of noncompliance are identified. 

[First three paragraphs are the same as in the report illustrated in para­
graph 25.] 

Material instances of noncompliance are failures to follow requirements, 
or violations of prohibitions, contained in statutes, regulations, contracts, 
or grants that cause us to conclude that the aggregation of the misstate­
ments resulting from those failures or violations is material to the 
financial statements. The results of our tests of compliance disclosed the 
following material instances of noncompliance, the effects of which have 
been corrected in [name of entity]'s 19X1 financial statements. 

[Include paragraphs describing the material instances of noncompliance 
noted.] 

We considered these material instances of noncompliance in forming 
our opinion on whether [name of entity's] 19X1 financial statements are 
presented fairly, in all material respects, in conformity with generally 
accepted accounting principles, and this report does not affect our 
report dated [date of report] on those financial statements. 

16 Pages 5-3 and 5-4 of Government Auditing Standards provide the following guidance 
on reporting material instances of noncompliance: "[T]he auditors should place their 
findings in proper perspective. The extent of noncompliance should be related to the 
number of cases examined to give the reader a basis for judging the prevalence of 
noncompliance. . . . In presenting the findings, the auditor should follow the report 
contents standards, as appropriate, for objectives, scope and methodology, audit 
results, and views of responsible officials, and the report presentation standards, 
discussed in chapter 7 [of Government Auditing Standards]." 
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Except as described above, the results of our tests of compliance indi­
cate that, with respect to the items tested, [name of entity] complied, in 
all material respects, with the provisions referred to in the third para­
graph of this report, and with respect to items not tested, nothing came 
to our attention that caused us to believe that [name of entity] had not 
complied, in all material respects, with those provisions.17 

[Last paragraph, signature, and date are the same as those illustrated in 
paragraph 25.] 

29. Page 5-3 of Government Auditing Standards includes the follow­
ing provisions for reporting immaterial instances of noncompliance: 

Other nonmaterial instances of noncompliance need not be disclosed in 
the compliance report but should be reported in a separate communica­
tion to the audited entity, preferably in writing. Such instances of 
noncompliance when communicated in a management letter to top 
management should be referred to in the report on compliance. All 
communications should be documented in the working papers. 

30. I f the auditor has issued a separate letter describing immaterial 
instances of noncompliance, the report prepared in accordance with 
paragraphs 24, 26, or 27 of this Statement should be modified to include 
a s tatement such as the following: "We noted certain immaterial 
instances of noncompliance that we have reported to the management of 
[name of entity] in a separate letter dated August 15, 19X1." 

Illegal Acts 

3 1 . As noted in paragraph 2 1 , Government Auditing Standards 
requires the auditor to report instances or indications of illegal acts that 
could result in criminal prosecution. However, the auditor ordinarily 
does not possess the expertise to form a conclusion about whether an 
illegal act or possible illegal act could result in criminal prosecution. Thus, 
in complying with this requirement to report instances or indications of 
illegal acts that could result in criminal prosecution, the auditor may 
choose to report all illegal acts or possible illegal acts noted. (See 
paragraph 15, pages 4-4 and 4-5, of Government Auditing Standards, 
regarding consultation with legal counsel.) 

32. Paragraphs 13 and 16 in chapter 5 of Government Auditing 
Standards provide the following guidance on reporting illegal acts: 

1 7 See footnote 11. 
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Public accountants conducting audits of government entities will dis­
charge their responsibilities for reporting illegal acts or indications of 
such acts found during or in connection with an audit by promptly 
reporting to the top official of the entity arranging for the audit (includ­
ing audit committees or others with equivalent authority). The auditor 
should also consider reporting to the appropriate oversight body. If the 
audited entity and the top official [are] believed to be [parties] to such 
acts or otherwise implicated, the auditor should in all cases report to the 
appropriate oversight body. Also, when the illegal acts involve funds 
received from other government entities, the audited entity should 
report to the proper officials, including those at the audit organization, 
of those entities. If the audited entity does not do so within a reasonable 
time or was unable to because the top official was involved, the auditor 
should report to the officials of those other government entities. 

Illegal acts or indications of such acts that auditors become aware of 
need not be included in the required audit reports, but may be covered 
in a separate written report and submitted in accordance with the 
preceding paragraphs, thus permitting the required report or reports to 
be released. However, auditors generally should not release information 
or reports containing information on such acts or reports with references 
that such acts were omitted from reports, without consulting with appro­
priate legal counsel, since this release could interfere with legal 
processes, subject the implicated individuals to undue publicity, or sub­
ject the auditor to potential legal action. 

Reporting on the Internal Control Structure 

33. Consistent with SAS No. 60, the auditor should communicate any 
reportable conditions noted during the audit; however, reporting on the 
internal control structure under Government Auditing Standards differs 
from reporting under SAS No. 6 0 . 1 8 Government Auditing Standards 
requires a written report on the internal control structure in all audits; 
SAS No. 60 requires communication—oral or written—only when the 
auditor has n o t e d r e p o r t a b l e condi t ions . Government Auditing 
Standards requires a description of any reportable conditions noted, 
including identification of those that are considered to be material 
weaknesses. SAS No. 60 permits, but does not require, the auditor to 
separately identify and communicate as material weaknesses those 
reportable conditions that, in the auditor's judgment, are considered to 

18 Government Auditing Standards states on page 5-6 that the requirement for a report 
"does not require any additional audit work other than that required as part of a 
financial audit. . . . " 
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be material weaknesses. Finally, Government Auditing Standards 
requires communicat ion o f the following matters , which are not 
addressed by SAS No. 60: 

a. Identification of the categories of the internal control structure 
b. Description of the scope o f the auditor's work in obtaining an 

understanding of the internal control structure and in assessing 
control risk 

c. Description of deficiencies in the internal control structure not 
considered significant enough to be reportable conditions 

34 . Paragraphs 35 and 36" of this Statement provide guidance on 
identifying elements of the internal control structure in the auditor's 
report, and paragraph 37 addresses reporting the scope of the auditors 
work. Paragraphs 3 8 and 3 9 address the c o m m u n i c a t i o n o f 
"nonreportable conditions." Paragraphs 41 and 42 illustrate reports on 
the internal control structure. 

Identifying Controls 

35. Paragraph 17 on page 5-6 of Government Auditing Standards 
requires that the auditor's report on internal control structure related 
matters describe " . . . the entity's significant internal controls or control 
structure including the controls established to ensure compliance with 
laws and regulations that have a material impact on the financial 
statements. . . ." Government Auditing Standards presents examples of 
different ways in which the internal control structure might be classified, 
not ing that auditors may modify these examples or use o t h e r 
classifications as appropriate for the particular circumstances on which 
they are reporting. 

36. Several variations are possible in the classifications presented in 
Government Auditing Standards. An entity might classify its transactions 
into a smaller or a larger number of classifications than mentioned in 
Government Auditing Standards. For example, the treasury or financing 
cycle might be classified as separate investments and debt cycles. For 
federa l a g e n c i e s , d e p a r t m e n t s , and p r o g r a m s , the purchases/ 
disbursements cycle might be subdivided into, among others, grants, 
loans , e n t i t l e m e n t s , payrol l , and proper ty and e q u i p m e n t ; the 
revenue/receipts cycle might include taxes, duties, fines and licenses, 
sales of goods and services, and cash receipts. An entity might make its 
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classifications on an entity-wide basis or on a departmental basis at the 
local operating units. 

Scope of the Auditor's Work 

37. Government Auditing Standards requires that the auditor's report 
on internal control structure related matters describe the scope of his or 
her work in obtaining an understanding of the internal control structure 
and in assessing control risk. Auditors may satisfy this requirement by 
stating (a) that they obtained an understanding of relevant internal 
control structure policies and procedures and whether those policies and 
procedures have been placed in operation and (b) that they assessed 
control risk. 

"Nonreportable Conditions" 

38. Paragraph 25 on page 5-10 of Government Auditing Standards 
states: 

Nonreportable conditions in an audited entity's internal control structure 
not included in the required reports, should be separately communi­
cated to the audited entity, preferably in writing. Such control structure 
conditions when communicated in a management letter to top manage­
ment should be referred to in the report on internal controls. All 
communications should be documented in the working papers. 

39. To comply with this requirement, auditors should communicate to 
management the deficiencies in the internal control structure coming to 
their attention that they believe are not significant enough to be reportable 
conditions as defined in SAS No. 60. If the auditor has issued a separate 
written communication describing such "nonreportable conditions," the 
report prepared in accordance with paragraph 40 of this Statement should 
be modified to include a statement such as the following: "However, we 
noted other matters involving the internal control structure and its 
operation that we have reported to the management of [name of entity] in 
a separate letter dated August 15, 19X1." 

Contents of Reports on the Internal Control Structure 

40. When the auditor has noted reportable conditions in a financial 
statement audit conducted in accordance with Government Auditing 
Standards, the auditor's report on the internal control structure should 
contain— 
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a. A statement that the auditor has audited the financial statements and 
a reference to the auditor's report on the financial statements, 
including a description of any departure from the standard report. 

b. A statement that the audit was conducted in accordance with 
general ly accepted auditing standards and with Government 
Auditing Standards issued by the Comptroller General of the United 
States. 

c. A statement that, in planning and performing the audit o f the 
financial statements, the auditor considered the entity's internal 
control structure in order to determine the auditing procedures for 
purposes of expressing an opinion on the financial statements and 
not to provide assurance on the internal control structure. 

d. A statement that the establishment and maintenance of the internal 
control structure are the responsibilities of management. 

e. An explanation of the broad objectives and inherent limitations of 
any internal control structure. 

f. A description of the entity's significant internal control structure 
pol ic ies and p r o c e d u r e s , cons idered as part o f the auditor's 
understanding of the structure. 

g. A description of the scope of the auditor's work, stating that the 
auditor obtained an understanding of the design of relevant policies 
and procedures, determined whether those policies and procedures 
have been placed in operation, and assessed control risk. 

h. The definition of reportable conditions. 

i. A description of the reportable conditions noted. 

j . The definition of material weakness. 

k. A statement about whether the auditor believes any of the reportable 
conditions described in the report are material weaknesses, and if 
they are, identifies the material weaknesses noted. 

l. I f applicable, a statement that other matters involving the internal 
c o n t r o l s t ruc ture and its operat ion w e r e c o m m u n i c a t e d to 
management in a separate letter. 

m. A statement that the report is intended for the information of the 
audit committee, management, and specific legislative or regulatory 
bodies, but that this is not intended to limit the distribution of the 
report, if it is a matter of public record. 
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41 . An example of such a report follows. 

We have audited the financial statements of [name of entity] as of and 
for the year ended June 30, 19X1, and have issued our report thereon 
dated August 15, 19X1. 

We conducted our audit in accordance with generally accepted auditing 
standards and Government Auditing Standards, issued by the 
Comptroller General of the United States. Those standards require that 
we plan and perform the audit to obtain reasonable assurance about 
whether the financial statements are free of material misstatement. 

In planning and performing our audit of the financial statements of 
[name of entity] for the year ended June 30, 19X1, we considered its 
internal control structure in order to determine our auditing procedures 
for the purpose of expressing our opinion on the financial statements 
and not to provide assurance on the internal control structure. 

The management of [name of entity] is responsible for establishing and 
maintaining an internal control structure. In fulfilling this responsibility, 
estimates and judgments by management are required to assess the 
expected benefits and related costs of internal control structure policies 
and procedures. The objectives of an internal control structure are to 
provide management with reasonable, but not absolute, assurance that 
assets are safeguarded against loss from unauthorized use or disposition 
and that transactions are executed in accordance with management's 
authorization and recorded properly to permit the preparation of finan­
cial statements in accordance with generally accepted accounting 
principles. Because of inherent limitations in any internal control struc­
ture, errors or irregularities may nevertheless occur and not be detected. 
Also, projection of any evaluation of the structure to future periods is 
subject to the risk that procedures may become inadequate because of 
changes in conditions or that the effectiveness of the design and opera­
tion of policies and procedures may deteriorate. 

For the purpose of this report, we have classified the significant internal 
control structure policies and procedures in the following categories 
[identify internal control structure categories]. 

For all of the internal control structure categories listed above, we 
obtained an understanding of the design of relevant policies and proce­
dures and whether they have been placed in operation, and we assessed 
control risk. 

We noted certain matters involving the internal control structure and its 
operation that we consider to be reportable conditions under standards 
established by the American Institute of Certified Public Accountants. 
Reportable conditions involve matters coming to our attention relating 
to significant deficiencies in the design or operation of the internal control 
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structure that, in our judgment, could adversely affect the entity's ability 
to record, process, summarize, and report financial data consistent with 
the assertions of management in the financial statements. 

[Include paragraphs to describe the reportable conditions noted.] 

A material weakness is a reportable condition in which the design or 
operation of one or more of the internal control structure elements does 
not reduce to a relatively low level the risk that errors or irregularities in 
amounts that would be material in relation to the financial statements 
being audited may occur and not be detected within a timely period by 
employees in the normal course of performing their assigned functions. 

Our consideration of the internal control structure would not necessarily 
disclose all matters in the internal control structure that might be 
reportable conditions and, accordingly, would not necessarily disclose all 
reportable conditions that are also considered to be material weaknesses 
as defined above. However, we believe none of the reportable conditions 
described above is a material weakness. 

We also noted other matters involving the internal control structure and 
its operation that we have reported to the management of [name of 
entity] in a separate letter dated August 15, 19X1. 

This report is intended for the information of the audit committee, man­
agement, and [specify legislative or regulatory body]. However, this 
report is a matter of public record and its distribution is not limited.19 

42. Paragraph 17 of SAS No. 60 prohibits the auditor from issuing a 
written report representing that no reportable conditions were noted 
during an audit. When the auditor notes no reportable conditions during 
an audit, he or she may issue a report, such as the following, to satisfy the 
requirements of Government Auditing Standards. 

[First through sixth paragraphs of the report are the same as those illus­
trated in paragraph 41.] 

Our consideration of the internal control structure would not necessarily 
disclose all matters in the internal control structure that might be mate­
rial weaknesses under standards established by the American Institute of 
Certified Public Accountants. A material weakness is a condition in 
which the design or operation of one or more of the internal control 
structure elements does not reduce to a relatively low level the risk that 
errors or irregularities in amounts that would be material in relation to 
the financial statements being audited may occur and not be detected 
within a timely period by employees in the normal course of performing 

1 9 See footnote 13. 
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their assigned functions. We noted no matters involving the internal con­
trol structure and its operations that we consider to be material 
weaknesses as defined above. 

However, we noted certain matters involving the internal control struc­
ture and its operation that we have reported to the management of 
[name of entity] in a separate letter dated August 15, 19X1. 

[Last paragraph, signature, and date are the same as those illustrated in 
paragraph 41.] 

Responsibilities Under the Single Audit Act 

43. The Single Audit Act and O M B Circular A-128, "Audits of State 
and Local Governments," which the Office of Management and Budget 
( O M B ) issued to prescribe policies, procedures, and guidelines to 
implement the act, require state and local governments that receive total 
federal financial assistance equal to or in excess of $100,000 in a fiscal 
year to have an audit performed in accordance with the Single Audit Act. 
The Single Audit Act states that a state or local government receiving at 
least $25,000, but less than $100,000, of total federal financial assistance 
in a year has the option of having an audit performed in accordance with 
e i ther the act or with federal laws and regulations governing the 
programs in which the government participates. The Single Audit Act 
does not require state or local governments receiving less than $25,000 in 
total federal financial assistance to have an audit performed. 2 0 

44. T h e auditor should test and report on the following matters 
pertaining to compliance with laws and regulations: 

a. Compliance with laws and regulations that may have a material 
effect on the financial statements (see paragraphs 21 through 32 of 
this Statement) 

b. Compl iance with general requirements applicable to federal 
financial assistance (paragraphs 46 through 52 address the general 
requirements) 

2 0 Auditors of colleges and other not-for-profit organizations that are not required to 
follow OMB Circular A-128 should follow OMB Circular A-133, "Audits of 
Institutions of Higher Education and Other Nonprofit Institutions," which is 
patterned after Circular A-128. See paragraphs 93 through 95. 
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c. Compliance with specific requirements that may have a material 
effect on each major program, as defined by the Single Audit Act 
(paragraphs 53 through 86 address the specific requirements) 

d. Compliance with certain laws and regulations applicable to nonmajor 
federal financial assistance programs (see paragraphs 87 through 90) 

45. Among the other audit reports required by the Single Audit Act 
and O M B Circular A-128 are reports on the financial statements, 2 1 on 
the supplementary schedule of federal financial assistance, and on 
internal control structure policies and procedures relevant to federal 
financial assistance programs. 2 2 This Statement discusses the relationship 
between the work auditors do to form a basis for issuing those reports 
and the work auditors do to support their reports on compliance. 

Compliance Auditing—General Requirements 

46. The OMB's Compliance Supplement for Single Audits of State and 
Local Governments, which provides guidance for implementation of 
O M B Circular A-128, identifies nine "general requirements" that 
"involve significant national policy and for which failure to comply could 
have a material impact on an organization's financial s tatements 
including those prepared for federal programs. Accordingly, these 
compliance requirements shall be included as part of every audit of state, 
local, and Tribal government that involves [f]ederal financial assistance 
whether or not the government has a major program." The general 
requirements may or may not be laws and regulations that have a direct 
and material effect on the determination of financial statement amounts. 
Thus, the auditor should evaluate each general requirement based on the 
circumstances of the engagement to determine whether a particular 
requirement relates more to the laws and regulations described in SAS 
No. 54 that have an indirect effect on the financial statements than to 
those that have a direct and material effect on the determination of 
financial statement amounts. 

2 1 If, after the date of the report on the audited financial statements, (a) the auditor 
performs other procedures as part of a single audit and (b) the results of those 
procedures indicate that facts may have existed at the date of the report on the 
audited financial statements that might have affected that report had the auditor 
then been aware of such facts, the auditor should follow AU section 561 , 
"Subsequent Discovery of Facts Existing at the Date of the Auditor's Report." 

2 2 Appendix A to this Statement summarizes the procedures performed and reports 
issued in an audit in accordance with the Single Audit Act of 1984 and OMB Circular 
A-128 or OMB Circular A-133. 
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47. The general requirements deal with the following matters: 2 3 

a. Political activity—prohibits the use of federal funds for partisan 
political activity 

b. Davis-Bacon Act—requires that laborers working on federally 
financed construction projects be paid a wage not less than the 
prevailing regional wage established by the Secretary of Labor 

c. Civil rights—prohibits violation of anyone's civil rights in a program 
funded by the federal government 

d. Cash management—requires rec ip ients o f federa l f inancial 
assistance to minimize the t ime lapsed b e t w e e n rece ipt and 
disbursement of that assistance 

e. Relocation assistance and real property acquisition—prescribes how 
real property should be acquired with federal financial assistance and 
how recipients must help relocate people displaced when property 
is acquired 

f. Federal financial reports—prescribes federal financial reports that 
must be filed 

g. Allowable costs/cost principles—prescribes the direct and indirect 
costs allowable for federal reimbursement 

h. Drug-free workplace—prescribes that grantees certify that they 
provide a drug-free workplace 

i. Administrative requirements—prescribes adminis t ra t ive 
requirements (in addition to d, f and g) that should be followed 
(Common Rule) 

48. The Compliance Supplement suggests procedures for testing 
compliance with the general requirements. As the Single Audit Act and 
O M B Circular A-128 have been implemented, it has become generally 
accepted that the nature of these procedures is sufficient to satisfy the 
requirements o f the act with respect to the general requirements. 
However, the Compliance Supplement does not specify the extent of 
such procedures. The auditor should exercise professional judgment in 
determining the extent of procedures for testing compliance with the 
general requirements, and may wish to obtain an understanding with the 
client about the extent of such procedures. 

23Besides describing the general requirements, the Compliance Supplement includes 
references to the Code of Federal Regulations or other statutes where additional 
information about the requirements can be obtained. The auditor should consider 
referring to this information when planning to test compliance with the general 
requirements. The Compliance Supplement is revised periodically and, thus, the 
number of general requirements may change. 
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49. In performing an audit under the Single Audit Act and O M B 
Circular A-128, the auditor should issue a report on compliance with 
general requirements regardless of whether or not the government being 
audited has major programs. Determining the extent of any tests of 
compliance with the general requirements is a matter of professional 
judgment. Among the matters the auditor considers are the extent of any 
tests of controls over compliance with general requirements performed 
for major programs. I f the government being audited has no major 
programs, the auditor should consider whether his or her tests o f 
controls over compliance with general requirements provide evidence 
that would also support a report on compliance. I f the tests of controls do 
not provide sufficient evidence to support a report on compliance, 
additional testing on the general requirements would need to be 
performed. 2 4 

50. This Statement does not require the auditor to issue an opinion on 
compliance with the general requirements; rather, the auditor issues a 
report on the results of procedures used to test compliance with the 
general requirements. 

51. The basic elements of a report expressing positive and negative 
assurance on compliance with the general requirements include— 
a. I f applicable, a statement that the auditor has audited the financial 

statements and a reference to the auditors report on the financial 
statements, including a description of any departure from the 
standard report 

b. A statement identifying the general requirements tested 
c. A statement that the auditor's procedures were limited to the 

applicable procedures described in the Compliance Supplement or 
that describes alternative procedures 

d. A statement that the auditor's procedures were substantially less in 
scope than an audit and a disclaimer of an opinion on compliance 
with the general requirements 

e. A statement of positive assurance that, with respect to the items 
tes ted, the results o f those procedures disclosed no material 
instances of noncompliance with the general requirements 

2 4 Further guidance is provided in Statement of Position 90-9, The Auditor's 
Consideration of the Internal Control Structure Used in Administering Federal 
Financial Assistance Programs Under the Single Audit Act. 
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f. A statement of negative assurance that, with respect to items not 
tested, nothing came to the auditor's attention that caused him or her 
to believe that the entity had not complied, in all material respects, 
with the general requirements 2 5 

g. A summary of all instances of noncompliance noted and identifica­
tion of amounts questioned or reference to a separate schedule of 
findings and questioned costs (see paragraphs 77 through 79 of this 
Statement) 

h. A statement that the report is intended for the information of the 
audit committee, management, and specified legislative or regulatory 
bodies, but that this is not intended to limit the distribution of the 
report, if it is a matter of public record 

i. The manual or printed signature of the auditor's firm 
j . The date of the auditor's report 

52. The following is an example of a report on compliance with the 
general requirements. 

We have audited the financial statements of [name of entity] as of and 
for the year ended June 30, 19X1, and have issued our report thereon 
dated August 15, 19X1. 

We have applied procedures to test [name of entity]'s compliance with 
the following requirements applicable to its federal financial assistance 
programs, which are identified in the schedule of federal financial assis­
tance, for the year ended June 30, 19X1. [List the general requirements 
tested.] 

Our procedures were limited to the applicable procedures described in 
the Office of Management and Budget's Compliance Supplement for 
Single Audits of State and Local Governments [or describe alternative 
procedures performed]. Our procedures were substantially less in scope 
than an audit, the objective of which is the expression of an opinion on 
[name of entity]'s compliance with the requirements listed in the preced­
ing paragraph. Accordingly, we do not express such an opinion. 

With respect to the items tested, the results of those procedures dis­
closed no material instances of noncompliance with the requirements 
listed in the second paragraph of this report. With respect to items not 
tested, nothing came to our attention that caused us to believe that 
[name of entity] had not complied, in all material respects, with those 
requirements. However, the results of our procedures disclosed immate­
rial instances of noncompliance with those requirements, which are 

2 5 See footnote 11. 
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described in the accompanying schedule of findings and questioned 
costs.2 6 

This report is intended for the information of the audit committee, man­
agement, and [specify legislative or regulatory body]. However, this 
report is a matter of public record and its distribution is not limited.27 

[Signature] 

[Date] 

Compliance Auditing—Specific Requirements—Major Programs 

53. The Single Audit Act states that the auditor "shall determine and 
report whether the government, department, agency, or establishment 
has complied with laws and regulations that may have a material effect 
upon each major federal assistance program." 2 8 This Statement estab­
lishes that, to comply with this requirement, the auditor should perform 
auditing procedures designed to provide reasonable assurance of detect­
ing material noncompliance with "specific requirements" applicable 
to major federal financial assistance programs and issue a report contain­
ing either an opinion on compliance with those requirements or a 
statement that such an opinion cannot be expressed (see paragraphs 55 
through 86). 

54. Auditors should consider the following matters in auditing and 
reporting on specific requirements: 

a. Identifying major federal financial assistance programs (paragraphs 
55 and 56) 

b. Materiality in a compliance audit of major federal financial assistance 
programs (paragraph 57) 

2 6 If there are no instances of noncompliance, this sentence should be omitted. 
2 7 See footnote 13. 
28 A major federal financial assistance program is defined in terms of a government's 

expenditure of federal financial assistance under that program relative to its total 
expenditures of federal financial assistance. (See the Glossary to this Statement for 
the definition of major federal financial assistance program.) OMB has published 
Questions and Answers on the Single Audit Provisions of OMB Circular A-128, 
"Audits of State and Local Governments," which addresses such matters as the 
determination of whether federal assistance involving no expenditures, such as loan 
guarantees, constitutes a major program. 
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c. Specific requirements applicable to a major federal financial assis­
tance program (paragraphs 58 through 62) 

d. Components of the risk that the auditor may unknowingly fail to 
appropriately modify his or her opinion on compliance (paragraphs 
63 through 73) 

e. Subrecipient considerations (paragraphs 74 and 75) 

f. Evaluating results of audit procedures (paragraphs 76 through 79) 

g. Reporting on compliance with specific requirements (paragraphs 80 
through 86) 

h. Management representations (paragraphs 91 and 92) 

Identification of Major Federal Financial Assistance Programs 

55 . Management's responsibility for identifying federal financial 
assistance programs is established in the following requirement of O M B 
Circular A-128: 

In order to determine which major programs are to be tested for compli­
ance, [s]tate and local governments shall identify in their accounts all 
[f]ederal funds received and expended and the programs under which 
they were received. This shall include funds received directly from 
[f]ederal agencies and through other [s]tate and local governments. 

56. The preparation of the schedule of federal financial assistance, 
required by O M B Circular A-128, is a means by which management 
identifies major and nonmajor federal financial assistance programs. In 
assessing the appropriateness of this identification, the auditor should 
consider, among other matters, evidence obtained from audit procedures 
performed in the audit of the financial statements, such as procedures 
performed to evaluate the completeness and classification of recorded 
revenues and expenditures. 

Materiality 

57. In auditing compliance with requirements governing major federal 
financial assistance programs in accordance with the Single Audit Act 
and O M B Circular A-128, the auditor's consideration of materiality 
differs from that in an audit of financial statements in accordance with 
generally accepted auditing standards. In an audit of an entity's financial 
statements conducted in accordance with generally accepted auditing 
standards, the auditor considers materiality in relation to the financial 
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statements . 2 9 In auditing an entity's compliance with requirements 
governing each major federal financial assistance program in accor­
dance with the Single Audit Act and O M B Circular A-128, however, the 
auditor considers materiality in relation to each such program. When 
reaching a conclusion as to whether the effect of noncompliance, 
individually or in the aggregate, is material to a major federal financial 
assistance program, an auditor ordinarily should consider the nature of 
the noncompliance and the amount affected by it in relation to the 
nature and amount of the major federal financial assistance program 
under audit. For example, an amount that is material to one major 
federal financial assistance program may not be material to a major 
federal financial assistance program of a different size or nature. Also, 
what is material to a particular major federal financial assistance program 
might change from one period to another. 

Identification of Specific Requirements Applicable to Major Programs 

58. In performing an audit in accordance with the Single Audit Act 
and O M B Circular A-128, the auditor should test compliance with the 
specific requirements, as described below, that are applicable to major 
federal financial assistance programs. The auditor should obtain an 
understanding of those requirements that is sufficient to enable him or 
her to determine the nature, timing, and extent of procedures he or she 
will perform to provide a basis for expressing an opinion on compliance. 3 0 

Specific requirements that, if not complied with, could have a material 
effect on a major federal financial assistance program generally pertain to 
the following matters: 3 1 

a. Types of services allowed or not allowed, which specifies the types of 
goods or services entities may purchase with financial assistance 

b. Eligibility, which specifies the characteristics of individuals or groups 
to which entities may give financial assistance 

2 9 See footnote 4. 
3 0 T h e auditor would be precluded from issuing an opinion on compliance with a 

specific requirement if he or she concluded that management's assertion about 
compliance with that requirement is not capable of reasonably consistent estimation 
or measurement. 

3 l Certain of these requirements may have a direct and material effect on the 
determination of financial statement amounts. Thus, the auditor may wish to 
integrate his or her compliance audit of major federal financial assistance programs 
with work performed in the audit of the financial statements. 
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c. Matching, level of effort, or earmarking, which specifies amounts 
entities should contribute from their own resources toward projects 
for which financial assistance is provided 

d. Reporting, which specifies reports entities must file in addition to 
those required by the general requirements 

e. Special tests and provisions, other provisions for which federal 
agencies have determined noncompliance could materially affect the 
program (for example, some programs require recipients to hold 
public hearings on the proposed use of federal financial assistance; 
others set a deadline for the expenditure of federal financial 
assistance) 

59. Additionally, O M B Circular A-128 requires independent auditors 
to determine whether— 

—[f]ederal financial reports and claims for advances and reimburse­
ments contain information that is supported by the books and records 
from which the basic financial statements have been prepared, and 

—amounts claimed or used for matching were determined in accor­
dance with OMB Circular A-87, "Cost Principles for State and Local 
Governments," and OMB Circular A-102, "Uniform Administrative 
Requirements for Grants and Cooperative Agreements to State and 
Local Governments." 

60. OMB Circular A-128 requires that the auditors report on compli­
ance specifically address the requirements presented in paragraph 59. 

6 1 . T h e Compliance Supplement was issued by the Of f i ce o f 
Management and Budget to assist auditors in performing single audits 
and supplements O M B Circular A-128 . It descr ibes compl iance 
requirements specific to many of the larger federal financial assistance 
programs and suggests procedures for testing compliance with the 
specific requirements. 3 2 Besides describing these specific requirements, 
the Compliance Supplement includes references to the Code of Federal 
Regulations and other sources of information about the requirements. 
T h e auditor should consider referr ing to these o ther sources o f 
information in planning to test compliance with specific requirements. 

3 2In its Questions and Answers on the Single Audit Provisions of OMB Circular A-128, 
"Audits of State and Local Governments," the OMB states that, for the programs 
contained in the Compliance Supplement, the audit of the requirements contained in 
the supplement will meet the requirements of OMB Circular A-128. 
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The auditor should also be aware that compliance requirements may 
change over time. 

6 2 . M a j o r federal g o v e r n m e n t programs not inc luded in the 
Compliance Supplement may prescribe specific requirements governing 
f inancial assistance. To obtain an understanding of the spec i f ic 
requirements of the major programs not included in the Compliance 
Supplement, the auditor should consider reviewing the Catalog of 
Federal Domestic Assistance (hereafter referred to as the Catalog of 
Assistance). That publication, generally updated on an annual basis, 
contains all federal financial assistance programs, with citations to 
applicable laws and regulations associated with those programs. Also, the 
Catalog of Assistance contains names of program staff who serve as 
reference individuals for each program. The auditor may also wish to 
consider certain procedures described in paragraph 11 of this Statement 
that may be relevant to major programs. 

Components of Audit Risk in a Compliance Audit of Major Programs 

63. Audit risk—the risk that the auditor may unknowingly fail to 
appropriately modify his or her opinion on compliance—is composed of 
inherent risk, control risk, and detect ion risk. F o r purposes of a 
compliance audit of major federal financial assistance programs, these 
components are defined as follows: 

a. Inherent risk—The risk that material noncompliance with require­
ments applicable to a major federal financial assistance program 
could occur, assuming there are no related internal control structure 
policies or procedures 

b. Control risk—The risk that material noncompliance that could occur 
in a major federal financial assistance program will not be prevented 
or detected on a timely basis by the entity's internal control structure 
policies and procedures 

c. Detection risk—The risk that an auditor's procedures will lead him or 
her to conclude that noncompliance that could be material to a 
major federal financial assistance program does not exist when in fact 
such noncompliance does exist 

64 . W h e n considered together, the Single Audit Act and O M B 
Circular A-128 require the auditor to perform procedures that assess 
inherent and control risk and that restrict detection risk. The following 
paragraphs discuss the provisions of the Single Audit Act and O M B 



Compliance Auditing 35 

Circular A-128 that pertain to each of these components of risk, provide 
guidance on applying those provisions, and explain how the components 
of risk interrelate in providing a basis for the auditor's opinion on 
compliance. 

65. Inherent risk. Paragraph 8 of O M B Circular A-128 includes the 
following guidance, related to inherent risk, on determining the nature 
and extent of testing compliance with requirements that, if not complied 
with, could have a material effect on a major federal financial assistance 
program. 

The selection and testing of transactions shall be based on the auditors 
professional judgment considering such factors as the amount of expen­
ditures for the program and the individual awards; the newness of the 
program or changes in its conditions; prior experience with the program, 
particularly as revealed in audits and other evaluations (e.g., inspections, 
program reviews); the extent to which the program is carried out 
through subrecipients; the extent to which the program contracts for 
goods or services; . . . the expectation of adherence or lack of adherence 
to the applicable laws and regulations; and the potential impact of 
adverse findings. 

6 6 . In assessing i n h e r e n t risk, the auditor may also cons ider 
the results of any procedures performed as part of the audit of the 
financial statements, and of any tests of compliance with the general 
requirements. 

67. Control risk. T h e Single Audit Act requires the auditor to 
determine and report whether the entity has internal control systems to 
provide reasonable assurance that it is managing federal financial 
assistance programs in compliance with applicable laws and regulations. 
Paragraph 8(a) of O M B Circular A-128 expands on this requirement. 

The auditor must make a study and evaluation of internal control sys­
tems used in administering [f]ederal assistance programs. The study and 
evaluation must be made whether or not the auditor intends to place 
reliance on such systems. As part of this review, the auditor shall: 

(1) Test whether these internal control systems are functioning in accor­
dance with prescribed procedures. 

(2) Examine the recipient's system for monitoring subrecipients and 
obtaining and acting on subrecipient audit reports. 

68. These provisions of the Single Audit Act and O M B Circular A-128 
encompass internal control structure policies and procedures relevant to 
an audit o f an entity's compliance with the specific requirements, 
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discussed in paragraphs 58 through 62 of this Statement, applicable to 
major federal financial assistance programs. 3 3 Paragraphs 69 through 71 
of this Statement discuss, in general terms, the auditors consideration of 
these policies and procedures in an audit of compliance with requirements 
applicable to major federal financial assistance programs. Paragraphs 74 
and 75 specifically address subrecipient considerations. 

69. In satisfying the internal control provisions of the Single Audit Act 
and O M B Circular A-128, the auditor should obtain an understanding of 
the design of relevant internal control structure policies and procedures 
and whether they have been placed in operation. This understanding 
should be sufficient to plan the audit of compliance, enabling the auditor 
t o — 

a. Identify the types of potential material noncompliance. 
b. Consider matters that affect the risk of material noncompliance. 
c. Design effective tests of compliance with requirements applicable to 

major federal financial assistance programs. 

70. O M B Circular A-128's requirement to "test whether these internal 
contro l systems are funct ioning in a c c o r d a n c e with p r e s c r i b e d 
procedures" involves performing tests o f controls to evaluate the 
effectiveness of the design and operation of the policies and procedures 
in prevent ing or detec t ing material noncompl iance . Procedures 
performed to obtain an understanding of the internal control structure 
may be considered tests of controls if they provide evidential matter 
about the effectiveness of the design and operation. 

71. After obtaining an understanding of the internal control structure 
policies and procedures, the auditor should assess control risk. Assessing 
control risk contributes to the auditor's evaluation of the risk that 
material noncompliance exists in a major federal financial assistance 
program. The process of assessing control risk (together with assessing 
inherent risk) provides evidential matter about the risk that such 
noncompliance may exist. The auditor uses this evidential matter as part 
of the reasonable basis for the opinion on compliance. 

33 The application of these provisions of the Single Audit Act and OMB Circular A-128 
may also encompass internal control structure policies and procedures relevant to 
compliance with other requirements, including those applicable to nonmajor 
programs. Guidance on the application of these provisions, including guidance on 
reporting, is presented in the AICPA Audit and Accounting Guide Audits of State 
and Local Governmental Units and related AICPA statements of position. 
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72. Detection risk. O M B Circular A-128 states that a compliance 
audit of major federal financial assistance programs should "include the 
selection and testing of a representative number of charges from each 
major [f]ederal assistance program." Such compliance testing serves to 
restrict detection risk. In determining an acceptable level of detection 
risk, the auditor considers the level to which he or she seeks to restrict 
audit risk related to the major federal financial assistance program and 
the assessed levels of inherent risk and control risk. As the assessed 
level of control risk decreases, the acceptable level of detection risk 
increases. Accordingly, the auditor may alter the nature, timing, and 
extent of compliance tests performed. 

73. In determining the nature of his or her tests of compliance with 
requirements governing major federal financial assistance programs, the 
auditor should consider the nature of those requirements. For example, 
to test compliance with requirements applicable to the allowability of 
expenditures using program funds, audit procedures should be designed 
to provide the auditor with sufficient evidential matter to evaluate how 
management used the federal f inancial ass is tance. In designing 
compl iance tests , auditors may wish to consider the procedures 
suggested in the Compliance Supplement for testing compliance with the 
requirements specific to many of the larger federal financial assistance 
programs. 

Subrecipient Considerations 

74. Under the requirements o f the Single Audit Act and O M B 
Circular A-128, when in a single fiscal year a primary recipient passes 
$25,000 or more of federal financial assistance through to a subrecipient, 
the primary recipient is responsible for determining that the subrecipient 
expends that assistance in accordance with appl icable laws and 
regulations. That is, the primary recipient should— 

a. Determine whether subrecipients have met the audit requirements 
of O M B Circular A-128 or O M B Circular A-133, whichever is 
applicable. 

b. Determine whether the subrecipient spent the federal financial 
assistance in accordance with applicable laws and regulations. 

c. Ensure that appropriate corrective action is taken within six months 
after receipt of a subrecipient's auditor's report that identifies 
noncompliance with federal laws and regulations. 
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d. Consider whether the results of subrecipients' audits indicate that 
the primary recipient should adjust its own records. 

e. Require each subrecipient to permit independent auditors to have 
access to their records and financial statements as necessary to 
comply with O M B Circular A-128. 

75. O M B Circular A-128 requires the primary recipient's auditor to 
evaluate the primary recipient's system for monitoring subrecipients. 
Although the primary recipient's auditor may be engaged to audit the 
subrecipients, neither the Single Audit Act nor O M B Circular A-128 
requires the auditor to perform such an audit as part of the audit of the 
primary recipient. 

Evaluating Results of Audit Procedures 

76. In evaluating whether an entity has complied with laws and 
regulations that, if not complied with, could have a material effect on 
each major federal financial assistance program, the auditor should 
consider the effect of identified instances of noncompliance on each such 
program. In doing so, the auditor should consider— 

a. The frequency of noncompliance identified in the audit. 
b. T h e adequacy of a primary recipient 's system for monitoring 

subrecipients and the possible effect on the program of any noncom­
pliance identified by the primary recipient or the subrecipients' 
auditors. 

c. Whether any instances of noncompliance identified in the audit 
resulted in questioned costs, as discussed below, and if they did, 
whether questioned costs are material to the program. 

77. The criteria for classifying a cost as a questioned cost vary from 
one federal agency to another. Many of the criteria were established by 
Congress when it authorized the programs and provided the funds; 
others were established through agency regulations. Generally, the 
criteria relate to the following: 

a. Unallowable costs, or costs specifically not allowed under the general 
and special requirements or conditions of the program 

b. Undocumented costs, or costs charged to a program for which 
detailed documentation does not exist 

c. Unapproved costs, or costs for which the program requires approval 
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and the auditor cannot find evidence o f approval, or costs not 
provided for in an approved budget 

d. Unreasonable costs, or costs incurred that may not reflect the actions 
of a prudent person, or the assignment of an unreasonably high value 
to in-kind contributions 

78. In evaluating the effect of questioned costs on the opinion on 
compliance, the auditor considers the best estimate of total costs 
ques t ioned for each major federal f inancial ass is tance program 
(hereafter referred to as likely questioned costs), not just the questioned 
costs specifically identified (hereafter referred to as known questioned 
costs). When using audit sampling, as defined in SAS No. 39, Audit 
Sampling, in testing compliance, the auditor projects the amount 
of known questioned costs identified in the sample to the items in 
the major federal financial assistance program from which the sample 
was selected. 

79. Regardless of the auditors opinion on compliance, O M B Circular 
A-128 requires him or her to report any instances of noncompliance 
found and any resulting questioned costs. In reporting instances of 
noncompliance, the auditor should follow the provisions of paragraph 9 
on page 5-3 of Government Auditing Standards. The auditor should 
relate the number of instances of noncompliance that resulted in known 
questioned costs to the number of transactions examined. For purposes 
of reporting questioned costs, neither the Single Audit Act nor O M B 
Circular A-128 requires the auditor to report likely questioned costs; 
rather, the auditor should report only known questioned costs. 

Reporting on Compliance With Specific Requirements—Major Programs 

80. The basic elements of the auditors report on compliance with 
specific requirements include— 
a. I f applicable, a statement that the auditor has audited the financial 

statements and a reference to the auditors report on the financial 
statements, including a description of any departure from the 
standard report. 

b. A statement that the entity's compliance with the requirements 
identified in the report was audited. 

c. A statement that compliance with the requirements in item b is the 
responsibility of the entity's management and that the auditor's 



40 Statement on Auditing Standards 

responsibility is to express an opinion on compliance with those 
requirements based on the audit. 

d. A statement that the audit was conducted in accordance with generally 
accepted auditing standards; Government Auditing Standards issued 
by the Comptroller General of the United States; and OMB Circular 
A-128, "Audits of State and Local Governments." 

e. A statement that generally accepted auditing standards, Government 
Auditing Standards issued by the Comptroller General of the United 
States, and O M B Circular A-128 require that the auditor plan and 
perform the audit to obtain reasonable assurance about whether 
material noncompliance with the requirements referred to in item b 
occurred. 

f. A statement that an audit includes examining, on a test basis, 
evidence about the entity's compliance with the requirements 
referred to in item b. 

g. A statement that the auditor believes that his or her audit provides a 
reasonable basis for an opinion. 

h. A summary o f all i n s t a n c e s o f n o n c o m p l i a n c e n o t e d and 
identification of amounts questioned or reference to a separate 
schedule of findings and questioned costs. 

i. A statement that noncompliance or questioned costs noted were 
considered in forming an opinion as to whether the entity complied, 
in all material respects, with requirements referred to in item b. 

j . An opinion as to whether the entity complied, in all material 
respects, with the requirements referred to in item b. 

k. A statement that the report is intended for the information of the 
audit committee, management, and specific legislative or regulatory 
bodies, but that this is not intended to limit the distribution of the 
report, if it is a matter of public record. 

l. The manual or printed signature of the auditor's firm. 
m. The date of the auditor's report. 

81. The following is an example of an unqualified opinion of an entity's 
compliance with requirements that govern each major federal financial 
assistance program. 

We have audited the financial statements of [name of entity] as of and 
for the year ended June 30, 19X1, and have issued our report thereon 
dated August 15, 19X1. 
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We have also audited [name of entity]'s compliance with the require­
ments governing [list specific requirements tested—see paragraphs 58 
and 59] that are applicable to each of its major federal financial assis­
tance programs, which are identified in the accompanying schedule of 
federal financial assistance, for the year ended June 30, 19X1. The man­
agement of [name of entity] is responsible for [name of entity]'s 
compliance with those requirements. Our responsibility is to express an 
opinion on compliance with those requirements based on our audit. 

We conducted our audit of compliance with those requirements in 
accordance with generally accepted auditing standards; Government 
Auditing Standards, issued by the Comptroller General of the United 
States; and OMB Circular A-128, "Audits of State and Local 
Governments." Those standards and OMB Circular A-128 require that 
we plan and perform the audit to obtain reasonable assurance about 
whether material noncompliance with the requirements referred to 
above occurred. An audit includes examining, on a test basis, evidence 
about [name of entity]'s compliance with those requirements. We believe 
that our audit provides a reasonable basis for our opinion. 

The results of our audit procedures disclosed immaterial instances of 
noncompliance with the requirements referred to above, which are 
described in the accompanying schedule of findings and questioned 
costs. We considered these instances of noncompliance in forming our 
opinion on compliance, which is expressed in the following paragraph.34 

In our opinion, [name of entity] complied, in all material respects, with 
the requirements governing [list requirements tested] that are applicable 
to each of its major federal financial assistance programs for the year 
ended June 30, 19X1. 

This report is intended for the information of the audit committee, man­
agement, and [specify legislative or regulatory body]. However, this 
report is a matter of public record and its distribution is not limited.35 

[Signature] 

[Date] 

82. Auditors are able to express an unqualified opinion only if they 
have been able to apply all the procedures they consider necessary in the 
circumstances. Restrictions on the scope of their audit, whether imposed 
by the client or by circumstances such as the timing of the auditors' 
work, the inability to obtain sufficient competent evidential matter, or an 

34If there are no instances of noncompliance, this paragraph should be omitted. 
3 5See footnote 13. 
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inadequacy in the accounting records, may require auditors to qualify 
their opinion or to disclaim an opinion. In such instances, the reasons for 
such a qualification or disclaimer of opinion should be described in the 
auditor's report. Further, the auditor should consider the effects of such 
instances on his or her ability to express an unqualified opinion on the 
financial statements. 

83. The auditors decision to qualify or disclaim an opinion because of 
a scope limitation depends on his or her assessment of the importance of 
the omitted procedure(s) to his or her ability to form an opinion on 
compliance with requirements governing each major federal financial 
assistance program. This assessment will be affected by the nature and 
magnitude of the potential effects of the matters in question and by their 
significance to each major federal financial assistance program. When 
restrictions that significantly limit the scope of the audit are imposed by 
the c l ient , the auditor general ly should disclaim an opinion on 
compliance. The following is an example of an opinion qualified because 
of a scope limitation. 

[First and second paragraphs of the report are the same as those illus­
trated in paragraph 81.] 

Except as discussed in the following paragraph, we conducted our audit 
of compliance with those requirements in accordance with generally 
accepted auditing standards; Government Auditing Standards issued 
by the Comptroller General of the United States; and OMB Circular 
A-128, "Audits of State and Local Governments." Those standards 
and OMB Circular A-128 require that we plan and perform the audit 
to obtain reasonable assurance about whether material noncompliance 
with the requirements referred to above occurred. An audit includes 
examining, on a test basis, evidence about [name of entity]'s compliance 
with those requirements. We believe that our audit provides a reason­
able basis for our opinion. 

We were unable to obtain sufficient documentation supporting [name of 
entity]'s compliance with the requirements of Major Program ABC gov­
erning types of services allowed or unallowed; nor were we able to 
satisfy ourselves as to [name of entity]'s compliance with those require­
ments of Major Program ABC by other auditing procedures. 

[Fifth paragraph of the report is the same as the fourth paragraph of the 
report illustrated in paragraph 81.] 

In our opinion, except for the effects of such noncompliance, if any, as 
might have been determined had we been able to examine sufficient evi­
dence regarding [name of entity]'s compliance with the requirements of 
Major Program ABC governing types of services allowed or unallowed, 
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[name of entity] complied, in all material respects, with the require­
ments governing [list requirements tested] that are applicable to each of 
its major federal financial assistance programs for the year ended June 
30, 19X1. 

[Last paragraph of the report is the same as the sixth paragraph of the 
report illustrated in paragraph 81.] 

[Signature] 

[Date] 

84. When disclaiming an opinion because of a scope limitation, the 
auditor should indicate in a separate paragraph(s) the reasons why his or 
her audit did not comply with generally accepted auditing standards, 
Government Auditing Standards issued by the Comptroller General of 
the United States, or O M B Circular A-128. The auditor should state that 
the scope of his or her audit was not sufficient to warrant the expression 
of an opinion. The auditor should not identify the procedures that were 
performed or include a paragraph describing the characteristics of an 
audit (that is, the scope paragraph); to do so may tend to overshadow the 
disclaimer. In addition, the auditor should also disclose any reservations 
he or she has regarding compliance with applicable laws and regulations. 
The following is an example of a report disclaiming an opinion resulting 
from an inability to obtain sufficient competent evidential matter 
because of a scope limitation. 

[First paragraph of the report is the same as the first paragraph of the 
report illustrated in paragraph 81.] 

We were engaged to audit [name of entity]'s compliance with the 
requirements governing [list requirements to have been tested] that are 
applicable to each of its major federal financial assistance programs, 
which are identified in the accompanying schedule of federal financial 
assistance, for the year ended June 30, 19X1. The management of 
[name of entity] is responsible for [name of entity]'s compliance with 
those requirements. 

[Third paragraph of the report illustrated in paragraph 81 should be 
omitted.] 

The management of [name of entity] has refused to provide us with writ­
ten representations that generally accepted auditing standards require us 
to obtain. 

Because of the matter described in the preceding paragraph, the scope 
of our audit work was not sufficient to enable us to express, and we do 
not express, an opinion on [name of entity]'s compliance with the 
requirements governing [list requirements to have been tested] that are 
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applicable to each of its major federal financial assistance programs for 
the year ended June 30, 19X1. 

[Last paragraph of the report is the same as the sixth paragraph of the 
report illustrated in paragraph 81.] 

[Signature] 

[Date] 

85. When the audit of an entity's compliance with requirements 
governing a major federa l f inancial ass is tance program detec t s 
noncompliance with those requirements that the auditor believes have a 
material effect on that program, the auditor should express a qualified or 
adverse opinion. The auditor should state the basis for such an opinion in 
the report. The following is an example of an auditor's opinion that is 
qualified because of noncompliance with requirements governing federal 
financial assistance. 

[First three paragraphs of the report are the same as those illustrated in 
paragraph 81.] 

The results of our audit procedures for Major Program ABC disclosed 
that [name of entity] did not comply with the requirement that [name 
of entity] match the funds received from Major Program ABC. In our 
opinion, [name of entity]'s matching of funds received from Major 
Program ABC is necessary for [name of entity] to comply with the 
requirements applicable to Major Program ABC. 

[Fifth paragraph of the report is the same as the fourth paragraph of the 
report illustrated in paragraph 81.] 

In our opinion, except for those instances of noncompliance with the 
requirements applicable to Major Program ABC referred to in the 
fourth paragraph of this report and identified in the accompanying 
schedule of findings and questioned costs, [name of entity] complied, in 
all material respects, with the requirements governing [list requirements 
tested] that are applicable to each of its major federal financial assistance 
programs for the year ended June 30, 19X1. 

[Last paragraph of the report is the same as the sixth paragraph of the 
report illustrated in paragraph 81.] 

[Signature] 

[Date] 

86. Following is an example of an adverse opinion because of noncom­
pliance with requirements governing federal financial assistance. 
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3 6 If the auditor has not selected any nonmajor federal financial assistance program 
transactions, or if the entity has no nonmajor programs, no report describing that 
situation is required. 

[First three paragraphs of the report are the same as those illustrated in 
paragraph 81.] 

[Add a paragraph describing reasons for the adverse opinion.] 

[Fifth paragraph of the report is the same as the fourth paragraph of the 
report illustrated in paragraph 81.] 

In our opinion, because of the noncompliance referred to in the fourth 
paragraph, [name of entity] did not comply, in all material respects, with 
the requirements governing [list requirements tested] that are applicable 
to each of its major federal financial assistance programs for the year 
ended June 30, 19X1. 

[Last paragraph of the report is the same as the sixth paragraph of the 
report illustrated in paragraph 81.] 

[Signature] 

[Date] 

Compliance Auditing—Specific Requirements—Nonmajor Programs 

87. T h e Single Audit Act and O M B Circular A-128 require that 
"[t]ransactions selected from [f]ederal assistance programs, other than 
major [f]ederal assistance programs, . . . shall be tested for compliance 
with [f]ederal laws and regulations that apply to such transactions." This 
requirement recognizes that, in connection with the audit of the financial 
statements or the consideration of the internal control structure over 
federal financial assistance programs, the auditor may have selected for 
testing transactions from federal financial assistance programs other than 
major programs. I f the auditor has selected such transactions, they should 
be tested for compliance with the requirements that apply to the 
individual transactions. 3 6 

88. Generally, the requirements for which compliance should be 
tested relate to the allowability of the program expenditure and the 
eligibility of the individuals or groups to which the entity provides federal 
financial assistance. F o r example, i f in the audit o f the financial 
statements an auditor examines a payroll transaction that was charged to 



46 Statement on Auditing Standards 

a nonmajor program, the auditor should determine whether the position 
could reasonably b e c h a r g e d to that program and w h e t h e r the 
individuals salary was correctly charged to that program. 

89. The basic elements of the auditor's report on compliance with 
requirements applicable to nonmajor federal financial assistance 
program transactions include— 

a. I f applicable, a statement that the auditor has audited the financial 
statements and a reference to the auditor's report on the financial 
statements including a description of any departure from the 
standard report. 

b. A statement identifying the requirements tested. 
c. A statement that the procedures for testing compliance with the 

specific requirements applicable to nonmajor federal financial 
assistance programs are required by O M B Circular A-128. 

d. A statement that these procedures were performed in connection 
with an audit of the financial statements and with the consideration 
of the internal control structure over federal financial assistance 
programs, as required by O M B Circular A-128. 

e. A statement that the auditor's procedures were substantially less in 
scope than an audit and a disclaimer of an opinion on compliance 
with the requirements identified. 

f. A statement of positive assurance that, with respect to the items 
tested, the results of those procedures disclosed no material instances 
of noncompliance with the specific requirements identified. 3 7 

g. A statement of negative assurance that, with respect to items not 
tested, nothing came to the auditor's attention that caused him or her 
to believe that the entity had not complied, in all material respects, 
with the specific requirements identified. 3 8 

h. A summary of all instances of noncompliance noted and identifica­
tion of amounts questioned or reference to a separate schedule of 
findings and questioned costs. 

i. A statement that the report is intended for the information of the 
audit committee, management, and specified legislative or regulatory 

3 7 For purposes of reporting on compliance with requirements applicable to nonmajor 
federal financial assistance programs, the auditor should consider material 
noncompliance to be the same as "material instances of noncompliance," which is 
defined in paragraph 27 of this Statement. 

3 8 See footnote 11. 
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bodies, but that this is not intended to limit the distribution of the 
report, if it is a matter of public record. 

j . The manual or printed signature of the auditors firm. 
k. The date of the auditors report. 

90. Following is an illustrative report on the results of the tests of 
compliance with the requirements applicable to nonmajor federal 
financial assistance program transactions. (When the auditor issues a 
report on compliance for major federal financial assistance programs, 
these reports may be combined.) 

We have audited the financial statements of [name of entity] as of and 
for the year ended June 30, 19X1, and have issued our report thereon 
dated August 15, 19X1. 

In connection with our audit of the financial statements of [name of 
entity] and with our consideration of [name of entity]'s control structure 
used to administer federal financial assistance programs, as required by 
Office of Management and Budget Circular A-128, "Audits of State and 
Local Governments," we selected certain transactions applicable to 
certain nonmajor federal financial assistance programs for the year 
ended June 30, 19X1. As required by Circular A-128, we have per­
formed auditing procedures to test compliance with the requirements 
governing [list requirements tested] that are applicable to those transac­
tions. Our procedures were substantially less in scope than an audit, the 
objective of which is the expression of an opinion on [name of entity]'s 
compliance with these requirements. Accordingly, we do not express 
such an opinion. 

With respect to the items tested, the results of those procedures disclosed 
no material instances of noncompliance with the requirements listed 
in the preceding paragraph. With respect to items not tested, nothing 
came to our attention that caused us to believe that [name of entity] 
had not complied, in all material respects, with those requirements. 
However, the results of our procedures disclosed immaterial instances of 
noncompliance with those requirements, which are described in the 
accompanying schedule of findings and questioned costs.3 9 

This report is intended for the information of the audit committee, man­
agement, and [specify legislative or regulatory body]. However, this 
report is a matter of public record and its distribution is not limited.40 

[Signature] 

[Date] 

39 If there are no instances of noncompliance, this sentence should be omitted. 
4 0 See footnote 13. 
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Written Representations From Management 

91. The auditor should obtain written representations from manage­
ment as part of an audit conducted in accordance with the Single Audit 
Act of 1984 and O M B Circular A-128. The following are specific written 
representations ordinarily obtained by the auditor: 

a. Management has identified in the schedule of federal financial 
assistance all assistance provided by federal agencies in the form of 
grants, contracts, loans, loan guarantees, property, cooperative 
agreements, interest subsidies, insurance, or direct appropriations. 

b. Management has identified the requirements governing political 
activity, the Davis -Bacon Act, civil rights, cash management , 
relocation assistance and real property management, federal financial 
reports, allowable costs/cost principles, drug-free workplace, and 
administrative requirements over federal financial assistance. 

c. Management has identified the requirements governing types of 
services allowed or disallowed; eligibility; matching, level of effort, or 
earmarking; reporting; [include any special provisions]; claims for 
advances and reimbursements; and amounts claimed or used for 
matching that are applicable to its major federal financial assistance 
programs, which are identified in the schedule of federal financial 
assistance. 

d. Management has complied with reporting requirements in connec­
tion with federal financial assistance. 

e. Information presented in federal financial reports and claims for 
advances and reimbursements is supported by the books and records 
from which the basic financial statements have been prepared. 

f. Amounts claimed or used for matching were determined in accor­
dance with O M B Circular A-87, "Cost Principles for State and Local 
G o v e r n m e n t s , " and t h e O M B ' s " U n i f o r m Adminis t ra t ive 
Requirements for Grants and Cooperative Agreements to State and 
Local Governments." 

g. Management has monitored subrecipients to determine that the sub-
recipients expend financial assistance in accordance with applicable 
laws and regulations and have met the requirements o f O M B 
Circular A-128 or O M B Circular A-133, whichever is applicable. 

h. Management has taken appropriate corrective action on a timely 
basis after receipt of a subrecipients auditors report that identifies 
noncompliance with federal laws and regulations. 
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i. Management has considered the results of subrecipients' audits and 
made any necessary adjustments to the entity's own books and 
records. 

j . Management has identified and disclosed to the auditor all amounts 
questioned and known noncompliance with requirements that could 
have a material e f fec t on a major federal financial assistance 
program. 

92. Management's refusal to furnish written representations consti­
tutes a limitation on the scope o f the audit sufficient to require a 
qualified opinion or disclaimer of opinion on compliance with the spe­
cific requirements. 4 1 Further, the auditor should consider the effects of 
management's refusal on his or her ability to rely on other management 
representations. 

Responsibilities Under OMB Circular A-133 

93. O M B Circular A-133, "Audits of Institutions of Higher Education 
and Other Nonprofit Institutions," prescribes audit requirements for 
institutions of higher education and other nonprofit institutions receiving 
federal awards (either directly or indirectly). Circular A-133 states that 
nonprofit institutions receiving $100,000 or more per year in federal 
awards are to have an audit performed in accordance with Circular 
A-133. (The definition of federal award is broader than the definition of 

federal financial assistance. See footnote 9.) Nonprofit institutions 
receiving $ 1 0 0 , 0 0 0 or more but receiving awards under only one 
program have the option of having an audit performed in accordance 
with the provisions of Circular A-133 or having an audit made of the one 
program. Nonprofit institutions that receive at least $25,000 but less than 
$100,000 per year in federal awards have the option of having an audit 
performed in accordance with Circular A-133 or of having an audit made 
of each federal award. Nonprofit institutions receiving less than $25,000 
per year in federal awards are exempt from federal audit requirements, 
but records are to be available for review by appropriate officials of the 
federal grantor agency or subgranting entity. 

4 1 See paragraph 84 of this Statement for an illustration of the auditor's report on com­
pliance with specific requirements when the auditor concludes that management's 
refusal to provide written representations is cause for a disclaimer of opinion. 



50 Statement on Auditing Standards 

94. The auditor is to test and report on matters pertaining t o — 
a. Compliance with laws and regulations that may have a direct and 

material effect on the entity's financial statement amounts. 
b. Compliance with the general requirements applicable to the federal 

award programs. 
c. Compliance with specific requirements that may have a direct and 

material effect on each major program, as defined in O M B Circular 
A-133. O M B Circular A-133 defines a major program as one in 
which federal expenditures total the larger of 3 percent of total 
federal funds e x p e n d e d or $ 1 0 0 , 0 0 0 . E a c h of the fol lowing 
categories of federal awards constitutes a major program: research 
and development; student financial aid; individual awards not in the 
student aid or research-and-development category. (Under the 
Single Audit Act and O M B Circular A-128, a major program is 
defined as one in which federal expenditures total the larger of 3 
percent of total federal expenditures or $300,000.) 

d. Compliance with certain laws and regulations applicable to nonmajor 
federal financial assistance programs. 

95. These reports are similar to those required by the Single Audit Act 
and O M B Circular A-128; therefore, the guidance in paragraphs 43 
through 92 of this Statement is also generally applicable to audits in 
accordance with O M B Circular A-133. Among the other audit reports 
required by O M B Circular A-133 are reports on the financial statements, 
on the supplementary schedule of federal awards, and on the internal 
control structure policies and procedures relevant to federal awards. 
However, O M B Circular A-133, unlike O M B Circular A-128, does not 
require the auditor to include a description of immaterial noncompliance 
in the audit reports. However, immaterial noncompliance is required to 
be reported in a separate written communication to the institution, 
which management is required to submit to the appropriate federal 
grantor agencies or subgrantor sources. 

Other Compliance Auditing Responsibilities 

Program-Specific Audits 

96. Under certain circumstances, the Single Audit Act and O M B 
Circular A-128 and O M B Circular A-133 permit certain recipients of 
federal financial assistance to have a "program-specific" audit. Entities 
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not covered by the Single Audit Act or O M B Circular A-133 may also 
engage an auditor to conduct a program-specific audit in accordance 
with a federal audit guide (such as the U.S. Department of Educations 
Student Financial Aid Audit Guide or the U.S. Department of Housing 
and Urban Developments Consolidated Audit Guide for Audits of HUD 
Programs) or in accordance with an agreement from the grantor agency. 
When engaged to conduct a program-specific audit, the auditor should 
obtain an understanding of the audit requirements for that particular 
program from the agreement with the grantor agency, from an audit 
guide published by the grantor agency, or through contact with the 
grantor agency. 

97. The testing and reporting responsibilities of an engagement to 
c o n d u c t a p r o g r a m - s p e c i f i c audit will vary d e p e n d i n g on t h e 
requirements of the grantor agency. Those responsibilities may differ 
from those addressed in this Statement. The guidance provided in this 
Statement should be applied to these engagements as it is applicable to 
the specific program. 

State and Local Laws and Regulations 

98. An auditor may also be engaged to test and report on compliance 
with state and local laws and regulations other than those discussed in 
the preceding paragraphs of this Statement. 

99. In such cases, auditors should consider performing the following 
procedures: 
a. Inquire o f management about additional compliance auditing 

requirements applicable to the entity. 
b. Inquire of the office of the state or local auditor or other appropriate 

audit oversight organization about audit requirements applicable to 
the entity. 

c. Review information about governmental audit requirements 
available from state societies of CPAs or associations of governments. 

Effective Date 

100. T h e provisions of this Statement are effective for audits of 
financial statements and of compliance with laws and regulations for 
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Transitional Guidance 

101. The auditor should be aware that the O M B issued a revised 
Compliance Supplement for State and Local Governments in September 
1990 that requires that the general requirements "be included as part of 
every audit of State, local, and Tribal government that involves federal 
financial assistance whether or not the government has a major pro­
gram." Although this Statement, which provides guidance on the revised 
requirements, is not effective immediately, the revised requirements are 
already effective. To meet the new requirements, the auditor should con­
sider early application of the guidance in paragraphs 47 and 49 of this 
Statement. Furthermore, auditors should be aware that existing federal 
requirements , such as O M B Circular A-133 and the Compliance 
Supplement for Audits of Institutions of Higher Learning and Other 
Non-Profit Institutions, may have effective dates that precede the effec­
tive date of this Statement. 

fiscal periods ending after June 15, 1992. Early application of this 
Statement is encouraged. 
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Appendix A 

Audit and Reporting Requirements Under the Single Audit Act and 
OMB Circular A-128, or Under OMB Circular A-133 

The following table shows procedures performed and reports issued in an 
audit in accordance with the Single Audit Act of 1984 and OMB Circular 
A-128, or in accordance with OMB Circular A-133. The table refers to guid­
ance on procedures or reports that differ from those ordinarily performed or 
issued in an audit conducted in accordance with generally accepted auditing 
standards. Additional guidance may be found in the AICPA Audit and 
Accounting Guide Audits of State and Local Governmental Units and related 
AICPA statements of position. The AICPA plans to issue a statement of posi­
tion that would provide guidance on OMB Circular A-133 requirements. 

2. 

4. 

Procedures Performed 
1. Audit of the financial statements 

in accordance with generally 
accepted auditing standards 

Audit of the financial statements 
in accordance with Government 
Auditing Standards 

Obtain an understanding of the 
internal control structure over 
federal financial assistance, assess 
control risk, and perform tests of 
controls 
Testing of compliance with general 
requirements applicable to federal 
financial assistance programs and 
audit of compliance with specific 
requirements applicable to major 
federal financial assistance pro­
grams as defined by the Single 
Audit Act or OMB Circular A-133 

Report Issued 
Opinion on the financial 
statements 
Report on supplementary schedule 
of federal financial assistance 
Report on compliance with laws and 
regulations that may have a material 
effect on the financial statements 
Report on internal control 
structure-related matters based 
solely on an assessment of control 
risk performed as part of the audit 
of the financial statements 
Report on internal controls over 
federal financial assistance 

Report on compliance with general 
requirements applicable to federal 
financial assistance programs 
Opinion on compliance with 
specific requirements applicable to 
each major federal financial 
assistance program 
Schedule of findings and 
questioned costs 
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Report Issued 
• Report on compliance with laws and 

regulations applicable to nonmajor 
federal financial assistance program 
transactions tested 

• Schedule of findings and 
questioned costs 

Procedures Performed 
5. Testing of compliance with laws 

and regulations applicable to non-
major federal financial assistance 
program transactions selected for 
testing in connection with 
procedure 1 or 3 
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Appendix B 

Examples of Effects of Certain Laws and Regulations on a 

Governmental Entity's Financial Statements 

1. Following are some of the types of laws and regulations that may have a 
direct and material effect on the determination of amounts in a governmental 
entity's financial statements. These types of laws and regulations may be 
relevant to an entity whether or not it is legally required to prepare financial 
statements in accordance with generally accepted accounting principles. 
a. Reporting entity—For those entities required by law or regulation to 

prepare financial statements in accordance with generally accepted 
accounting principles, section 2100 of the GASB Codification establishes 
criteria for determining the organizations, functions, and activities of 
government that should be included in the general purpose financial 
statements of a governmental entity. These criteria include manifestation of 
oversight responsibility, accountability for fiscal matters, scope of public 
services, and special financing relationships. In applying these criteria to 
define the reporting entity, management should consider applicable laws 
and regulations. 

b. Establishment of funds—Section 1300 of the GASB Codification establishes 
the principles of fund accounting. It notes that— 

Various types of legal provisions require establishment of funds. At the state 
level, funds may be created pursuant to constitutional provisions or statutes 
enacted by the legislative body. A local government's funds may be 
established by state constitutional provisions or statutes, or by local charters, 
ordinances, and governing body orders. 

For example, a state constitution may require that proceeds of a state 
gasoline tax be accounted for in a special revenue fund. 

c. Budgetary reporting—An appropriated budget is the expenditure authority 
created by appropriation bills or ordinances that are signed into law and the 
related estimated revenues. Section 2400 of the GASB Codification 
requires that the general purpose financial statements present an 
aggregation of the appropriated budgets, as amended, compared to actual 
results of operations. 

d. Matching requirements—A grantor may require grantees to contribute their 
own resources toward carrying out the activity funded with a grant. A grant 
is a contribution of cash or other assets from another government to be 
used or expended for a specified purpose, activity, or facility. Section 
G60.109 of the GASB Codification states that if such matching 
requirements exist, revenue recognition depends on compliance with those 
requirements. 
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e. Restrictions on expenditures—The purposes for which the proceeds of 
certain governmental revenues may be expended are restricted by law. For 
example, a state constitution may require that proceeds of a state gasoline 
tax be expended only for maintenance of highways. Similarly, legislation 
enacting a housing grant program may require governmental entities 
receiving the grant to distribute the proceeds only to families meeting 
certain eligibility tests. Restrictions on expenditures do not necessarily 
require establishment of a special revenue fund. Section 1300.107 of the 
GASB Codification notes that "resources restricted to expenditure for 
purposes normally financed from the general fund may be accounted for 
through the general fund provided that applicable legal requirements can 
be appropriately satisfied, and use of special revenue funds is not required 
unless they are legally mandated." 

f. Taxing and debt limitations—Certain governmental entities may be subject 
to laws and regulations that place limits on local government taxing 
authority, place ceiling limitations and other issuance criteria on debt, or 
place limits on the use of debt proceeds. 

g. General requirements—Certain of the general requirements identified in 
the OMB's Compliance Supplements may have a direct and material effect 
on the determination of financial statement amounts in certain 
circumstances. For example, indirect costs may not have been properly 
allocated to federal programs. Such an action would be a violation of OMB 
Circular No. A-87, "Cost Principles for State and Local Governments," 
referred to in the allowable costs/cost principles general requirement, and 
would have a direct effect on the determination of cost-related amounts in 
the entity's financial statements. 

2. The GASB Codification also includes requirements to disclose violations 
of certain laws and regulations. Section 2300.104 of the GASB Codification 
states: "Notes to the financial statements essential to fair presentation at the 
GPFS [general purpose financial statements] level include . . . [m]aterial 
violations of finance-related legal and contractual provisions." The auditor's 
consideration of the adequacy of such disclosure includes an evaluation of the 
governmental entity's compliance with laws and regulations that could have a 
direct and material effect on the determination of financial statement 
amounts. The following are examples of violations of those laws and 
regulations that a governmental entity may be required to disclose: 

a. Failure to establish funds required by law 
b. Expenditures in excess of a legally appropriated budget 
c. Expenditure of the proceeds of a grant without satisfying matching 

requirements 
d. Expenditure of the proceeds of a tax in violation of legal restrictions on use 

of those proceeds 
e. Issuance of debt in excess of ceiling limitations imposed by law 
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3. In section 150.161 and .162, the GASB Codification specifically requires 
governmental entities to disclose the types of investments they are legally 
authorized to make and any violations of legal or contractual provisions for 
deposits and investments. When these disclosures have been made by man­
agement, the auditor should also evaluate a governmental entity's compliance 
with legal provisions for deposits and investments. The auditors responsibility 
to evaluate compliance with these legal provisions arises since the disclosures 
are specifically required by generally accepted accounting principles, not 
because the legal provisions have a direct and material effect on the determi­
nation of financial statement amounts. 
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Glossary 

Award. Defined by OMB Circular A-133 as financial assistance and federal 
cost-type contracts used to buy services or goods for the use of the federal 
government. It does not include procurement contracts to vendors under grants 
or contracts used to buy goods or services. 

Catalog of Federal Domestic Assistance. A government-wide summary of 
federal programs, services, and activities administered by the departments and 
establishments of the federal government that provide assistance and benefits to 
the U.S. public. 

Common Rule. Issued by federal agencies to implement OMB Circular A-102, 
"Uniform Requirements for Grants to State and Local Governments." 
Establishes uniform administrative rules for federal grants and cooperative 
agreements and subawards to state, local, and Indian Tribal governments. The 
rules, which apply to grants awarded on or after October 1, 1988, are organized 
according to the major steps in the grants process: pre-award, post-award, and 
after-the-grant. 

Compliance Supplements. Published by the OMB to specify the general and 
specific program compliance requirements and suggested audit procedures for 
federal programs. There are two compliance supplements: the supplement to 
OMB Circular A-128, Compliance Supplement for Single Audits of State and 
Local Governments (revised September 1990), and the supplement to OMB 
Circular A-133, Compliance Supplement for Audits of Institutions of Higher 
Learning and Other Non-Profit Institutions. 

Disallowed cost. Defined by the Inspector General Act Amendments of 1988 
as a questioned cost that management, in a management decision, has sustained 
or agreed should not be charged to the government. 

Earmarking. Laws and regulations specific to a program that specify the nature 
of projects that organizations may fund with financial assistance received from 
the government. 

GAO. The United States General Accounting Office, the main purposes of 
which are (1) to assist Congress in carrying out legislative and oversight 
responsibilities; (2) to carry out legal, accounting, auditing, and claims 
settlement functions with respect to federal government programs; and (3) to 
make recommendations for providing more efficient and effective government 
operations. 

General requirements. Specified in the Compliance Supplements as "those 
requirements that involve significant national policy and of which failure to 
comply could have a material impact on an organizations financial statements." 
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Accordingly, tests for compliance with those requirements "should be included 
as a part of every audit of state, local, and Tribal governments that involves 
federal financial assistance." Those requirements pertain to the following 
matters: 
a. Political activity prohibits the use of federal funds for partisan political 

activity. 
b. Davis-Bacon Act requires that laborers working on federally financed 

construction contracts be paid a wage established by the Secretary of Labor. 
c. Civil rights prohibits violation of anyone's civil rights in a program funded 

by the federal government. 
d. Cash management requires recipients of federal assistance to minimize the 

time lapsed between receipt and disbursement of that assistance. 
e. Relocation assistance and real property acquisition prescribes how real 

property should be acquired with federal financial assistance and how 
recipients must help relocate people displaced when that property is 
acquired. 

f. Federal financial reports prescribes federal financial reports that must be 
filed. 

g. Allowable costs/cost principles require that costs charged to programs 
comply with federal cost principles. 

h. Drug-Free Workplace Act requires recipients to certify that they will 
provide a drug-free workplace. 

i. Administrative requirements require compliance with the applicable 
administrative requirements in the common agency regulations. 

Government Auditing Standards. Issued by the Comptroller General of the 
United States as the Standards for Audit of Governmental Organizations, 
Programs, Activities, and Functions (1988 revision), this document contains 
audit standards that must be followed for audits of federal organizations, 
programs, activities, functions, and funds received by contractors, nonprofit 
organizations, and other external organizations. The document is also 
recommended for audits of state and local government organizations, programs, 
activities, and functions. 

Level of effort. Laws and regulations specific to a program that require an 
organization that receives financial assistance from the government to maintain 
a specified level of participation through the contribution of the organization's 
resources. 

Major federal award program. Defined by OMB Circular A-133 as an 
individual award or group of awards in a category of federal assistance or 
support for which total expenditures are the larger of 3 percent of total federal 
funds expended or $100,000. Each of the following categories of federal awards 
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shall constitute a major program, in which total expenditures are the larger of 3 
percent of total federal funds expended or $100,000: 
a. Research and development 
b. Student financial aid 
c. Individual awards not in the student aid or research-and-development 

category 
Major federal financial assistance program. Defined by the Single Audit 
Act as any federal financial assistance program for which total expenditures of 
that assistance during the applicable program year exceed— 
a. $20 million, when expenditures for all programs exceed $7 billion. 
b. $19 million, when expenditures for all programs exceed $6 billion but are 

less than or equal to $7 billion. 
c. $16 million, when expenditures for all programs exceed $5 billion but are 

less than or equal to $6 billion. 
d. $13 million, when expenditures for all programs exceed $4 billion but are 

less than or equal to $5 billion. 
e. $10 million, when expenditures for all programs exceed $3 billion but are 

less than or equal to $4 billion. 
f. $7 million, when expenditures for all programs exceed $2 billion but are less 

than or equal to $3 billion. 
g. $4 million, when expenditures for all programs exceed $1 billion but are less 

than or equal to $2 billion. 
h. $3 million, when expenditures for all programs exceed $100 million but are 

less than or equal to $1 billion. 
i. The larger of $300,000 or 3 percent of total expenditures for all programs, 

when expenditures for all programs exceed $100,000 but are less than or 
equal to $100 million. 

Noncompliance. The failure to act in accordance with the laws, regulations, 
and contractual terms governing financial assistance that an entity received 
from a governmental agency. 

Nonmajor federal financial assistance program. All federal financial 
assistance programs that do not meet the specified criteria of a major program. 

OMB. The United States Office of Management and Budget. 

OMB Circular A-21. "Cost Principles for Educational Institutions," issued by 
the OMB to provide that federal assistance programs provided to educational 
institutions bear their fair share of costs by defining costs that are allowable and 
unallowable for that assistance. 

OMB Circular A-87. "Cost Principles for State and Local Governments," 
issued by the OMB to provide that federal assistance programs provided to state 
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and local governments and Indian Tribal governments bear their fair share of 
costs by defining costs that are allowable and unallowable for that assistance. 

OMB Circular A-102. "Uniform Requirements for Grants to State and Local 
Governments," issued by the OMB to provide a uniform approach for 
administration of federal assistance programs. 

OMB Circular A-110. "Uniform Requirements for Grants to Universities, 
Hospitals, and Other Nonprofit Organizations," issued by the OMB to establish 
standards (such as insurance requirements, record retention requirements, and 
banking requirements) for obtaining consistency and uniformity among federal 
agencies in the administration of grants to and agreements with public and 
private institutions of higher education, public and private hospitals, and other 
quasi-public and private nonprofit organizations. Does not apply to grants, 
contracts, and other agreements between the federal government and units of 
state and local governments. 

OMB Circular A-122. "Cost Principles for Nonprofit Organizations," issued by 
the OMB to provide that federal assistance programs provided to nonprofit 
organizations bear their fair share of costs by defining costs that are allowable 
and unallowable for that assistance. This circular does not apply t o — 
a. Colleges and universities. 
b. State, local, and Indian Tribal governments. 
c. Hospitals. 

OMB Circular A-128. "Audits of State and Local Governments," issued by the 
OMB to facilitate the implementation of the Single Audit Act of 1984, 
establishes specific audit requirements for state and local governments that 
receive federal financial assistance and defines federal responsibilities for 
implementing and monitoring those requirements. 

OMB Circular A-133. "Audits of Institutions of Higher Education and Other 
Nonprofit Institutions," issued by the OMB to establish audit requirements for 
institutions of higher education and other nonprofit institutions receiving federal 
awards and to define federal responsibilities for implementing and monitoring 
those requirements. 

Primary recipient. The entity receiving governmental financial assistance 
directly from the governmental program creating and providing the financial 
assistance. 

Questioned cost. Defined in the Inspector General Act Amendments of 1988 
as (1) an alleged violation of a provision of a law, regulation, contract, grant, 
cooperative agreement, or other agreement or document governing the 
expenditure of funds; (2) a finding that, at the time of the audit, such cost is not 
supported by adequate documentation; or (3) a finding that the expenditure of 
funds for the intended purpose is unnecessary or unreasonable. 
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Single Audit Act of 1984. The United States federal statute (Public Law 98-
502) that establishes uniform requirements for audits of federal financial 
assistance provided to state and local governments. These requirements focus 
on a single coordinated audit of the aggregate federal financial assistance 
provided to a government, with special emphasis on defined major federal 
financial assistance programs. The requirements include— 
a. An audit of the general purpose financial statements. 
b. Additional tests for compliance with applicable laws and regulations related 

to federal assistance programs received. 
c. Reviews of internal control systems for federal financial assistance received. 

Specific requirements. Defined in the Compliance Supplements as those 
requirements that pertain to the following categories: 
a. Types of services allowed or unallowed 
b. Eligibility 
c. Matching, level of effort, or earmarking 
d. Reporting 
e. Special tests and provisions 
In addition to these five requirements, the auditor should consider the 
requirements listed in paragraph 59 of this Statement when reporting on 
compliance with specific requirements. 

Subrecipient. An entity receiving governmental financial assistance when that 
assistance is initially received by another entity that distributes the assistance for 
the government program that created and provided the assistance. 



Compliance Auditing 63 

This Statement entitled Compliance Auditing Applicable to Governmental 
Entities and Other Recipients of Governmental Financial Assistance was 
adopted unanimously by the seventeen members of the board. 

Auditing Standards Board (1991) 

DONALD L . NEEBES, Chairman 
WALTER R. BOGAN 
WILLIAM A. BROADUS 
JACOB J. COHEN 
TIMOTHY E. DURBIN 
STUART H. HARDEN 
MURRAY B . HIRSCH 
GARY L . HOLSTRUM 
GARY A. HOTCHKISS 
RICHARD A. JONES 
A.V LAROCCA 
GEORGE A. LEWIS 

D . EDWARD MARTIN 
EDWARD E . NUSBAUM 
DON M . PALLAIS 
MORTON B . SOLOMON 
JOHN B . SULLIVAN 

DAN M . GUY 
Vice President, Auditing 

DOUGLAS P. SAUTER 
Director, Auditing Standards 

Note: Statements on Auditing Standards are issued by the Auditing Standards Board, 
the senior technical body of the Institute designated to issue pronouncements on 
auditing matters. Rule 202 of the Institute's Code of Professional Conduct requires 
compliance with these standards. 
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