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Directors Preface

The extent of the federal government’s involvement in the financial 
affairs of the nation has become so great that today nearly every indi
vidual is affected by the federal government’s revenue producing 
and expenditure policies. Until now, however, no single publication 
has been devoted to describing and explaining the financial policies 
and practices followed by the federal government. In fact, other 
publications have attempted only to describe these policies and prac
tices as variations of the traditional accounting practices followed 
by state and local governmental units. Now, information on how the 
federal government accounts for and audits congressional appropri
ations and related expenditures has been distilled into a single 
volume. Previously, such information could be obtained only by 
reference to the myriad federal statutes, policy statements, and the 
procedures and practices of numerous federal agencies.

This publication, authored by Cornelius E. Tierney, CPA, and 
Robert D. Hoffman, CPA, is based on their years of personal experi
ence as federal auditors, accountants, systems analysts, and financial 
managers.

Mr. Tierney is a partner in the firm of Arthur Young & Co. He 
began his career with the U.S. General Accounting Office and later 
served as the Manager of Internal Audit and as Director of Financial 
Management for the Office of Economic Opportunity. Prior to enter
ing public accounting he was the Assistant Director for Accounting 
at the Civil Aeronautics Board.

Mr. Hoffman is presently the Director of Corporate Audits for the 
Federal Deposit Insurance Corporation. Prior to this he held posi
tions with the Army Audit Agency and the National Aeronautics 
and Space Administration and headed his own public accounting 
firm. In addition, he has been a partner with a national public ac
counting firm where he was responsible for financial consulting 
operations and audit clientele.

In attempting to make this study as readable as possible, the au
thors have refrained from including footnote references to various 
sources of information. However, these sources are listed in the bib
liography.



As with any work of this nature, the resulting product is the cul
mination of the efforts and contributions of many individuals; thus, 
to mention all those who have made significant contributions would 
be impossible. However, the authors wish to thank all of those in 
the federal government and the accounting profession whose assis
tance has made this publication possible.

Thomas R. Hanley, Director
Federal Government Division
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Introduction

For many years, there has existed a common body of knowledge of 
federal financial requirements, procedures, and practices. However, 
this knowledge was not in one reference work, but in countless stat
utes, policy statements, procedures, and practices that were expressed 
or mandated by individual federal agencies, the four central finan
cial agencies of the government, and Congress. On occasion, no for
mal promulgations were made; an operating practice was merely 
adopted.

Until recently, the publication of such information would have 
had little purpose since few people outside the federal financial 
management community would have been interested. During the 
last decade, however, the government’s role and involvement has 
extended to all sectors of American society—business, state and 
local governments, even the individual and his family. In the process, 
the public accounting profession, perhaps more than any other 
profession, has been increasingly involved. Many firms and many 
individual practitioners have been retained to assist in the estab
lishment of government agency systems and procedures and to per
form audits of grantees, contractors, and other recipients of federal 
funds.

This study combines in a single reference source information on 
how the government budgets, accounts for, and audits federal 
monies. For the practicing accountant, this will provide a broader 
background and better perspective for advising clients who do 
business with the government. This information will aid in as
sessing the reasons for a particular agency’s actions or its requests 
for information from a recipient of funds.

While the study has been limited to federal promulgations, many 
government sources have been tapped. Congressional statutes have 
been the basis for many of the financial, accounting, and reporting 
requirements imposed by federal agencies. Additionally, the central 
financial agencies (Office of Management and Budget, Treasury De
partment, General Accounting Office, and, more recently, General 
Services Administration) have specified what is required of an agency 
financial function, when certain financial activities must be per
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formed, and what must be reported. Each agency also is responsible 
for the design, development, and implementation of the system and 
controls that will insure compliance with congressional and central 
agency requirements.

As indicated throughout, this study is the result of its authors’ 
reviews of central agency issuances, statutory requirements having 
financial implications, and examinations and personal knowledge 
of written systems and procedures. The materials in these pages have 
been grouped, as chapters, into the subject areas briefly summarized 
below.

Federal Financial Management Responsibility for financial man
agement in the federal government is interwoven among all organi
zational segments. However, the focus of responsibility rests with 
four central financial agencies and their respective responsibilities to 
the executive, legislative, and judicial branches. These four agencies 
jointly exercise their authority over other agencies of government 
with a high degree of cooperation and communication.

Each of the four agencies has separate and distinct duties. The 
Office of Management and Budget focuses on planning and budget
ing. The General Accounting Office is concerned with the prescrip
tion and promulgation of financial management and accounting mat
ters and the review of agency financial systems and practices. The 
Treasury Department is responsible for the fiscal aspects of govern
ment, particularly the disbursement function and the maintenance 
of central accounts. The General Services Administration provides 
guidance to executive branch agencies for the development of finan
cial systems and policies.

Organization of Agency Financial Management Functions Each 
agency has to develop an organizational structure that will meet the 
requirements it is chartered to fulfill. This is why there is no typical 
or standardized organizational structure for all agencies, small or 
large.

Nevertheless, smaller agencies tend to have a financial management 
structure that encompasses functions such as control over program 
commitments and obligations. In larger agencies and departments 
such control is somewhat decentralized.

The Federal Budget Understanding the federal budget is basic 
to understanding how a federal agency receives and spends the funds 
appropriated by Congress and how the funds ultimately become 
available to states, local governments, grantees, contractors, bor
rowers, and others. For the most part, no funds are spent until ap
proval has been obtained from Congress through the budgetary 
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process. In the federal government, budgeting is a continuing process. 
A single cycle begins some 16 months before the fiscal year com
mences and ends, from the agency’s standpoint, some two years after 
the appropriation expires. In all, many years of accounting, report
ing, and auditing are involved for each cycle.

Overview of Federal Accounting System Federal accounting dif
fers markedly from commercial accounting. The accounting cycle 
includes actions of Congress, the central agencies, specific agencies, 
and the program centers of the specific agencies.

This chapter focuses on types of funds, accounting systems used 
for fund accounting, object classifications, and other accounting struc
tures required for agency accounting.

Accounting for Federal Agency Funds This chapter provides an 
understanding of the terminology used in the full federal accounting 
cycle and the methods of recording, accounting for, and reporting 
information relative to appropriations.

Federal Contracts The dollar volume of contracts for supplies 
and services makes contracts a significant vehicle by which the gov
ernment disburses funds. The amount of money and the number of 
contracts issued create an audit and accountability need that can be 
met by few agency audit staffs. To supplement these staff resources, 
the agencies have turned to the public accounting profession to con
duct preaward pricing reviews, audits of costs incurred, and closeout 
examinations of contractor activities. Knowledge of the federal con
tracting process, its controls and restrictions, and the manner in 
which the agency accounts for contracts throughout the life of the 
instrument will help the public accountant to comprehend the sys
tem, provide more informed consultation to clients, and accept op
portunities to audit government contracts.

This chapter outlines the process by which contracts are issued 
and the several organizations within an agency that are required to 
participate in the award and monitoring activities. Pertinent por
tions of the federal procurement regulations are discussed, includ
ing types of contracts, contract cost principles, and allowable and 
unallowable costs. The federal agency’s internal accounting process 
is also presented, along with the interrelationship of the contractor’s 
reporting and the agency’s system.

Federal Grants Grants-in-aid represent one vehicle by which the 
government, under a variety of programs, annually disburses billions 
of dollars to industry, nonprofit and educational organizations, state 
and local governments, and individuals. In recent years, the auditing 
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of grant programs has been a primary area in which the government 
has turned to the public accounting profession for assistance. Firms 
have provided such services as financial management technical assis
tance, preaward surveys, systems reviews, compliance audits, finan
cial statement audits, and grant closeout examinations.

This chapter outlines the needs of the agency and the importance 
of full and timely reporting by grantees. It shows the interrelation
ships between the records of the grantee and the accounting being 
done within the federal agency in discharging its responsibility to 
Congress, discusses the responsibilities of federal grantors, outlines 
the records and controls of grant-in-aid programs, and defines gen
erally allowable and unallowable costs, including matching share 
considerations.

Audits of Federal Funds All operations, activities, and functions 
of federal agencies must be subjected to audit, either by federal 
auditors or by other audit organizations. Historically, the internal 
activities of an agency were audited by federal audit staffs: the ex
ternal activities, such as contractors, grantees, and borrowers, may 
have been audited by other organizations such as state and local gov
ernment auditors and by public accountants.

During the 1960s, federal agencies used the public accounting 
profession extensively for external audits of grantees and contractors. 
In the 1970s, agencies have used the profession to make internal 
audits of the agencies themselves.

This chapter outlines the agencies responsible for auditing in the 
government and the interrelationships of the various audits of fed
eral monies. Also discussed are the types and standards of audit and 
the manner in which the typical agency audit is conducted.
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1 Federal Financial 
Management

By law, congressional direction, and presidential delegation, the re
sponsibilities for prescribing federal financial policy, defining and 
promulgating accounting, fiscal, and reporting requirements to all 
federal agencies, and providing specific guidance in the planning, 
budgeting, and auditing of federal programs and activities have his
torically centered in three agencies, often referred to as the central 
financial agencies: the Treasury Department, the General Account
ing Office, and the Office of Management and Budget.

Additionally, the Civil Service Commission, with its responsibil
ities for maintaining the quality of the federal civil service and train
ing, has increasingly participated in activities relating to the develop
ment of financial management and the design of formal training pro
grams. In July 1973 the General Services Administration was as
signed a broader role in developing and promulgating federal finan
cial management policy.

With the support of these agencies, the ongoing efforts to improve 
the government’s financial management are coordinated under the 
Joint Financial Management Improvement Program, and the results 
are published annually.

However, it is the responsibility of each federal agency to develop 
its own systems of financial management, including accounting, in
formation, control, and auditing. The latitude and criteria for these 
systems are set forth in the various regulations and issuances of the 
five agencies mentioned earlier.

As shown in Exhibit 1-1, page 6, the development of the federal 
financial management function is the coordinated responsibility of 
five central agencies that directly influence the financial, fiscal, and
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Exhibit 1-1

COORDINATION FOR FINANCIAL MANAGEMENT 
IN THE FEDERAL GOVERNMENT

Legislative Branch

*General 
Accounting 

Office

Accounting 
and Auditing 

principles, 
standards, and 

procedures 

Executive Branch

* Office of 
Management 
and Budget

Budget and 
Management 

assistance, 
guidance, 
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*Treasury
Department

Cash, fiscal 
program 
funding 
policy, 
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* Civil
Service 

Commission

Personnel 
hiring and 
training in 
financial 

management 
functions

♦General 
Services 

Administration

Governmentwide 
policy for pro

curement, property, 
ADP systems and 

management, 
supplies, services

Federal Departments and Agencies

• Adequate systems of accounts 
and controls, including

• Accounting
• Management information
• Internal controls
• Procurement
• Property
• Audit

♦Heads of these agencies serve as principals of the Joint 
Financial Management Improvement Program
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audit activities of federal agencies and are also the principal members 
of the Joint Financial Management Improvement Program: the Gen
eral Accounting Office, the Office of Management and Budget, the 
Treasury Department, the Civil Service Commission, and the Gen
eral Services Administration.

General Accounting Office

The General Accounting Office (GAO) has a direct influence on 
the full spectrum of financial management in the federal govern
ment. This central agency provides accounting and auditing guid
ance to all agencies and makes independent reviews and audits of 
the manner in which the federal departments and agencies disburse 
and apply the funds appropriated by the Congress.

This agency was established by the Budget and Accounting Act of 
1921 as an agency independent of the executive branch. As an addi
tional assurance of independence, the comptroller general and the 
deputy comptroller general of the United States are appointed by 
the President with the advice and consent of the Senate. Both officers 
serve for 15 years, subject to removal only by a joint resolution of 
the Congress for specific causes or impeachment.

Several additional laws form the basis for the broad range of re
view, evaluation, adjudication, and reporting responsibilities of the 
General Accounting Office. Three principal responsibilities directly 
affect the many federal agencies and their contract and grant pro
grams.

1. Recommending ways and means for improving financial man
agement, prescribing accounting principles and standards, and 
assisting agencies in improving financial management systems.

2. Auditing or reviewing agency financial and management sys
tems, the efficiency of management use of resources, and the 
effectiveness of agency programs in achieving the objectives of 
the Congress.

3. Assisting the Congress and its committees by conducting special 
audits, surveys, and investigations of governmental programs 
and providing financial and technical advice on matters con
sidered to be within the competence of the General Accounting 
Office.

Additionally, the comptroller general renders legal opinions and 
provides legal advice to the agencies of government. When requested, 
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or at its discretion, the General Accounting Office must determine 
the legality or propriety of payments of public funds that have been 
made in accordance with federal agency certifications. On request, 
the comptroller general provides advance decisions on the legality 
of proposed or actual contract or grant awards. Any bidder may ask 
for a ruling on the legality of an actual or proposed award that ad
versely affects him. These decisions are not binding on the Congress 
or the courts, but they are legally binding on executive agencies.

Another GAO responsibility is to settle claims and collect debts on 
behalf of the United States, whether they involve individuals, busi
ness entities, or foreign, state, and municipal governments as claim
ants or debtors. The agency must settle claims against the United 
States as required by law or where doubt of legal entitlement exists; 
and it must settle claims by the United States if there are questions 
about the amount or propriety of the debt or the liability of the 
debtor, or if the administrative agency has not been able to collect 
the debt. Settlement of these claims by GAO is binding on executive 
branch agencies.

Much of the policy and procedural guidance of the General Ac
counting Office is available to the general public and provides a de
tailed description of the requirements relating to the accounting 
and auditing activities of federal departments and agencies. In addi
tion, the General Accounting Office has published information of 
considerable value relating to contracts and grants issued by fed
eral departments and agencies. Illustrative of the GAO guidance are 
the following:

• The GAO Policy and Procedures Manual for Guidance of Fed
eral Agencies sets forth the fiscal, accounting, auditing, and 
financial management requirements to be adhered to by all fed
eral departments and agencies.

• The Decisions of the Comptroller General of the United States 
sets forth the official GAO position with respect to specific finan
cial and legal transactions affecting the government.

• The Standards for Audit of Governmental Organizations, Pro
grams, Activities & Functions and several documents related to 
grants set forth the requirements and suggestions to improve 
the character and quality of auditing and evaluating federally

 assisted programs.
• The Government Contract Principles and other documents re

lated to government contracts set forth the general policy and 
procedures by which federal departments and agencies contract 
for services and supplies.
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• The various reports of GAO audits, surveys, and investigations 
of government activities set forth the GAO position with respect 
to the activities examined and recommendations for corrective 
action, where deemed necessary.

This information is available from the General Accounting Office 
or the Government Printing Office in Washington, D.C.

Office of Management and Budget

The Office of Management and Budget (OMB) was established in the 
Executive Office of the President pursuant to Reorganization Plan 2 
of 1970. By Executive Order 11541 of July 1, 1970, functions trans
ferred to the President of the United States by Part I of the reorga
nization plan were delegated to the director of the Office of Manage
ment and Budget.

Under this plan, OMB was created by renaming the Bureau of 
the Budget. A key function of the new office continued to be assist
ing the President in the preparation of the federal budget and over
seeing its execution, but greater emphasis was placed on manage
ment and fiscal analysis.

Some OMB responsibilities affect the financial management func
tion of federal agencies—for example, assisting the President in pre
paring the budget and formulating the fiscal program; supervising 
and controlling the administration of the budget; conducting re
search and promoting development of improved plans of administra
tive management and providing advice for agency organization and 
practices; considering, clearing, and, where necessary, preparing pro
posed executive orders and proclamations; planning and promoting 
the development, improvement, and coordination of federal and 
other statistical services; planning and developing information sys
tems to provide program performance data; and planning, conduct
ing, and promoting evaluation efforts to assess agency program ob
jectives, performance, and efficiency.

As will be described in later chapters, the Office of Management 
and Budget exerts considerable influence on the activities of a fed
eral agency through procedures for apportionment of funds and the 
exercise of its budget review responsibilities. All executive agencies 
must have advance OMB approval to obligate and spend funds. This 
is done by having the Office of Management and Budget approve an 
apportionment of an agency’s appropriated funds before the agency 
incurs any obligation.
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The Office of Management and Budget makes known its policy 
and procedural requirements in the form of bulletins and circulars, 
which are generally issued directly to the federal departments and 
agencies and relate to specific subjects of interest to the government. 
Included in these publications is guidance relating to department 
and agency accounting, budgeting, and financial management as well 
as to grants and contracts.

Treasury Department

The oldest of the central agencies, the Treasury Department, was 
organized in 1789. Although its roles and responsibilities have 
changed and increased significantly since then, the Treasury Depart
ment continues to exercise control over the fiscal and financial man
agement practices of federal agencies because of its duty to control 
and obtain an accounting for funds disbursed by the government.

Today, the Department of the Treasury acts as the financial pol
icy adviser to the President, the financial and fiscal agent of the gov
ernment, an important law enforcement and security organization, 
and an overseer of other financial and monetary activities. The fol
lowing illustrates the functions that most directly affect the financial 
management activities of a federal agency.

• Formulating and recommending domestic and international fi
nancial policy; formulating and recommending tax policy; par
ticipating in the formulation of broad fiscal policies that have 
general significance for the economy; and managing the public 
debt.

• Performing several functions of fiscal service operations, includ
ing accounting for public monies; issuing and processing fed
eral checks; issuing and promoting the sale of savings bonds 
and other securities; collecting tax revenues and customs duties; 
supervising national banks; and manufacturing coins, currency, 
and postage stamps.

• Maintaining the government’s uniform central accounts for dis
bursing monies for most civilian agencies, and designating fed
eral depositories for receiving, holding, and paying out public 
funds.

The policies and procedures relating to the fiscal and accounting 
requirements are made known to the many federal departments and 
agencies by a series of Treasury notices and circulars issued on spe
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cific subjects to each of the governmental organizations. In addition, 
more permanent or continuing guidance is formalized in the Depart
ment of the Treasury’s Fiscal Requirements Manual for the Guid
ance of Departments and Agencies.

Civil Service Commission

In addition to its policy responsibilities related to the recruitment, 
classification, and payment of civilian federal personnel, the Civil 
Service Commission exercises considerable responsibility in the area 
of training and maintaining the quality and competence of civil ser
vice employees. This is particularly true with respect to financial and 
administrative management. Many continual programs provide train
ing in federal accounting, budgeting, planning, grants management, 
and contracts.

General Services Administration

The General Services Administration (GSA), created by the Federal 
Property and Administrative Services Act of 1949, is the most recent 
member of the Joint Financial Management Improvement Program. 
It became a member in 1973, when, in addition to its responsibilities 
for buildings, property, vehicles, and records, it was delegated several 
former OMB functions: financial management systems development, 
procurement, contracting, property management, and automatic data 
processing management.

Through its circulars and other directives, the General Services 
Administration is increasingly active in prescribing financial man
agement policy and procedures for federal agencies.

Joint Financial Management
Improvement Program

The Joint Financial Management Improvement Program was 
launched in 1948 as a cooperative effort of all federal agencies under 
the original leadership of three central agencies—the General Ac
counting Office, the Treasury Department, and the Office of Manage
ment and Budget—with the purpose of updating and modernizing 
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financial management practices and systems throughout the govern
ment, including budgeting, accounting, reporting, and auditing 
systems.

More recently, two additional agencies have joined the central 
agency leadership. The Civil Service Commission was invited to par
ticipate because of problems in the recruitment, classification, and 
training of financial management personnel. The General Services 
Administration joined when it assumed responsibility for govern
mentwide financial management functions which were reassigned 
from OMB under Executive Order 11717.

The heads of the five central agencies, who constitute the princi
pals of the program, meet periodically to review progress, plans, and 
problems. Each principal has designated one high-ranking official to 
serve on the executive council, which gives policy guidance to the 
program; one representative to serve on the steering committee, 
which is responsible for the general direction of the program, for 
providing advice and assistance to individual agencies, and for under
taking projects that generally have governmentwide implications; 
and one representative to serve as liaison for his agency. The liaison 
representative is a point of contact in his agency on joint program 
matters and helps the steering committee in dealing with problems 
related to individual agencies.

The following are some of the more significant joint program ob
jectives in improving financial systems.

• Strengthening agency organization.
• Establishing responsibility-oriented accounting systems on an ac

crual basis to serve fund and cost control needs.
• Integrating the planning, programming, and budgeting prac

tices with accounts to support budgets and cost-based appropri
ation requests.

• Developing and using responsibility-centered cost-based budgets 
and financial reports.

• Simplifying agency appropriation and allotment structures.
• Using consistent classifications for more effective coordination 

of agency financial practices.
• Establishing suitable internal controls, including internal audits.
• Integrating agency accounting and reporting to satisfy require

ments of the budget process, management needs, and the central 
accounting and reporting of the Treasury Department.

• Developing accurate and useful govemmentwide reports on fis
cal status, results of operations, and cost of agency performance.
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• Educating personnel in the effective utilization of management 
tools to achieve more efficient operations.

The results and accomplishments of this coordinated effort are 
published annually to the Congress and made available to the public.

Agency Responsibilities for
Financial Management
By law, it is the responsibility of each department and agency 
to develop an adequate system of financial management, including 
planning, budgeting, accounting, property control, and internal 
control. The statutory requirements have been supplemented by nu
merous regulations and promulgations issued by the central finan
cial agencies in the execution of their own legal responsibilities.

Budget and Accounting Act of 1921

The Budget and Accounting Act of 1921, as amended, makes the 
head of each federal department and agency responsible for, and 
required to comply in, four areas of financial management.

1. Preparing requests for regular, supplemental, or deficiency ap
propriations and submitting such requests to the Office of Man
agement and Budget.

2. Using cost-based budgets for purposes of administration and 
operation and for the subdivision of appropriations.

3. Taking action to achieve consistency in accounting and budget 
classifications, synchronization between these classifications and 
organizational structures, and budget justification by informa
tion on performance and program costs for each organizational 
unit.

4. Furnishing to the comptroller general information regarding the 
powers, duties, activities, organizations, financial transactions, 
and methods of business as he may require from time to time.

Section 113 of the act specifically requires the head of each execu
tive agency to establish and maintain systems of accounting and in
ternal control designed to provide full disclosure of the financial 
results of the agency’s activities; adequate financial information for 
the agency’s management; effective control over and accountability 
for all funds, property, and other assets for which the agency is re
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sponsible, including appropriate internal audit; and reliable account
ing results to serve as the basis for preparation and support of the 
agency’s budget requests. Additionally, the head of each agency is 
responsible for controlling the execution of its budget, for pro
viding financial information required by the Office of Management 
and Budget, and for suitable integration of the accounting of the 
agency with the Treasury Department in connection with the cen
tral accounting and reporting responsibilities imposed on the Secre
tary of the Treasury.

A later amendment to the act states that the head of each execu
tive agency

. . . shall, in accordance with principles and standards prescribed 
by the Comptroller General, cause the accounts of such agency to 
be maintained on an accrual basis to show the resources, liabilities, 
and costs of operations of such agency with a view of facilitating 
the preparation of cost-based budgets. . . . The accounting system 
. . . shall include adequate monetary property accounting records 
as an integral part of the system.

Other Legislative Requirements

In addition to the above-mentioned governmentwide requirements, 
the authorization and appropriation laws of the individual executive 
departments and agencies contain provisions relating specifically to 
the management of their financial affairs. Some of the provisions, for 
example, relate to expenditure limitations, ceilings on the rate of 
obligations, financial reporting, average or unit costs of operating 
various programs, auditing requirements, and special evaluations. 
Each of these requirements must be considered when the agency de
signs or modifies its systems of accounting and internal controls.

Implementation by Federal Departments and Agencies

To meet their responsibility to establish and maintain an adequate 
system of financial management, federal organizations must design 
systems that will provide fiscal and accounting information for plan
ning, budgeting, monitoring, and controlling funds appropriated 
by the Congress. These systems must concurrently meet all the cen
tral agency criteria and provide for full accounting on all funds 
transferred or disbursed to other agencies, contractors, and grantees. 
The financial management system of a department or agency will 
consist of such subsystems as these.

• Accounting, including the recording, summarizing, and report
ing of all fiscal transactions of the agency by such formats as 
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type of appropriation, programs, organizations, and object clas
sifications of expenses.

• Management information, including the statistical and other 
data evidencing the activity level or accomplishments of the 
organization.

• Budgeting, including the annual preparation, monitoring, and 
controlling of funds requested from and appropriated by the 
Congress.

• Procurement, including the method of contracting for, receiv
ing, and paying for supplies and services required by the orga
nization to perform its mission.

• Grants management, including the method of awarding, mon
itoring, and controlling the services rendered or programs oper
ated by recipients of grant funds.

• Property, including records to account for the receipt, inventory, 
and disposal of property in possession of the organization, other 
government agencies, contractors, and grantees.

• Internal controls and audits, including the procedures for mon
itoring, reviewing, and otherwise safeguarding the organization’s 
funds and assets.

As is evident from this listing, the responsibilities for financial 
management of a governmental department or agency extend to 
contractors, grantees, and other organizations with which a financial 
relationship exists. To discharge these responsibilities, departments 
and agencies issue policies and procedures to the various recipients 
of federal funds. Noncompliance with these policies and procedures 
could result in the severance of relations with the governmental 
organization. In the case of contractors and grantees, many depart
ments and agencies prescribe the accounting systems, internal con
trols, and audits that must exist as a condition to receiving federal 
funds.

Of necessity, the specific requirements vary with the individual de
partment or agency. Familiarization with the regulations of each 
of the agreements under which a contractor or grantee receives 
funds is extremely important.
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Organization of Agency
Financial Management
Functions

Financial management in a federal agency, for the purposes of this 
chapter, encompasses planning and program review, budgeting, 
financial systems, accounting, and financial reporting. The auditing 
function is covered in a later chapter.

Financial Management Structure

All federal agencies must perform essentially the same financial man
agement function, but their organizational structure will vary accord
ing to departmental requirements. Each agency may establish its own 
structure to handle its financial management requirements; there is 
no standardized structure for federal agencies. However, two distinct 
structures appear frequently in the large cabinet-level departments 
and in smaller agencies or offices within a larger department.

A distinguishing characteristic of the larger federal departments or 
agencies is that the planning, programming, and evaluation functions 
are generally independent of the financial or accounting functions. 
This has been characteristic since 1965, with the introduction of the 
planning, programming, and budgeting systems (PPBS) throughout 
the government. In these departments, the PPBS role was normally 
exercised by a staff organization or office reporting directly to the de
partment head. In smaller agencies or offices, financial management 
normally includes overall administrative responsibility, accounting, 
and other financial functions within the same organization structure. 
Since financial management structures do vary, it is suggested that 
reference be made to the United States Government Manual, which 
is updated annually and is available through the Government Print
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ing Office. The manual summarizes organizational structures and 
other information concerning federal departments and agencies.

Responsibilities of Financial 
Management Personnel

However the agency is structured, federal financial managers must 
insure prudent, economical, efficient, and effective performance. To 
plan, monitor, and report on such performance, the managers are ex
pected to make full use of sophisticated analytic techniques, respon
sive program information systems, and integrated financial systems.

Financial management must be in strict conformity with pre
scribed principles, standards, and procedures in order that the 
agency can fully account for the public funds with which it is en
trusted. All aspects of financial management, including accounting, 
planning, programming, and budgeting, are expected to comply 
fully with the promulgations of the Office of Management and Bud
get, the Treasury Department, the General Accounting Office, the 
General Services Administration, and the intent and purposes au
thorized by Congress.

Retention of Qualified Staff

Competent people are essential to any successful organization; the 
need is no less in the federal financial management function. Expe
rienced personnel with a sound background in accounting, the fed
eral budget and fiscal process, as well as management and economics 
are a prerequisite to the fulfillment of any agency’s financial man
agement function. Once these financial personnel are employed, an 
agency must install a program of professional development through 
regular refresher courses and supportive formal training to increase 
the contribution of the personnel to the agency.

Adviser to Management

To fulfill its highest purpose the financial management should pro
vide timely advice and consultation on available alternatives and 
monitor the implementation of management decisions. To perform 
this dual role, federal financial managers must be knowledgeable of 
the program decisions that are made by management, the problems 
management faces, the feasible alternatives, and the data required 
for complete statistical and financial accounting of program activities.
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In the capacity of adviser, the financial managers perform an 
invaluable service by anticipating the informational needs of man
agement and providing plans of action, reporting mechanisms, and 
statements of accountability. By performing such a role, they can help 
the agency to steer clear of pitfalls and avoid cumbersome financial 
and reporting arrangements that would result from a less orderly 
and anticipatory approach.

Continual Evaluation of Data

Statistical or financial program data, which form the basic build
ing blocks of information, are generated by all organizations of an 
agency. While all organizations must cooperate to maintain the data 
systems, the primary responsibility in the federal agency for the re
sultant records and reports usually lies with the financial manager. 
This means that the financial manager monitors the completeness 
and accuracy of the information being recorded in the statistical and 
financial systems. Up to a point, this can be accomplished through 
the regular analysis of reported data. However, on-site audits and 
inspection are often the only way to find out how the reporting in
structions are being interpreted and implemented.

Federal Financial Management
Organizations

There is a similarity between the financial management function in 
a small federal agency and the operating administration or program 
offices of a large department or agency. At small agencies and at low
er organizational levels in large departments, financial management 
has fewer specialties. In the small agency, this function is usually the 
responsibility of the administrative office headed by an assistant direc
tor for administration or a comptroller.

In the large organization financial management may require the 
close coordination of the staff and organizations of at least two offices 
within the office of the secretary, such as the office of a deputy under
secretary and an assistant secretary for administration (and possibly 
others). Other agencies might split the function between an assistant 
director for research, planning, and evaluation, an assistant director 
for budgets, and an assistant director for administration. The titles 
of the organizations sharing financial management responsibilities 
can vary; where the financial management is split between two offices, 
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usually planning and budgeting is separated from accounting and 
reporting.

Administrative and Financial Management Functions

Centralization of several functions into single organizations and 
more limited reliance on specialties are the pattern in smaller agen
cies. This should not be construed to mean that the responsibilities 
are in any way diminished. In fact, the financial management per
sonnel of small agencies must be more conversant with the full range 
of the agency’s financial responsibilities.

The general financial and administrative functions of federal orga
nizations include planning and program review, budget and finance, 
personnel, financial systems, investigations and security, installation 
and logistics function, and auditing.

Planning and Program Review To accomplish its organizational 
mission and fulfill its assigned responsibilities, an office of planning 
and program review could develop and manage a cyclical program 
planning and evaluation system for a department in coordination 
with other secretarial offices, which may be responsive to the secretary 
and undersecretary, OMB, the White House, and Congress. In con
sonance with departmental policy, the office may assist in the devel
opment and identification of departmental program goals and ob
jectives and may recommend program priorities among those goals 
in the development of the department’s budget, programs, and legis
lative proposals.

It is the task of planning and review to identify and define major 
planning and program issues and possible alternatives, as well as to 
help assure their orderly and timely resolution. Further, this func
tion might coordinate and help analyze the comprehensive program 
plans of the operating administrations, check their relationship to 
departmental or national goals, and help identify areas where such 
plans are inconsistent, incomplete, or overlapping.

Other planning and program review functions might include 
evaluating ongoing departmental programs periodically to assess re
sults and effectiveness related to stated objectives or conducting 
short-term responsive analyses of program matters or issues that arise 
daily. Analytical studies of total program costs (including federal 
budget costs as well as costs to the economy and society) versus total 
benefits will be made, including studies of cost-effectiveness, cost
benefit, and cost constraints and will assist in analyzing and deter
mining the cost, benefits, and effects of program modifications that 
would result from the adoption of new policies or legislative pro
posals.
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Budget and Finance Financial management in a small agency or 
program office generally combines budget and finance, which could 
be assigned to the director of a budget and finance division who 
would report to the agency’s assistant or associate director for ad
ministration. This division director might bear the title of con
troller.

The extent to which such a division performs any or all budget 
and finance responsibilities depends on several personnel and orga
nizational factors. In some organizations, the level of experience, 
academic background, and technical competence is such that the 
director not only performs budget and finance functions but is also 
expected to play a key role in presenting the agency’s budget to 
OMB and before Congress.

Further, there are instances where an agency’s budget and finance 
division director is entrusted with all its planning, budgeting, and 
financial management. In other agencies the organizational struc
ture of the budget and finance division is limited, particularly in the 
larger and more decentralized agencies.

In many federal agencies, the financial function is performed 
almost entirely within a budget and finance division or similar or
ganization, whose primary focus is on stewardship and accountabil
ity. This division must provide competent and timely guidance and 
technical support to insure that the funds appropriated by Congress 
or received from other sources are controlled, accounted for, and 
reported in accordance with the appropriate regulations.

The data retrieved by a budget and finance division in its steward
ship and accounting role also must be usable for decision making 
by the agency’s planning functions and program offices. Addition
ally, the director of a budget and finance division normally can be 
expected to assume certain externally imposed responsibilities as an 
accountable officer, acting as an agent of the Treasury Department 
and having primary and personal responsibility for certifying to the 
authenticity of the agency’s scheduled disbursements, its year-end 
obligations, and the designation of agency imprest and petty cash 
fund cashiers.

The following are several responsibilities that a federal agency 
could require the budget and finance functions to meet.

• Develop, administer, and monitor the agency’s accounting sys
tem to conform to accounting practices, principles, and stand
ards established by the comptroller general and provide the 
accounting information required for effective program plan
ning and budgeting, revolving fund management, contracts 
and grants-in-aid administration, cost budgeting, program eval
uation, and decision making.
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• Provide professional leadership and technical direction for ac
counting systems and financial management programs.

• Represent the agency in conferences and negotiations with other 
federal agencies and other groups concerning the agency’s ac
counting and financial management programs.

• Determine methods and procedures under which accounting 
(including cost and asset accounting for property, inventories, 
and other resources), vouchering, payroll, and disbursing are 
to be carried out.

• Furnish employee compensation services and perform voucher 
examinations of, and make certifications for, payment of em
ployees’ travel claims and claims for goods and services rendered 
to the agency.

• Develop and conduct a continuing evaluation of the financial 
management practices of, and provide technical advice and as
sistance to, the agency’s program managers.

• Exercise leadership in the cooperative development and im
provement of state and local government financial manage
ment and provide staff assistance to these officials and other 
professional groups with objectives and interests that coincide 
with or are supportive of agency goals and objectives in finan
cial management improvement.

• Plan and conduct programs to provide agency management at 
all levels with up-to-date information on the status of apportion
ments and allocations of program funds, with interpretations 
and evaluations of program progress and pertinent data needed 
in the planning, execution, administration, and control of 
agency funds.

• Insure compliance with applicable congressional, Treasury, and 
OMB reporting requirements.

• Maintain continuing surveillance of imprest fund operations 
through periodic counts and examinations of practices, docu
ments, and procedures.

• Certify, as accountable officer, to the transactions scheduled 
for disbursement and the periodic statement of obligations of 
the agency.

Organizational Considerations Budget and finance may be orga
nizationally within the same division or office, but most agencies 
assign different people to the two functions.

Generally, the budget function is the smaller of the two offices in 
total staff and more specialized in its support services. Budget per
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sonnel are primarily concerned with compiling, presenting, defend
ing, and executing the agency’s budget or financial plan. Budgeting 
is an ongoing process, and at any one time, budget personnel are 
concerned with the events of at least three program years. Usually 
an agency’s budget function is structured along program lines, per
mitting a degree of specialization that has the advantage of letting 
budget staffs acquire more in-depth knowledge of the agency’s ac
tivities than would be possible with a more general organization.

The finance function encompasses several fiscal specialties. Its 
structuring must provide for internal control to insure that all 
finance, accounting, and related operations are carried out with ac
curacy, efficiency, and economy and that the agency’s operations are 
within the limits of applicable laws and regulations as well as agency 
policies and directives. The finance function should be designed to 
provide for assurances that assets are safeguarded against waste, loss, 
or improper use, that revenues are collected and accounted for, and 
that financial reports are accurate and reliable.

The division of the following financial activities is not uniform 
throughout the government, although they must be performed by 
all agencies, large and small. The accounting section is responsible 
for maintenance of the general ledger accounts and subsidiary rec
ords; financial analyses of program accomplishments as related to 
expenditures, costs, and obligations; and preparation of all financial 
reports required inside as well as outside the agency. The fiscal sec
tion reviews and approves all proposed disbursements for legality 
and propriety of payment; it schedules all disbursements for trans
mittal to the Department of the Treasury for check preparation; 
and it maintains a payroll system to process pay, leave, and benefits 
as well as retirement records.

Personnel Function The primary mission of an office of person
nel and training is to provide leadership and professional guidance 
of sufficient depth and scope to assure the continued attraction, re
tention, motivation, training, and development of managerial and 
employee talent capable of meeting departmental responsibilities.

To accomplish its organizational mission and fulfill its responsi
bilities, a personnel office must provide personnel and training lead
ership; serve as the principal adviser for the development and co
ordination of policies, standards, and guidelines for full personnel 
management and training programs; administer an executive person
nel program; plan and conduct research in the several areas of train
ing and personnel management; plan and conduct departmentwide 
manpower planning programs; plan and develop policies and design 
programs to implement and maintain a system for the evaluation of 
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personnel management and training; and plan and develop policies 
and programs for labor relations and employee relations and services.

A personnel office must also plan and develop wage and salary 
administration policies within the limits of statutory and regulatory 
authority; plan and develop policies and direct position manage
ment programs; and plan and develop policy, programs, and proce
dures to promote equal employment opportunity in the department’s 
personnel.

Financial Systems The financial systems section might formulate 
financial policy for control over and reporting of funds, property, 
and personnel utilization; it could design, develop, implement, and 
monitor an integrated financial system that meets statutory as well 
as program requirements; and it maintains liaison with OMB, the 
Treasury, and the GAO on all systems and other matters having re
porting and financial implications.

To accomplish its responsibilities, the financial systems function 
often performs the following:

• Develop and administer a departmental organization system, in
cluding concepts, plans, standards, documentation, and control 
governing organizational structure, assignment of responsibility, 
delegation of authority, and operational relationships.

• Develop and administer an accounting system that not only con
forms to the accounting practices, principles, and standards es
tablished by the comptroller general but also provide compre
hensive accounting information which may include program 
planning and budgeting, revolving fund management, grants-in- 
aid administration, cost budgeting, program evaluation, and 
decision making.

• Guide in developing and providing overall leadership in admin
istering a comprehensive internal departmental data handling 
system covering the financial ADP requirements, resources, and 
applications.

Investigations and Security In any federal department or agency, 
the investigations and security function insures that the investiga
tions and security programs are responsive to departmental or agency 
needs, applicable laws, executive orders, and federal regulations.

Fulfilling its mission and responsibility could entail ascertaining 
the need for formulating and recommending policies, plans, and 
programs for all aspects of investigations and security; developing and 
recommending policy and guidelines for the prevention, detection, 
and investigation of actual or suspected violations of law or regu
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lations; and developing and recommending policies, standards, and 
procedures for the protection of facilities, installations, equipment, 
records, and property.

Installation and Logistics The installation and logistics function 
generally includes procurement, facilities, properties, and grants 
management policies, practices, and systems. It is often organized 
by three general areas of responsibilities.

Procurement management encompasses policy and systems de
velopment, professional assistance and guidance, development of 
compliance standards, and evaluation of such activities as contract
ing, contract compliance, grant management and compliance, pur
chasing, small business policies, and interagency agreements.

Facilities management covers comprehensive planning and pro
gramming for facilities as well as development of policies governing 
the acquisition, design, construction, maintenance, utilization, and 
disposal of facilities.

Property management includes policy and systems development, 
assistance and guidance, development of compliance standards, and 
evaluation of such areas as supply systems, personal property man
agement, inventory management and control, shipping and traffic 
management (including household effects), transportation, equip
ment management, vehicle management, disposal activities, and so 
forth.

Auditing Generally, the audit function is charged with provid
ing services to insure that resources are protected and utilized within 
the department or agency and by its grantees and contractors in a 
manner that conforms with all applicable laws, regulations, and 
directives as well as prudent management.

In the discharge of assigned responsibilities, the audit function 
will develop and implement a program of audit services and ad
minister audit policies and standards; represent the organization in 
audit matters with other federal agencies, local government, and 
industrial, educational, and professional groups; examine documents 
and certifications of vouchers prior to payment to insure compliance 
with laws, regulations, agreements, purchase orders, or other author
izations and insure that all administrative determinations and con
ditions have been met.
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The Federal Budget

An understanding of the budget is basic to a comprehension of how 
the government spends the funds appropriated by the Congress of 
the United States and how the funds ultimately become available to 
states, local governments, grantees, and contractors.

With few exceptions, any outlay by a federal agency must have 
the prior approval of Congress through the budgetary process.

The Federal Budget Defined
In a technical context the federal budget may be defined as the sum
mary totals of appropriations, receipts, expenditures (excluding net 
lending), expenditure accounts surplus or deficit, gross and net 
lending, total expenditures, and total budget surplus or deficit.

In a nontechnical sense, the budget is the spending plan on which 
the President bases his annual message to the people and to Congress. 
If approved by the Congress, the budget historically took effect the 
following July 1 in the form of appropriations. With the passage of 
the Congressional Budget and Impoundment Control Act of 1974, 
the federal fiscal year was changed. Beginning with 1976, the fiscal 
year extends from October 1 to September 30.

Format of the Budget

Both the format and the content of the federal budget have been 
modified and changed over the years. The budget is the volume 
containing the budget message of the President and the summary in
formation being presented to the Congress. However, in its broadest 
sense the federal budget is a group of five documents.

1. The U.S. Budget in Brief is a pamphlet containing a concise 
presentation that is less technical than other budget documents.
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2. Special Analyses, Budget of the United States Government 
contains special analyses designed to highlight specific programs 
and other significant presentations of the federal budget data.

3. The Budget of the United States Government is a compact 
volume containing the President’s budget message and summary 
information on budgetary recommendations. This volume con
tains the facts and figures most widely used in and out of the 
government.

4. The Budget of the United States Government—Appendix is 
the text of the appropriation estimates proposed by the Pres
ident for each federal agency and program; specific supporting 
information on various appropriations and funds; and supple
mentary schedules required by past legislation.

5. The Budget of the United States Government—District of 
Columbia consists of estimates for the support of the municipal 
government of the District of Columbia.

As indicated, these documents describe the federal budget in vary
ing detail. All are available annually from the Government Printing 
Office and are valuable sources of background information on federal 
programs. Specifically, these documents contain, on an agency-by- 
agency basis, such details as a summary description of all programs 
to be operated during the budget year, the level of funding that is 
available from past years, the number and grade level of agency 
staffing, and dollars of proposed cost (and actual costs in the case of 
past years) of the agency programs analyzed by types of expenditures.

Before 1969, the budget of primary concern to the public and to 
federal personnel was the one known as the administrative budget. It 
was this budget that represented the President’s proposed programs 
and funding levels. At that time confusion abounded, since there 
were three forms of budget presentations: the administrative budget, 
the consolidated budget, and the national income and product ac
counts budget. A unified budget was adopted as a result of the 
recommendations of the President’s Commission on Budget Con
cepts.

The Unified Budget

In 1967 the President’s Commission on Budget Concepts published 
its report, containing many recommendations that were imple
mented in later years. The commission called for a single unified, 
comprehensive budget showing the whole financial plan in a single 
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statement, since the emphasis was generally on whether the budget 
had a surplus or a deficit; and the way in which any deficit would be 
financed was presented in a separate table removed from the pro
posed receipt and expenditure transactions.

Other recommendations proposed were to give more prominence 
to the actions being requested of the Congress in any one year, since 
only part of the budget requires Congressional action in each fiscal 
year; to include all programs of the government and its agencies in 
the comprehensive budget, with the exception of government-spon
sored but privately owned enterprises; to divide the budget totals 
between loan accounts and receipt-expenditure accounts, since the 
identification of the surplus or deficit of the receipt-expenditure 
accounts is significant for fiscal planning and for assessing the eco
nomic impact of the budget; to continue to reflect the federal in
surance or guarantee of private loans outside of the budget, since 
these guarantees represent neither expenditures nor borrowings; 
and to explicitly present the method of financing the budget deficit 
or disposing of the surplus.

The commission further recommended that the deduction of re
ceipts from gross expenditures should be based on the nature of the 
transaction rather than the nature of the fund; receipts other than 
taxes which were enterprise- or market-oriented should be offset to 
related expenditures; loan accounts should offset principal repay
ments and sales against loan disbursements.

The commission took a stand against a capital budget that would 
provide separate financing of capital or investment expenditures as 
distinguished from current or operating expenditures; and it recom
mended that the accrual basis of accounting eventually be adopted 
for reporting budget expenditures and receipts in lieu of the checks- 
issued and the collections-received basis of accounting. This last 
recommendation has never been implemented.

The unified budget, implemented in fiscal year 1969, combined 
the receipts and outlays for federal and trust funds. The federal 
funds are derived mainly from taxes and borrowing; trust funds are 
collected and used as specified by the Congress, for example as in the 
payment of social security and unemployment insurance benefits. 
Thus the unified budget measures the totality of the government’s 
transactions.

The federal or government-owned funds are made up of four 
types.

General funds are credited with receipts or borrowings not ear
marked by law and are charged with the payments or expenditures 
from such receipts.

29



Special funds contain federal receipts earmarked for specific pur
poses, other than carrying out a cycle of an agency’s operations. For 
example, the Federal Highway Trust Fund’s receipts are generated 
by gasoline sales to the public; these receipts may be used only for 
the purposes specified by law, such as highway construction.

Public enterprise funds or revolving funds are used to finance a 
cycle of operations in which the outlays of goods or services generate 
receipts primarily from the public. The Tennessee Valley Authority 
is a case in point; it wholesales power to 160 local municipal and 
cooperative electrical systems serving 2 million customers in seven 
states.

Intragovernmental revolving and management funds facilitate the 
financing of agency operations within and between government 
agencies, when one agency produces goods or renders services to 
other agencies under a reimbursable agreement. For example, the 
General Services Administration manages more than 10,000 build
ings that are federally owned or leased and is responsible for oper
ations, maintenance, repair, improvements, safety, and so on.

The unified budget covers all agencies and programs administered 
by the government, regardless of the type of funding. Mixed-owner
ship (government-private) and nonstock government corporations 
are included as trust revolving funds. The quasi-government cor
porations, such as the Federal Home Loan banks, and the board of 
governors of the Federal Reserve System are excluded from the 
budget totals since these type of organizations are self-sustaining 
and presented as annexed budgets to the unified budget.

A distinction is maintained in the unified budget to show the 
differing impact of an expenditure and a loan. Federal expenditures 
add directly to the income of the recipient and are an outflow of 
cash from the government for which repayment is seldom anticipat
ed. In contrast, when the government grants a loan, it expects the 
borrower to repay; and the government treats the loan as an asset or 
a receivable until it is paid in full or the indebtedness is forgiven.

The Budget Process
When dealing with programs financed by federal funds, it is soon 
evident that there is more than one budget year to consider. The 
budget cycle for a federal agency starts at least 16 months before 
the fiscal year to which it is applicable. During a fiscal year the 
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agency will be concerned with the budgets for at least three fiscal 
years. It is still accounting for the budgets of the current and the 
last two completed fiscal years.

In recent years the accounting profession has become increasingly 
involved in the final phase of the budget cycle, helping to review 
and audit grantees, contractors, and government agencies them
selves, in an attempt to assess how well a budget has been executed.

In practice, we talk about the budget cycle, although “process” is 
probably more descriptive of the various phases of the federal budget. 
The budget cycle is a continuous process with four identifiable 
phases: (1) preparation and submission of the budget by the exec
utive branch, (2) congressional authorization and appropriation re
views, (3) implementation and monitoring of the congressionally 
approved budget, and (4) review and audit of the manner in which 
the budgeted resources were applied or expended.

While each budget phase is discernible, there is no sharp line of 
demarcation between one phase and the next. Historically, the be
ginning of the fiscal year marked the end of the first two phases for 
most agencies and the beginning of the budget execution phase. 
In recent years, however, congressional authorization and appropri
ation has been extended so far into the new fiscal year that it is no 
longer unusual for federal agencies to not know the current year’s 
appropriation until eight or nine months of the fiscal year have 
passed.

In the face of such an emergency, some kind of legislation must 
be enacted to permit the government to operate. This legislation, 
which must be passed by both houses of Congress, is referred to as 
continuing resolutions. These resolutions are temporary funding au
thorizations or vehicles to maintain an agency’s expenditures at the 
level of the preceding fiscal year.

The general rule is that, under a continuing resolution, an agency 
cannot exceed the prior year’s spending rate. However, if only the 
House has passed the agency’s appropriation bill, the spending rate 
must be maintained at the lower of the last year’s rate or the House’s 
appropriation. If both the Senate and the House have passed appro
priation bills, the spending rate must not exceed the lower of the 
rates in the two bills. Should an agency’s appropriation not become 
law before a continuing resolution expires, Congress must pass an
other resolution. If it should fail to do so, any agency that con
tinues to obligate funds would be violating the Constitution as well 
as assorted laws prohibiting the obligation of funds before they have 
been appropriated by the Congress.
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Phases of the Budget Cycle

There is no period in the year when an agency is free of budget ac
tivity. The phases of a budget cycle are important to all financial 
personnel, since it is the budget to which the Congress will react in 
the form of an appropriation, and it is the appropriation that be
comes the fund that must be obligated, spent, and reported on by 
the agency.

Budget Preparation Phase

The President’s transmittal of his budget proposals to the Congress 
each year climaxes many months of planning and analysis through
out the executive branch. For example, the formulation of the 1976 
budget, covering the fiscal year July 1, 1975, to June 30, 1976, be
gan in the agencies in the spring of 1974. About ten months later, 
in February 1975, the budget was formally transmitted to Congress.

Some 16 months before the start of the fiscal year, each agency 
evaluates its programs, identifies policy issues, and makes bud
getary projections, giving attention both to important modifications 
and innovations in its programs, and to alternative long-range 
program plans. After review by the Office of Management and Bud
get, preliminary plans are presented to the President for his con
sideration. Following a review and after considering the economic 
projections and revenue estimates prepared by the Treasury Depart
ment, the Council of Economic Advisers, the Office of Management 
and Budget, and others, the President establishes the general budget 
and fiscal policy guidelines. Individual budgets are then formulated 
by each agency, reviewed in some detail by the Office of Manage
ment and Budget.

The Congressional Budget and Impoundment Act of 1974, which 
changed the start of the fiscal year from July 1 to October 1, has 
altered the time-phasing of these activities, for fiscal years beginning 
October 1, 1976.

Congressional Authorization and Appropriation Phase

Congressional review begins when the President formally transmits 
his budget to the Congress, which changes, eliminates, or adds 
programs, increases or decreases the funding recommended by the 
President, and legislates the means by which revenues are to be 
raised to support the budget.

Under the traditional authorization procedures the Congress first 
enacts legislation through authorization committees. This legislation 
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authorizes an agency to carry out a particular program and may also 
set a limit on the amount that can subsequently be appropriated by 
other congressional committees for the program. Some federal pro
grams require annual authorizing legislation, some are authorized 
for a specified number of years, and some go on indefinitely.

The appropriation procedure is more complex. The granting of 
budget authority—which permits an agency to enter into obligations 
requiring immediate or future payment of money—is a separate 
action subsequent to the authorization phase. Most budget au
thority is enacted by Congress in the form of appropriations, which 
may not exceed the limit established in the legislation author
izing the program. The appropriation becomes available each year 
only as voted by the Congress. In some cases, permanent budget au
thority has been voted, under which funds become available annu
ally without further congressional action. Most trust fund appropri
ations are permanent, as is the appropriation to pay interest on the 
public debt.

Once approved by the Senate and House of Representatives, the 
appropriation measure is forwarded to the President for his approval 
or veto. If this appropriation of funds is approved and is appor
tioned by the Office of Management and Budget to a federal agency, 
it becomes that agency’s authority to obligate and later expend funds 
on behalf of the government. An appropriation has a term of avail
ability for obligation which is defined (1) as the fiscal time period or 
(2) by the purpose for which funds may be obligated. An appropria
tion could be available for obligation on a one-year, multiple-year, 
or no-year basis. A no-year appropriation is available to an agency for 
obligation and expenditure until the designated purpose is accom
plished or until the funds are spent. If an appropriation is not 
obligated, and in some cases not expended, within a specific time 
period, the appropriation has expired or lapsed and no further obli
gations can be made against that appropriation.

Execution of the Budget

Apportionments of Appropriations After approval by the Con
gress and the President, the appropriated funds are available for use 
in accordance with the agency’s operating plan. The operating plan 
for obligating and expending the appropriated funds must be in con
formity with the agency’s authority and the appropriation act. Fur
ther, the obligation of funds must be in accord with administrative 
actions known as apportionments. Following is a summary of the 
budgetary and fiscal responsibilities of involved organizations for 
federal funds.
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Responsibility for Federal Funds
ActionsOrganization

Congress Authorizes programs and funding limits; appro
priates funds for expenditure by the executive 
branch

General Accounting 
Office and Treasury 
Department

Office of Management 
and Budget

Executes appropriation warrant

Apportions the congressionally appropriated 
funds to the individual federal agencies, gen
erally on a quarterly basis

Federal agency Establishes program allotments of the funds ap
portioned by the Office of Management and 
Budget

Delegated agency, 
program, and office 
heads

Obligates allotted funds for expenditure, such as 
employee salaries and expenses, services from 
other agencies, federal grants, federal contracts

Treasury Department Disburses checks to recipients who are authorized 
or identified by individual federal agencies

The objective of the apportionment system is to plan the effective 
and orderly use of available obligational authority and, in the case 
of annual appropriations, to forestall the need for an agency to ask 
Congress for supplemental spending authority. The director of the 
Office of Management and Budget distributes or apportions appro
priations and other budget authority to each agency by time 
periods—usually quarterly—or by activities. Technically, the agency 
submits a request for apportionment to the Office of Management 
and Budget. Once funds are apportioned, obligations may be in
curred by an agency up to the apportioned amounts. The Office of 
Management and Budget, acting for the President, may withhold an 
apportionment in the form of a reserve until the need for the appor
tionment is demonstrated.

Allotment of Apportionments Within the agency, the funds ap
portioned by the Office of Management and Budget are distributed 
to the various program offices by an administrative procedure known 
as allotments. The heads of the program offices are generally the 
allottees and as such are the officials responsible for insuring that 
the obligations and expenditures do not exceed the apportioned 
and allotted funds. It is generally at the allottee level that the deci
sion is made to fund a grantee or enter into a contract. It is at this 
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level that needs for services originate and the alternative of using 
federal staffing or outside sources is determined.

Obligation of Allotments Once funds have been allotted, usually 
on a quarterly basis, each allottee is authorized to incur obligations 
on behalf of the agency. The obligation procedure is a financial con
trol that reserves or restricts portions of the allotted funds as goods 
and services are ordered or procured by the agency’s program offices. 
The amount obligated must not exceed the total of allotted funds.

Expenditure of Obligated Funds As services are rendered, goods 
received, or performance completed, obligations established for these 
services, goods, or performance are converted to liabilities of the de
partment or agency and must be paid. While the Treasury Depart
ment actually disburses funds, the checks are issued only upon writ
ten requests from the federal departments and agencies. No dis
bursement is made unless a valid obligation has been established.

Review and Audit Phase

Review and audit constitute the final step in the budget process. The 
individual agencies are responsible for assuring—through their own 
review and control systems—that the obligations they incur and the 
resulting expenditures and disbursements conform with the provi
sions of the authorizing and appropriating legislation, as well as the 
apportionments. Most reviews take the form of audits performed by 
agency audit staffs or by state and local government auditors and 
public accountants. The types and scope of these audits are discussed 
in detail later.

The Office of Management and Budget also reviews substantive 
and financial reports and keeps abreast of each agency’s progress in 
attaining program objectives. Similarly, the General Accounting 
Office carries on a continuing program of examination and evalua
tion of government agencies. Its findings and recommendations for 
any corrective action are made to the Congress and to the agencies 
themselves.

Congressional Appropriations

In general, an appropriation is an act of the Congress authorizing 
an agency to incur obligations and to make payments out of the 
Treasury for specified purposes. The authorizing legislation merely 
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authorizes an appropriation; it does not authorize incurring obliga
tions or making expenditures. An appropriation act must be passed 
before obligations and expenditures can be made.

Generally an appropriation act of the Congress is an agency’s 
authority to incur obligations and make expenditures out of the 
general fund. However, an appropriation act may also permit an 
agency to use receipts that have been collected for specified pur
poses. An appropriation for a particular purpose confers the au
thority to incur expenses that are necessary or incidental to the 
proper execution of the purpose.

Congressional appropriations are known by several terms, of 
which the following paragraphs set forth the more common ones. 
It should be noted that the terms are not mutually exclusive. For 
example, a no-year, one-year, or multiple-year appropriation could 
at the same time be an unexpired and a current appropriation. The 
following GAO definitions have found general acceptability in prac
tice. Yet Congress could build certain limitations into an appropria
tion that would keep it from being clearly classified in any of the 
following categories.

Time Availability for Obligation The time period for which an 
appropriation is available for obligation may be specified in the ap
propriation act, as shown in the following examples.

A one-year appropriation is available for obligation only during a 
specific fiscal year. This is the kind of appropriation Congress might 
make for the payment of an agency’s annual operating costs, such as 
salaries and expenses.

A multiple-year appropriation is available for obligation for a 
definite period that is in excess of one fiscal year and could extend 
for several years into the future. Some military projects have re
ceived appropriations for a multiple-year period, after which the 
authority to obligate ceases.

A no-year appropriation is available for obligation for an indefinite 
period. The obligational authority under such an appropriation re
mains available until the agency achieves the goal for which the 
funds were provided or until all funds are expended.

A permanent appropriation, by virtue of standing legislation, be
comes automatically available for obligation and expenditure by 
the proper agency acting in accordance with the purposes of the 
original appropriation act.

Types or Status of Appropriations In practice, the following de
scriptions are also applied to the types or status of appropriational 
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authority held by various federal agencies. Again, these terms are not 
exclusive of the preceding appropriation definitions.

A definite appropriation is for a specific amount of money.
An indefinite appropriation is for an unspecified sum, such as all 

or part of the receipts from certain sources, the amount of which is 
not determinable until some future date.

A current appropriation is made by the Congress in, or immedi
ately prior to, the fiscal year during which it is available for obli
gation.

A permanent appropriation, by virtue of standing legislation, be
comes available automatically.

An unexpired appropriation is available for obligation.
An expired or lapsed appropriation is no longer available for new 

obligations but is available for payment of existing obligations.
Other Congressional obligational authority, in addition to the 

various types of appropriations, could include a statutory authoriza
tion to incur obligations and make payments for specified purposes 
out of money derived from the sale of public debt securities of the 
government and corporate debt securities; a statutory authorization, 
or contract authority, to enter into contracts or obligations before 
appropriations are made for the payment of such obligations; and a 
joint resolution of the Congress authorizing an agency to continue 
operations between the expiration of the previous fiscal year’s appro
priation and the enactment of a regular appropriation for the cur
rent fiscal year—that is, a continuing resolution.

Federal Budget and Accounting Periods

The budget is prepared and submitted for one fiscal year, and the 
Congress addresses itself to the requests of the executive branch 
year by year, but the accounting period for which appropriated funds 
must be controlled could extend for several years.

During the budget process, the budget staffs of an agency are con
cerned with financial data for a three-year period. The budget year 
is the fiscal year for which estimates are being prepared and the 
budget will be submitted many months later to the Congress. The 
current year is the fiscal year immediately preceding the budget year. 
The past year is the fiscal year immediately preceding the current 
year.

At the inception of the budget cycle, there is little factual infor
mation on which to base the initial budget request. For example, the 
current year in relation to a given budget year will commence some 
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three to four months in the future. As the budget cycle progresses, 
facts replace the estimates of the earlier budget requests and formu
lations.

The accounting staffs are also concerned with a three-year period, 
but the years differ. A federal agency’s accounting records are main
tained for the current year and the two immediate past years. As a 
general rule, only the current year’s appropriation is available for 
obligations. However, once the funds are obligated the agency must 
account for their expenditures until all obligations have been liqui
dated or until two years have passed since the close of the fiscal year 
in which the funds were obligated. After the two-year period, the 
unliquidated and unexpended account balances are merged, even 
though the agency is still ultimately responsible for accounting and 
settlement.

Program Control Concepts for
Better Budgeting

During the 1960s, agency budgeting was intended to be structured 
into specific phases so as to examine alternatives to existing operat
ing programs for the most advantageous way to achieve objectives 
and execute the will of Congress. This control system has been 
known by many names, and even now the formal titles may vary 
from one agency to another.

Program evaluation tied into a system of financial controls re
mains an objective, as is monitoring of the federally appropriated 
funds entrusted to the agency. All federal obligations and ultimate 
cash disbursements stem from agency decisions made pursuant to a 
program evaluation such as the planning, programming, and budget
ing system or management by objectives. What is particularly sig
nificant is that the control systems, cost audits, and program reviews 
have a common purpose: to account for and monitor federal monies 
to insure that the funds are spent in a manner consistent with the 
plans made by the President, the Congress, and the agency.

Planning, Programming, and Budgeting System

A three-phase management planning, programming, and budgeting 
system (PPBS) was introduced into the civilian agencies of the exec
utive branch by the President in 1965. The three phases, in sum
mary, are as follows.
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Planning entails the study of objectives and ways to achieve them 
as well as of future environments and of contingencies and ways to 
respond to them.

Programming is a way of describing activities according to objec
tives (outputs) and of relating the objectives to the costs (inputs) 
needed to achieve the desired level of effectiveness.

Budgeting is the activity through which funds are requested, ap
propriated, apportioned, and accounted for.

Few other concepts or changes in the modus operandi of the gov
ernment have ever been implemented with the speed of PPBS. The 
initial Office of Management and Budget announcement of October 
12, 1965 (OMB Bulletin 66-3) made the system mandatory for many 
agencies, and many others appeared willing to test the concept. Each 
agency adopting the system was required to develop a series of output- 
oriented measures, commonly referred to as program structures, 
which defined the operations of the agency. Also required was the 
development of (1) a comprehensive multiyear program and finan
cial plan and (2) analyses including program memoranda and spe
cial studies.

The new system was not uniformly successful. Among the prob
lems observed in the implementation of PPBS was the difficulty of 
achieving workable program measurement techniques in such large, 
complex, and diverse organizations as federal departments and 
agencies. Nevertheless, output had to be developed and used by deci
sion makers. In addition, for some government programs it was 
doubtful that benefits would ever exceed expected costs; though it 
appeared reasonable to assume that the least costly alternatives for 
meeting such program objectives should be identified. Furthermore, 
program managers were not held to strict performance accountabil
ity once money was committed to a budget program; day-to-day 
time-cost/performance measures were missing.

In 1967, the Senate Subcommittee on Economy in Government 
of the Joint Economic Committee made known certain caveats con
cerning the potential of PPBS in the government. The subcommittee 
stated: (1) measurements of benefits and costs were significantly more 
difficult when marketplace prices, values, or equivalents are not avail
able; (2) the role of PPBS in the federal decision process would al
ways be less than certain; although it could provide data for rational, 
cohesive judgments, there are many problems for which quantitative 
analysis is of little assistance; and (3) PPBS was not much help in de
ciding on the ultimate goals of public policy or the optimum balance 
among programs; these were political decisions arrived at through 
political processes of open discussion and negotiation.
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There have been problems in the acceptance and implementation 
of PPBS, and its ultimate objective may never be attainable in the 
federal financial arena. Yet two conclusions are clear: PPBS was 
superior to earlier financial decision*processes, and federal agencies 
are not likely to opt for a return to the pre-PPBS budget era. A 
number of beneficial effects of PPBS on the federal financial process 
have been identified.

• Many agencies underwent a reappraisal of functions and mis
sions, with a resultant increase in the understanding of programs 
and in the awareness of alternatives and limitations that might 
not otherwise have been evident.

• More solid information now exists on agency inputs and outputs.
• Decision makers have used the results of systems analyses and 

studies more and more in resolving major policy issues.
• The amount of program evaluation has increased considerably 

in many agencies.
• The need to tie broad program decisions into specific resource 

allocations has increased the involvement of top agency officials 
over the whole span of agency planning, budgeting, and per
formance.

• There has been increased recognition of the value of systematic 
analysis in providing government officials with a better under
standing of outputs, benefits, and costs of the various courses 
of action available to management.

• PPBS has permitted a better display of related programs in 
several agencies. For example, at one time 24 manpower pro
grams were found in six agencies; 21 education programs in five 
agencies.

• The federal experience has encouraged officials at the state and 
local levels to design planning and programming components 
for their own budgetary process. The inherent characteristics of 
a PPBS system, with appropriate modifications, would have rele
vance not only at other governmental levels but also in major 
grantee and contractor organizations.

Management by Objectives

Many agencies are utilizing major parts of the PPBS conceptual 
framework in their planning and budgeting activities, but PPBS has 
been somewhat replaced by program planning and evaluation, which 
requires closer integration of planning and budgeting.

More recently, the Office of Management and Budget has placed 
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emphasis on a management by objectives approach to planning and 
budgeting. However, MBO, as it is known, is more limited and less 
structured than its predecessors. An agency may, of its own volition 
or at OMB urging, establish program or activity objectives that are 
to be achieved in a specified time; then, the actual performance is 
compared to the stated objectives. Unlike earlier monitoring sys
tems, there is no governmentwide reporting system or categorization 
of activities. The concept can be applied to some or all of the pro
grams for which an agency is responsible.
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4 Overview of the Federal 
Accounting System

The General Accounting Office prescribes general standards of man
agement control, accounting, and reporting to be observed by agen
cies of the executive branch. Each agency designs its own accounting 
system and controls, including the account and account coding struc
ture, subsidiary records, and financial procedures and practices.

Basic to the design and development of an adequate and respon
sible accounting system is a clear understanding of financial needs 
and objectives. When the data requirements of agency management 
and external organizations are identified, a system can be structured 
to provide needed information with a minimum of analysis and du
plication of effort.

Fund Accounting

Although federal activities such as government corporations, operat
ing authorities, and revolving funds utilize accounting systems pat
terned after commercial corporate practices, the predominant system 
among the executive agencies is fund accounting related to individ
ual congressional appropriations. In an accounting sense, each ap
propriation is a legally earmarked fund of money or resources that 
must be controlled, from inception to expiration, by the responsible 
agency. An agency’s financial system must be capable of accounting 
for different transactions within a fund.

Federal fund accounts can be classified as those derived from the 
general taxing and revenue powers of the government and from the 
business operations of an agency as well as those held by federal 
agencies in the capacity of custodian or trustee.
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Funds From General Taxing and Revenue Powers

General Fund Accounts General fund receipt accounts are rec
ords of general revenue collections that are not dedicated to specific 
purposes by the Congress. The income tax collections of the Internal 
Revenue Service and the duties collected by the Bureau of Customs 
are in this category. Also included in this fund grouping are the 
general fund expenditure accounts, which are maintained to record 
the obligations and expenditures of an agency pursuant to congres
sional appropriation.

Special Fund Accounts Special fund accounts are separate records 
of receipts and expenditures that have been reserved by law for a 
specific purpose. Congressional authorization is required to make 
the receipts available for expenditure by an agency.

Revolving Fund Accounts A revolving fund contains receipt and 
expenditure accounts used to finance a continuing cycle of opera
tions. The receipts derived from operations, unlike special funds, 
are available in their entirety for expenditure without further con
gressional action.

Management Fund Accounts These funds combine receipt and 
expenditure accounts to control the accounting for and administra
tion of certain interagency operations.

Custodial or Trustee Funds

Trust Fund Accounts Trust fund receipt and expenditure ac
counts are records of funds held for a federal agency (trustee) by 
the Treasury Department, as the trust custodian, to carry out a legal 
or statutory objective. The assets of trust funds may be held for 
years, and the administration of the funds may include periodic in
vestment as well as accounting for any income earned. For a trust 
fund dedicated to a business operation—called a trust revolving 
fund—receipt and expenditure accounts are combined.

Deposit Fund Account A deposit fund must have receipt and ex
penditure accounts to record receipts held in suspense and later paid 
or refunded to the depositor or to another fund of the government. 
A deposit fund could also include receipts, held by the government 
as a banker or agent, to be paid out as directed by the depositor. 
Monies in a deposit fund are not available for paying salaries and 
expenses, for making grants, or for other agency expenditures.
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Account Structure

An account structure consists of the transaction classification system 
and the accounting records associated with a specific fund. The ac
counts—usually double entry—reflect transactions relating to assets, 
liabilities, revenues, and expenditures of the specific fund. Only 
accounts appropriate to a particular type of undertaking need be 
maintained.

Depending upon the nature of the fund to be accounted for, an 
agency maintains certain groupings of accounts, except where a fund 
would obviously not warrant a separate group of accounts to meet 
full disclosure requirements. The following are the more common 
groupings.

Balance sheet accounts include assets, liabilities, and investments 
of the federal government for an agency whose operations are sup
ported by congressional appropriations.

Income and expense accounts are applicable to a business oper
ation. Income accounts are records of fees and the proceeds from sales. 
Expense accounts record such items as cost of goods sold as well as 
operation, maintenance, administrative, and other expenses.

Other accounts, such as the general ledger accounts maintained 
for net worth (reflecting the federal investment), must provide 
additional details about the unapportioned appropriation, apportion
ments, unobligated allotments, and unliquidated obligations. Fur
ther, the account structure must permit the recording of expendi
tures in organizational units, functions, and object classes. The 
account structure must also provide for distinguishing transactions 
of a nonbusiness nature—fees, user charges, rents, fines, penalties, 
and interest, which are to be under Treasury Department control.

Integrated Federal Fund Accounting

An agency accounting system must be designed to accommodate the 
integrated and multidimensional accounting and reporting require
ments of the federal government. It is not sufficient to establish a 
system that accounts for appropriations or other resources received 
and for the expenditure of these resources. In addition to the sum
mary accounts (showing federal assets, liabilities, investments, and 
expenditures), the system’s subsidiary account structuring and inte
grated coding must also provide for such needs as the following:

• Financial statement and reporting requirements for each orga
nization and suborganization by such bases as obligations, ac
crued expenditures, and disbursements.
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• Budgetary control and accounting, required by law to prevent 
an overobligation or overexpenditure of appropriated, appor
tioned funds and with sufficient specificity to fix responsibilities.

• Accrual basis of accounting, essential to the development of the 
legally required cost-based budget and showing obligations and 
expenditures incurred.

• Cost accounting, that is, the full accounting of costs incurred to 
perform an activity, conduct a program, or provide a service, 
with the provision for obtaining a unit of measurement and, 
where necessary, distinguishing between direct materials, direct 
labor, and overhead costs.

• Property accounting, with respect to nonexpendable supplies 
and materials and fixed assets, such as land, buildings, machin
ery, equipment, and furniture.

Exhibit 4-1, opposite, shows, in simplified form, the integrated 
financial requirements of the single accounting system of a federal 
agency. Not to be overlooked in appropriation accounting is the re
quirement to account for three years’ transactions (the current and 
two immediate past years) during any given fiscal year. The balances 
of obligated appropriations for all earlier years are merged or trans
ferred to accounts maintained by the Treasury Department (“M” or 
merged accounts).

Uniqueness of Federal Systems

The unique characteristic that sets a federal agency’s accounting sys
tem apart from commercial systems is the incorporation of fund 
and budgetary accounts into the more common asset, liability, net 
worth, revenue, and expense accounts.

Budgetary Accounts The insertion or integration of budgetary 
accounts into an agency’s account structure is mandated by the con
tinual vigilance that must be employed to insure that appropriation 
and other fund balances are neither overobligated nor overexpended. 
Either action would be a statutory violation for which an accounting 
would have to be made immediately and directly to both the Pres
ident and the Congress.

The legislation and regulations concerned with the authorization, 
appropriation, and expenditure of public monies emphasize, almost 
to the exclusion of efficiency and economy, the importance of safe
guarding public funds. In attempting to provide safeguards, many
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Exhibit 4-1

MULTI-DIMENSIONAL VIEW OF FEDERAL FINANCIAL
ACCOUNTING SYSTEM REQUIREMENTS

General Ledger Accounts

Assets

Liabilities

Invested Capital

Revenues

Expenditures

A Unified System of Government Accounts 
(All Funds and Accounting Entities)

Source: “Transaction Concept for Governmental Accounting,” by E. Reece Harrill, The 
Federal Accountant, March 1969. 
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legislative, executive, and administrative controls have been enacted 
into law. Thus an agency’s system of accounts is governed as much 
by regulation as by sound accounting principles.

Accounting by Fund Like all organizations, each federal agency 
is an accounting entity that must be capable of rendering reports on 
its stewardship agencywide, for all funds. What is more, the accounts 
must be structured so as to permit the full disclosure of receipts, 
disbursements, and outstanding obligations of every fund for which 
the agency is accountable. In this respect, each fund is an accounting 
entity.

Changing Emphasis of Federal Systems

Accounting for Appropriations Historically, federal accounting 
has focused on disclosing the source, application, and status of appro
priated funds. Included in an identification of the source was whether 
the funds were derived from congressional enactment, from reim
bursement for goods and services furnished to other agencies, from 
transfer appropriations, or from other sources. Accounting for the 
application of funds entailed recording the amount of orders placed 
and personnel expenses.

These accounting procedures helped officials responsible for the 
administrative control of appropriations to avoid violations of the 
Anti-Deficiency Act. But they ignored the cost of resources actually 
used and the period when the resources were used; and the proce
dures did not relate the funds expended to the work accomplished.

Redirection of Federal Accounting In the 1960s the agencies tried 
to move away from the government’s traditional control-oriented 
accounting systems to improved, integrated accounting and report
ing with program and budgeting data. The basic change was to in
troduce cost accounting, with the emphasis on charging organiza
tional units with expenses or costs. Among the primary changes were 
the following:

• Identifying costs with the programs, activities, or units.
• Purifying appropriations to ensure that expense items were as

sociated with operating appropriations and investment items 
were associated with capital appropriations.

• Extending the use of working capital or the management fund 
concept that charged an expense when and where the expense 
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was incurred or the cost was consumed; a distinction was made 
between the time of purchase and the time of use or consump
tion.

• Collecting financial data under a uniform expense structure that 
was consistent with the programming, budgeting, and funding 
categories of agency organizational units. Account structures 
were provided to report costs by program element (who used 
the resources) and functional category (why the resources were 
used).

Pyramiding Concept in Financial Systems Design The pyramidal 
concept of information needs is particularly applicable to federal 
accounting systems because the accounting task of even the smaller 
agencies dwarfs the financial requirements of all but the largest cor
porations.

Under this concept, the closer to the operating level, the greater 
the need for detailed information; the higher the organizational 
level, the greater the need for broad information. Basic to the struc
turing of an integrated accounting system is the individual trans
action. How transactions are coded when they enter the system data 
bank is of critical importance. If the proper coding and summary are 
lacking, an agency’s personnel will spend considerable time in analyz
ing accounts and preparing special reports.

Account and Transaction Coding for
Federal Systems

Key to full accounting, controlling, and timely reporting of fed
eral funds are the care and specificity devoted to the transaction 
code structure at the time of the system design. Consideration should 
be given to the following elements.

Single System The General Accounting Office prefers an agency 
account structure that incorporates into a single integrated system 
the accounts relating to all sources of funds to finance authorized ac
tivities as well as all resources used.

Identification by Fund Because most fund sources have legal lim
itations when established by the Congress, the fund is the accounting 
entity or classification upon which management must render a report 
of its stewardship. The system must therefore be capable of identify
ing all expenditures and all resources received on a fund-by-fund 
basis.
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General Ledger Accounts The General Accounting Office has 
prescribed that a federal agency operation must account for assets, 
liabilities, government investments, revenues, and costs. The inclu
sion of specific accounts within these general groupings has been left 
to the discretion of each agency; the objective of any system, how
ever, must be to provide adequate accounting for all resources, liabil
ities, obligations, expenditures, revenues, and costs.

Appropriation and Apportioned Status As mentioned, the agen
cy’s overall general ledger must provide for the full segregation of 
financial data by appropriation. The same set of accounts must also 
be capable of providing the status of a fund in relation to the appor
tionments made by OMB.

Program or Allottee Within the accounting system the agency 
must maintain the financial status of each program office. In the 
budgetary process, the head of each program office is usually desig
nated as an allottee who is responsible to the agency head for the 
proper, effective, and economical use of federal monies. At any 
given time, the system must be able to provide the status of funds 
of an agency’s allottees, individually as well as collectively for a whole 
appropriation.

Functional Accounting Depending on the size and geographical 
location of a federal program and the agency’s organization, the 
allottee may be required to subdivide the allotment in such a way 
that each suballotment, program function, or activity is identifiable. 
The accounting for funds used at this level shows why and for what 
purpose the funds were used.

Capital or Current Operations Every agency must make a dis
tinction between capital expenditures and current operational ex
penditures. Capital expenditures are those benefiting more than the 
current fiscal year, whereas current operational expenditures are 
made each fiscal year to carry out the program mandated by the 
Congress. This distinction between capital and current operational 
expenditures may be required in accounting for transactions through
out the obligation, expenditure, and disbursement phases.

Assignment of Account Symbols

The account classification and symbols are critical in an agency’s 
endeavor to provide a system that will fully account for fund bal
ances. While the classifications and specific terminology vary, agencies
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are required to comply with certain governmentwide fund symbols 
and classifications as required by the Treasury Department, GAO, 
and OMB. There is no limit to the number of digits that an agency 
may use. Specific details are left to the agencies in order that there be 
sufficient flexibility to permit the accounting required by agency 
management.

Appropriation Symbols The Treasury Department assigns ap
propriation symbols to all appropriations passed by the Congress. 
The assigned numbers are published annually and must be used by 
the agencies in their reports to the Treasury and OMB. The uni
formity is made necessary by the Treasury Department’s responsi
bility to maintain the central accounts by appropriation and agency.

The symbols assigned by the Treasury Department identify the 
department or agency, the fiscal year, and the appropriation number. 
Essentially the same numbering scheme is used for both receipts 
and expenditures.

Appropriation Numbering System The Treasury Department 
has established a several-digit numbering scheme to identify appro
priations, receipts, and expenditures which agencies must use in 
communicating financial data to the Treasury. Additional numbering 
schemes may be required within each agency, although care must be 
taken to account for funds in such a way that they can be readily 
summarized by the Treasury Department to avoid repetitive account 
analysis.

Agency and Department Identification Number The Treasury 
Department has assigned numerical prefixes to federal departments 
and agencies. These prefixes must be used each time a receipt or ex
penditure is reported, for it is by these codes that fiscal responsibility 
is fixed. Generally, an agency identification number is limited to 
two digits. However, when a portion of an appropriation is trans
ferred from one agency to another for obligation and expenditure, 
a four-digit agency coding could be used. If the Veterans Adminis
tration (code 13) transferred a portion of its appropriation to the 
Department of Commerce (code 36), the reporting would be shown 
with the compounded agency designation 13-36. This permits 
relating the expenditure to the original appropriation and to the 
agency having the primary accounting responsibility.

Coding of Agency Receipts The coding of receipts must be in 
accord with the fund group of receipts established by the Treasury 
Department. Exhibit 4-2, page 52, illustrates the major types of fund 
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receipts and some 20 master subsidiary receipt classifications of the 
general fund.

Exhibit 4-2

RECEIPT ACCOUNT SYMBOLS AND TITLES
MAJOR CLASSES OF RECEIPTS BY FUND

General Fund
Governmental Receipts

Taxes 0100
Customs Duties 0300
Receipts from monetary power 0600
Fees for regulatory and judicial services 0800
Fines, penalties, and forfeitures 1000
War reparations and recoveries under military occupation 1100
Gifts and contributions 1200
Clearing accounts 3800

Proprietary Receipts
Interest 1400
Dividends and other earnings 1600
Rent 1800
Royalties 2000
Sale of products 2200
Fees and other charges for services and special benefits 2400
Sale of government property 2600
Realization upon loans and investments 2800-2900
Recoveries and refunds 3000

Special Fund 5000-5999

Trust Fund
Department and Agencies (exclusive of District of Columbia) 7000-8999 
District of Columbia 9000-9999

Source: U.S. Department of Treasury. Receipts, Appropriation, and Oth
er Fund Account Symbols and Titles, as of January 1971.

In total, more than a thousand separate receipt accounts are pre
scribed by the Treasury, only a few of which are applicable to the 
activities of any particular agency.

Governmental receipts arise from the taxing and regulatory pow
ers unique to the federal government. Additional receipts could ac
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crue from fees charged for agency services rendered or from debt
management and loan operations. This category would include the 
net increase or decrease in the clearing accounts for the undistrib
uted agency collections.

Proprietary receipts include receipts that are market-oriented or 
derived from activities operated as business enterprises.

Coding of Expenditures Like the receipt accounts, a four-digit 
coding identifies expenditures of an agency with certain fund cate
gories. Exhibit 4-3, below, illustrates the major groupings of ap
propriation expenditure accounts in use.

Exhibit 4-3

APPROPRIATION AND OTHER FUND ACCOUNT SYMBOLS—

Expenditure Account Symbols by Fund

Fund
General Fund 0000-3899
Management, including consolidated working fund

Revolving Fund
Public Enterprises
Intragovernmental

Special Fund

Deposit Fund

Trust Fund
Departments and Agencies (exclusive of

District of Columbia)
District of Columbia

3900-3999

4000-4499
4500-4999

5000-5999

6000-6999

7000-8999
9000-9999

Source: Receipts, Appropriation, and Other Fund Account Symbols and 
Titles.

The four-digit expenditure code identifies the specific fund (in
cluding appropriations) and its purpose and may identify the orga
nization within the department or agency responsible for the fund, 
such as the Navy Department within the Department of Defense.
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Coding of Fiscal Year The availability of an appropriation for 
obligation and expenditure is indicated in the Treasury Department 
number in the following manner.

A one-year appropriation is indicated by a single digit to identify 
the year for which an appropriation is available for obligation. The 
digit is the last digit of the fiscal year; 6 is for fiscal year 1976, 7 for 
1977, and zero for 1970 or 1980, as the case may be.

A multiple-year appropriation would be indicated by a slash sep
arating digits signifying the first and last years of obligational au
thority for that particular appropriation. For example, a designation 
5/9 would indicate an appropriation that was available for obliga
tion for the five-year period 1975 through 1979.

A no-year appropriation is available until fully obligated without 
time limitations. Such an appropriation would contain an X in lieu 
of a fiscal year digit.

A merged or M account is an expired appropriation. That is, the 
obligational authority of the appropriation expired at least two fiscal 
years earlier and the unliquidated balances were transferred to and 
merged into the Treasury Department’s central accounts. To identify 
an expenditure with an expired or successor account, the digit M 
would be inserted in place of a fiscal year digit by the agency.

Object Classification of Expenditures

Uniform Classification of Expenses All federal agencies are re
quired to establish a system of coding financial transactions in ac
cordance with the uniform classification of expenses by object. The 
object classes specified by OMB are based on the services, articles, or 
other items involved, not on the purpose for which the expenditure 
may have been made. These same object classes apply equally to the 
agency’s accounting for obligations. Thus salaries paid to federal 
employees must be recorded and reported as personnel services even 
though the payments may have been made for repairing equipment 
or constructing a building.

Application of Object Classification In submitting budget esti
mates to OMB the federal agency must utilize the object classifica
tion of expenditures for all obligations, applied costs, accrued ex
penditures, and disbursements. Federal accounting systems must be 
designed so as to provide this information in accordance with Sec
tion 113 (a) of the Budget and Accounting Procedures Act of 1950. 
However, an agency is permitted to subdivide the object classes pre
scribed by OMB as deemed necessary for a full accounting for its 
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activities and operations. Any subdivision must be subsidiary to, and 
must conform in total with, the summary object classes prescribed 
for governmentwide use.

Identification of Object Classification The Office of Management 
and Budget has established object classifications for the identifica
tion, accumulation, and reporting of financial transactions, in the 
federal government. (See Exhibit 4-4, page 56.) The degree to which 
an agency subdivides the object classifications for financial transac
tions is dependent upon factors and considerations such as the nature 
of the agency’s activities and programs; the requirements mandated 
by external organizations (Congress, Treasury Department, OMB); 
the agency’s expressed desires and need for refined or detailed ac
counting for obligations, accrued expenditures, applied costs, and 
cash disbursements; and the appropriation structure and fund ac
counting responsibilities of the agency. Also considered are the level 
of allotment control established within the agency, the financial re
sponsibility and authority delegated by the head of the agency to 
other subordinate management, and the budgetary system of the 
agency.

Structuring of General Ledger Accounts

Input Versus Output System Considerations Federal financial 
systems are structured on both an output and an input basis. One way 
of designing or modifying an accounting system is to emphasize the 
reports that will be required of the financial system—that is, make 
the system output-oriented. Such an emphasis is contingent on an 
identification of the agency’s financial data needs, whether internally 
or externally imposed. Once the reports or outputs of the system are 
established, the general ledger accounts are coded so as to produce 
summary data that will satisfy the needs with a minimum of analyses 
and duplicate effort.

Often federal organizations give primary consideration to the types 
of expenses and costs that will be accounted for. This is generally re
ferred to as an input-oriented system; its account structure accumu
lates financial data by the type of documents or inputs supporting 
the financial transactions. In this approach, the summarization or 
aggregation of data usually requires continued analyses of account 
balances, to identify costs by organization, function, or other classifi
cations.
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Exhibit 4-4

ACCOUNTING AND BUDGET OBJECT CLASSIFICATION

Entry
No. Object Classification

11.0
11.1
11.3
11.5
11.7
11.8

Personnel Compensation
Permanent Positions
Positions Other Than Permanent
Other Personnel Compensation
Military Personnel
Special Personal Service Payments

12.0
12.1
12.2

Personnel Benefits
Civilian Employees
Military Employees

13.0 Benefits for Former Personnel

21.0 Travel and Transportation of Persons

22.0 Transportation of Things

23.0 Rent, Communications, and Utilities

24.0 Printing and Reproduction

25.0 Other Services

26.0 Supplies and Materials

31.0 Equipment

32.0 Lands and Structures

33.0 Investments and Loans

41.0 Grants, Subsidies, and Contributions

42.0 Insurance Claims and Indemnities

43.0 Interest and Dividends

44.0 Refunds
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Entry
No. Object Classification

91.0 Unvouchered (This object classification would be used for those 
financial transactions lawfully incurred for confidential pur
poses, not subject to detailed vouchering or reporting by an 
agency.)

92.0 Undistributed (This object classification is used for those finan
cial transactions that cannot be distributed to any of the spe
cifically identified object classes. This class may only be used 
with the prior approval of the Office of Management and Bud
get.)

93.0 Administrative Expenses for Revolving and Trust Funds
Administrative Expenses
Nonadministrative Expenses (Used only for revolving and 
trust funds which have annual limitations on administrative 
or other expenses.)

94.0 Changes in Selected Resources (This object classification is 
used as an adjusting entry account to make the bridge between 
the sum of the detail and total obligations, when the detail is 
on the basis of accrued expenditures or applied costs.)

95.0 Quarters and Subsistence (This object classification is used for 
amounts charged to employees for quarters and subsistence pro
vided in kind by the agency.)

Source: Department of Transportation, National Highway Safety Bu
reau. Instruction DOT 1100.23. July 17, 1970.
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Accounting for federal agency appropriations and receipts includes 
recording and reporting on obligations, expenditures, and disburse
ments. This chapter is concerned with accounting for the appropria
tions or obligational authority received by a federal agency, utiliza
tion, commitment, obligation, and expenditure of these funds.

Accounting for Resources

Generally, the fund resources to support the operations of a fed
eral agency are provided by one or more of the following sources.

Direct Appropriations The principal programs of a federal 
agency are usually financed by direct congressional appropriation. 
This permits the agency to enter into contracts, award grants, pay 
salaries and administrative expenses, and enter into other obliga
tions. Each of these actions must be in accord with congressional 
authorizing and appropriating legislation.

Appropriation Transfers When one agency performs work for 
another agency, it is financed by an appropriation of the agency for 
which the work is being performed. This obligation is settled by 
transfer of a portion of the appropriation. A transfer is generally 
based on the authority of Section 601 of the Economy Act, as 
amended (31 U.S.C. 686). In many instances the Congress has pro
vided specific appropriation transfer authority in the appropriation 
legislation of individual agencies.

Reimbursable work and services performed for other agencies 
may also be accomplished in accordance with a reimbursable agree
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ment. Under such arrangements, the work is financed from appropri
ations available to the agency performing the work or the services 
after establishing a reimbursable obligation. The agency receiving 
the work or services settles the obligation by reimbursing the per
forming agency for the cost of the goods and services.

Trust Fund Accounts Some agencies are trustees of funds for 
which Congress has prescribed a use. One example is the Highway 
Trust Fund. Work and services performed for nonfederal organiza
tions such as states, counties, or municipalities could be financed 
from trust fund accounts established to record receipts deposited 
with a federal agency and held in trust by that agency for specific 
projects and programs in accordance with the trust agreement or 
statute.

Appropriation The government defines an appropriation as “a 
statutory authorization to make payments out of the Treasury for 
specified purposes.”

The statutory authority is an appropriation act by the Congress. 
It authorizes federal agencies to obligate and expend funds for the 
purposes specified in the act and pursuant to proper obligations 
established by the individual agencies. Generally the Treasury De
partment is authorized to disburse the funds, but other departments 
or agencies sometimes perform a disbursing function.

Types of Appropriation There are several types of appropriation, 
each established by Congress to meet a particular objective or pur
pose. The more common types are defined in chapter 3. It should 
be noted that these defined appropriations apply not only to monies 
directly appropriated by Congress, but also to any revolving funds, 
trust funds, and the like.

Apportionment An apportionment of funds is a distribution 
made by OMB of amounts available for obligation or expenditure 
under an agency’s appropriation or other fund account into amounts 
available for specified time periods, functions, projects, objects, and 
so on. Congress appropriates; but, unless OMB apportions, an agency 
is precluded from obligating any of the appropriated funds. The 
amounts apportioned limit the obligations to be incurred or, if 
specified, the expenditures to be accrued.

Allocation An allocation of funds is an amount set aside by an 
agency in a separate appropriation or fund account for the use of 
another agency in carrying out the purpose of an appropriation act. 
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The term allocation also applies to amounts set aside by an agency 
in a transfer appropriation account.

Transfer Appropriation Account One agency establishes a trans
fer appropriation account to receive and later disburse funds pro
vided by another agency. The transfers are treated and referred to 
as nonexpenditure transactions at the time the allocations are made. 
In accounting for transfer appropriations, the account numbers are 
identified by the symbols appearing with the original appropriation.

Transfers Between Appropriation Accounts A transfer between 
appropriation accounts is a nonexpenditure transaction, which, pur
suant to a law, withdraws from one appropriation an amount avail
able for obligation and expenditure, then credits it to another. It 
should be noted that payments to other accounts or appropriations 
for goods or services received or to be received are not transfers; 
they are expenditure transactions.

Allotments An allotment is an authorization, usually by the 
head of an agency, to incur obligations within a specified amount 
and for a definite purpose pursuant to an appropriation or other 
statutory provision. The person authorized to obligate and expend 
appropriated funds is called an allottee. The specific allotment form 
is generally referred to as an advice of allotment.

Appropriation Receipts Appropriation receipts are collections 
made by an agency pursuant to law, deposited in the Treasury as 
receipts, and available for expenditure in accordance with congres
sional legislation for specific purposes. These receipts generally relate 
only to special or trust fund accounts. For example, the federal 
Highway Trust Fund includes receipts generated by gasoline sales 
to the public.

Refunds Refunds are defined as recoveries of funds disbursed in 
error or recoveries of advances which are to be credited to an appro
priation account. If the appropriation has not expired, such refunds 
are available to the agency for obligation and expenditure. A refund 
is not accounted for as a reimbursement to the appropriation; rather, 
it is a reduction in an agency’s disbursements. Refunds also include 
credits to an appropriation resulting from accounting adjustments to 
obligations and expenditures.

Reimbursements to Appropriations Reimbursements to an ap
propriation are amounts collected for commodities, work, or services 
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furnished to another appropriation, individual, firm, or corporation 
which may be credited to an appropriation or fund account. These 
reimbursements include accounts receivable; amounts earned but 
not billed; amounts anticipated for the remainder of the year; and 
interagency orders accepted and on hand for which a valid obligation 
is supported by constructive receipt for delivery of goods or services. 
Reimbursements to appropriations exclude appropriation refunds, 
as noted earlier.

Other Obligational Authority While appropriated funds account 
for the larger amounts of obligations and expenditures, there are 
other sources of funds from which obligational authority may be 
derived. For example, a congressional statute could permit an agency 
to incur obligations and make payments for specific purposes out 
of money available from the sale of government and corporate debt 
securities or to enter into contracts or other obligations before 
money is appropriated for the payment of such obligations.

A joint resolution of the Congress could also continue agency 
operations during the period between the expiration of the prior 
year’s appropriation act and the enactment of the new appropriation. 
This authority to incur obligations and make expenditures, generally 
known as a continuing resolution, usually permits an agency to 
obligate and spend at the same rate, but makes no provision for new 
programs or increased expenditures.

Accounting for Federal Funds

The present appropriation process of the federal government is of 
relatively recent origin. Prior to 1921, appropriations were made 
directly to the departments and agencies, the only coordinating orga
nization being the office of the secretary of the Treasury. Treasury’s 
function consisted of little more than printing and transmitting the 
financial requests of the several agencies to Congress. There was no 
responsibility in the executive branch for analyzing whether sufficient 
funds could be raised to meet the proposed expenditures. Further, 
there was no centralized control over the preparation of the annual 
budget estimates, no fixed responsibility for matching projected in
come with expenditures, and no fixed accountability for the outcome 
of the appropriation process.

Legislation to centralize responsibility for financial matters was 
enacted in 1921 with the Budget and Accounting Act, generally rec
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ognized as the first federal budgetary legislation. This act provided 
for a national budget system and an independent review of the total 
expenditures by the executive branch. It placed the budget system 
under the Treasury Department; later the function was transferred 
to the executive office of the President, specifically the Bureau of the 
Budget, now known as the Office of Management and Budget. In 
addition, the act established the General Accounting Office as an or
ganization to assist Congress in monitoring the execution of the 
budget. With the passage of the Congressional Budget and Impound
ment Act of 1974, the Congress established, among other structures, 
its own Office of Budget.

Budget Process

As described in more detail in Chapter 3, the appropriation requests 
ultimately presented by each agency to Congress are the end result 
of months of planning, debate, and assessment of revenue levels, the 
economy, and expenditure priorities for each agency as well as for 
the country as a whole. The appropriation requests are elements of 
the budget submitted annually by the President.

Most authority to incur obligations and make expenditures is en
acted by Congress in the form of appropriations, which cannot ex
ceed any dollar limits established in earlier authorizing legislation 
for the particular program.

Most agencies have budget authority only as voted each year by 
Congress. However, a program may be given permanent budget au
thority, under which the funds become available annually without 
further congressional action. Most trust funds are permanent appro
priations, as is the appropriation to pay interest on the public debt.

Appropriation and Expenditure Process

As an appropriation passes through the various stages, several orga
nizations are charged with its recording, accounting, obligation, and 
expenditure. Fulfilling these fiscal responsibilities may take several 
years. The following is the appropriation sequence.

1. The Congress appropriates funds.
2. The Treasury Department issues a warrant granting an agency 

the authority to withdraw funds for disbursement.
3. The Office of Management and Budget apportions the appropri

ated funds to each agency.
4. The head of an agency allots monies to other agency officials.
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5. The agency’s program officials obligate funds, incur expendi
tures, and monitor the validity of funds to be disbursed.

6. The agency’s fiscal officer certifies to the availability of funds to 
be disbursed.

7. The Treasury Department makes the cash disbursements that 
settle federal obligations and debts.

Exhibit 5-1, opposite, is a general outline of the organizational re
sponsibilities and actions required in accounting for an appropria
tion. Each appropriation must be accounted for by some agency as a 
separate fund. Obligations, refunds, receipts, expenditures, and dis
bursements must continually be related to the specific congressional 
appropriation, and the fiscal integrity of each separate fund is main
tained throughout the life of the appropriation. At any one time, an 
agency may be responsible for several appropriations. The following 
are examples of appropriation fund accounts.

• General fund appropriation expenditure accounts are estab
lished to record transactions arising under congressional authori
zations permitting the use for public purposes of any resources 
not otherwise appropriated.

• Special fund accounts consist of separate receipt and appropri
ation expenditure accounts established for recording the receipt 
and disbursement of government funds earmarked under the 
law for specific purposes. Each account carries its own dis
tinguishing account number.

• Trust fund accounts must be established by the responsible 
agencies for recording the fund receipts held in trust for use in 
meeting the costs of specific programs in accordance with an 
agreement or statute. An agency may have to account for a trust 
fund’s long-term assets and income producing investments as 
well as for revenue collection. As a general rule, trust fund 
receipt and expenditure accounts are kept separate.

However, a trust that supports a business activity is referred to 
as a trust revolving fund, and accounting for receipts and ex
penditures is combined.

• Transfer appropriation accounts, as defined earlier, are estab
lished by one agency to receive allocations of funds and later to 
disburse these funds for another agency. The transfer is con
sidered a nonexpenditure transaction at the time of transfer or 
allocation between agencies. When accounting for the allocated 
funds, the receiving agency must use the identification symbols 
that appear in the appropriation of the transferring agency.
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Special Appropriation Transactions

Each agency must insure that all payments are identified with the 
applicable appropriation. Withdrawals from one appropriation for 
credit to another may be in the nature of an adjustment. In such 
cases, the amounts are not considered to be payments made by the 
providing agency, but must be accounted for as expenditures from 
or adjustments to appropriations. In reporting expenditures made 
pursuant to any transfer appropriation accounts, both agencies es
tablish an appropriation account carrying the number of the parent 
appropriation symbol with an appropriate prefix to identify the re
ceiving agency.

Following are several examples in which the use of a transfer ap
propriation account is proper.

• All movements of money between appropriations accounts.
• Transfers authorized by law where another agency is to admin

ister the appropriation and the funds are not to be merged with 
the appropriations of the receiving agency.

• Advances for construction, major procurement, or major con
tractual services for the advancing agency.

• Advances for goods and services furnished by a performing 
agency using its own facilities beyond the fiscal year when the 
advance is made.

A transfer appropriation is considered to be a nonexpenditure 
transaction between agencies. However, payments to other appropri
ations, revolving funds, and consolidated working funds are reported 
by the paying agency as obligations and disbursements of the pay
ing accounts and as reimbursements to the receiving account. Except 
for advances to consolidated working funds, advance payments to 
other appropriations are reported as disbursements by the paying 
agency. An obligation must be established at the time by the pay
ing agency for an amount equal to the funds advanced. In the follow
ing examples, such an accounting treatment must be made.

• Orders for goods, services, or equipment are placed with other 
agencies; and in the same fiscal year payment is made after de
livery, or advances are made for services to be rendered that 
same year by the performing agency, using its own facilities.

• Payments or adjustments are made to appropriation accounts 
in different main fund accounts; for example, from a general 
or special fund appropriation to a trust fund.
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Under certain conditions, federal agencies must transfer sums 
between appropriations to adjust the amounts appropriated by Con
gress. Permissible transfers include the following transactions.

• Adjustments resulting from reorganizations where one agency’s 
functions and related appropriations or balances are transferred 
to different agencies or bureaus.

• Transfers granted by law for the distribution or interchange of 
money between appropriations where the amount is deducted 
from one agency’s appropriation for one purpose and added to 
another agency’s appropriation for a different purpose, up to the 
limits established by law.

• Changes in an appropriation pattern consisting of transfers that 
consolidate and merge appropriations, functions, titles, and 
so on.

• Transfers to conform with the law that makes money in one 
account available for another purpose in another appropriation 
or fund account. Such a transfer of funds might be made in lieu 
of granting a supplemental appropriation.

Appropriation Warrants

Regardless of the appropriation made by Congress, no agency has 
any authority to obligate and spend money until an appropriation 
warrant has been issued by the Treasury Department and counter
signed by the comptroller general of the United States. Once the 
warrant is issued and signed, the funds appropriated to agencies are 
made available in the proper disbursing record on the books of the 
Treasury.

The appropriation warrant forms the basis for recording the ap
propriation in the central accounts of the Treasury Department 
and in the accounting records of the agency. The Treasury Depart
ment provides each agency with authenticated copies of the appro
priation warrants for every agency appropriation.

Upon receipt of the appropriation warrant, the agency makes an 
accounting entry equal in amount to the entry appearing in the 
central accounts. An entry is made for each appropriation or fund; 
and subsequent obligations, expenditures, and disbursements are 
referenced to the proper appropriation. The agency’s entry estab
lishes the obligational authority as an asset on the agency’s records 
and recognizes the total, but unapportioned, appropriation of the 
Congress.
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Accounting for Apportionments
The Congress appropriates funds; but these funds are not available 
to federal agencies for expenditure-until OMB apportions them. An 
apportionment is a distribution of money from an appropriation or 
fund account that can be used for specified time periods; for desig
nated activities, projects, functions, or objectives; and for fixed 
amounts.

Amounts that are apportioned limit the obligations or expendi
tures that can be made by an agency. The process of apportionment 
has several purposes. The apportionment or reservation of funds pre
vents obligation or expenditure of an appropriation or fund account 
in such a way as to make a deficiency or supplemental appropriation 
necessary. The system of apportionment is dependent upon the man
ner in which funds are made available by Congress. Since apportion
ments are intended to prevent the overobligation or overexpenditure 
of appropriated funds, the apportionment actions must be consistent 
with the intent of Congress in making the appropriation. Where 
funds have been made available on an obligation basis, and where 
obligations may not be incurred in excess of the appropriated 
amounts, the apportionments are made on an obligation basis. The 
obligational basis of apportionment is applicable to most agency 
appropriations.

The accounting structure of an agency must permit the disclosure 
and reporting of data by apportionment as well as by appropriation, 
obligation, and programs. Fortunately, the apportionment is likely 
to be consistent with the agency’s appropriation and with its orga
nizational and accounting structure. The apportionment is generally 
made at the level of the appropriation or fund—that is, the appor
tionment limit is the same as the appropriation limit. Also, since an 
appropriation is generally the responsibility of the agency head, the 
responsibility for apportionment compliance generally rests with this 
level of an agency.

Time Period for Apportionments Depending on the purpose or 
nature of the appropriation, an apportionment may be for calendar 
quarters, for the year as a whole, or for other time periods when 
such periods are pertinent to program activities. An apportionment 
is made for the year as a whole when the money is for a nonrecurring 
purpose without time limit and is normally apportioned below the 
appropriation level.

Whether funds may be obligated beyond the period of the appor
tionment depends upon the time of year and the terms of the appro
priation act. When apportionments are for less than a year, any un
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obligated balances at the end of the period are carried forward with
in the current fiscal year without reapportionment. When appropri
ated funds remain available for obligation beyond the fiscal year, the 
balances of apportionments remain available until a new apportion
ment is made. Any new apportionment supersedes prior apportion
ments and covers transactions from the beginning of the fiscal year. 
Remaining apportioned balances may not be used to initiate or en
large new programs provided for in the current year’s appropriations. 
New programs must await a new apportionment.

With few exceptions, the apportionment process applies to all 
funds for which a federal agency is responsible. Certain funds are ex
empted by OMB under discretionary statutory authority, such as 
trust funds, including deposit funds; working funds; payment of 
claims, judgments, refunds, and drawbacks; payment under relief 
acts and other laws requiring payment to specific payees in the total 
amount provided by such acts; interest on or retirement of the public 
debt; and items determined by the President to be confidential.

Accounting for Receipts and Collections

Most agency accounting is concerned primarily with obligations and 
expenditures arising from activities authorized and funded by Con
gress. The receipt and collection of funds are incidental activities 
and generally involve nominal amounts.

Two exceptions are the Bureau of Customs and the Internal 
Revenue Service, which receive monies under specific laws and reg
ulations. Before the United States Postal Service was incorporated, 
the Post Office Department was another agency responsible for sig
nificant collections.

Agency receipts are deposited with the Treasury Department and 
reported in the monthly accounts, supported by certificates of de
posit or schedules of collections referring to certificates of deposit. 
The officials responsible for the receipt, deposit, accounting, and 
reporting of these funds are known as collectors, whose “account” 
or term of stewardship must be settled or audited by GAO. Among 
other collection sources are receipts for use of government facilities, 
proceeds from sale of government property, and fees remitted by 
federal employees who serve as jurors or government witnesses. Out
side collections that are properly accounted for as credits to an ap
propriation are available for obligation by an agency. Obligating 
and expending any other outside collections would constitute an 
expenditure of unappropriated federal funds, which would be a 
violation of the Constitution.
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Accounting for Allotments

The General Accounting Office requires that an agency’s accounting 
procedures provide for the recognition of apportionments of appro
priations as well as for the subdivision of funding authorizations to 
facilitate the management of funds and to insure compliance with 
any applicable funding limitations.

GAO defines an allotment as . . . “an authorization by the head 
or other authorized officer of an agency to the responsible heads of 
organizational units or activities to incur obligations within a speci
fied amount pursuant to an appropriation or other statutory pro
vision.”

The Anti-Deficiency Act, 3679 of the Revised Statutes (31 USC), 
contains this requirement:

In order to have a simplified system for the administrative sub
division of appropriations or funds, each agency shall work toward 
the objective of financing each operating unit at the highest prac
tical level, from not more than one administrative subdivision for 
each appropriation or fund affecting such unit.

In meeting the objectives of this act, GAO recommends that an 
appropriation and an apportionment be subdivided at the highest 
level, consistent with assignments of responsibility, and be limited 
in number. The objective is to avoid the prescription of detailed line 
item or object expenditure budgets that tend to focus the attention 
of management on too many precise category limitations and to di
rect efforts toward staying within the spending levels of each category.

An agency official is responsible for an agency program and he is 
formally provided with the funds to support an approved budget 
level. This approved budget level is an allotment. The agency official 
receiving the allotment, referred to as the allottee, is charged with the 
management of a program within the level of funding provided. 
Most agencies try to hold the allottee to specific limitations within 
the allotment. An agency notifies allottees of the funds available to 
their programs or offices by an advice of allotment. While most 
agencies have prescribed forms that are formally executed by the 
head of the agency or an authorized official, the advice of allotment 
could take the form of a memorandum or a letter issued at the be
ginning of a fiscal year to set forth the allotted amount of an appor
tioned appropriation.

Advices of allotments, issued for each quarter or for the entire 
fiscal year, cannot exceed the funding authority provided by the 
apportionment received from OMB. The number of allottees is 
the agency’s prerogative. Most allottees are responsible for sub
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stantial agency programs or offices, and many agencies have 20 or 
more allottees. For example, an agency may establish an allotment 
of apportioned funds for the office of the director, the office of ad
ministration, and each of the program offices at the headquarters 
level. Additionally, each regional director may receive an allotment 
to support his functions and activities.

Reservation of Funds

Allottees usually have a written designation of the officials autho
rized to make reservations of funds against allotments and establish 
monetary limits on such authorizations, often called allowances. Be
cause of the size and dispersion of some agencies, recipients of allow
ances may in turn authorize other subordinate officials to incur 
reservations against allowances.

A request or authorization to incur an obligation, referred to as a 
reservation of funds, must be in writing and signed by only the 
authorized official. A copy of each reservation form may be fur
nished daily to the office or employee responsible for maintaining 
the reservation record. Reservations are generally estimates of the 
amount of the intended obligations. The obligations are in turn 
further adjusted when liquidated.

Common Reservation Actions

Of the reservations or commitments made by agency officials, the 
following are among the more common and significant in number as 
well as in dollar amounts.

Contracts and Purchases A request for the issuance of a purchase 
order or contract, usually called a procurement request, must pre
cede the award of a purchase order or contract. This request must 
be signed by the person authorized by the allottee to reserve funds. 
The signature certifies to the procurement office that funds are avail
able and that the intended procurement is consistent with the ap
propriation and apportionment limitations. Procurement offices are 
directed not to issue contracting instruments in the absence of, or in 
excess of the amount of funds cited on a properly executed procure
ment request or similar form.

Grants Each allottee names the points or offices in his agency at 
which prospective grants can be considered as a commitment of the 
agency and a reservation of the allotted funds. The allottee may dele
gate authority to approve the reservation of funds for grants and to 
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decide on the forms and procedures for processing and recording the 
grant amounts. A form similar to the procurement request is ex
ecuted at a designated time to reserve an amount equal to the grant 
to be funded.

Neither the procurement request, in the case of a contract, nor the 
reservation form for a grant is a document of obligation. An ac
counting entry may or may not be used to record the reservation of 
funds.

Travel Without exception, the travel of federal employees is 
authorized with a travel order before the trip begins. The cost is 
estimated by the initiating office or official, and the amount becomes 
a reservation against the allotment funds at the time the travel 
order is issued.

Salaries As an accounting convenience, the salaries and related 
costs of personnel on an agency’s roster at the beginning of a month 
are considered a reservation against the allotment or allowance funds 
in an amount equal to the estimated costs for the remainder of the 
allotment or allowance. This procedure constitutes a reservation of 
funds in advance.

Interagency Actions Agencies are careful to insure that reserva
tions of funds issued to other agencies to perform services or provide 
supplies are covered by procurement requests or similar forms.

Reporting Required for Appropriated Funds

The reports required from an agency can be divided into two general 
categories: those for internal agency management and those for use 
by others.

An agency’s management must have internal reports with current 
information on financial condition and program progress to permit 
comparison with budgetary plans, cost performance, and activity ac
complishments. These reports must provide management with review 
data on operations, including the effect of program decisions, the re
lationship between costs and accomplishments, and an indication of 
the work to be accomplished with the remaining resources.

Agencies must also publish financial reports on varying aspects 
of the appropriated funds in their possession in accordance with 
laws or regulations or with requirements imposed by GAO, Trea
sury, or OMB. The format, content, and frequency of these reports 
are uniform throughout the government. Exhibit 5-2, opposite, is a
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Exhibit 5-2

SUMMARY OF REQUIRED AGENCY REPORTS ON 
APPROPRIATION BALANCES, OBLIGATIONS, 

AND EXPENDITURES

Content FrequencyDescription of Report

Trial Balance Summary of general ledger accounts Monthly

Statement of
Transactions

Statement of cash receipts and disburse
ments submitted to Treasury Depart
ment—data segregated by appropriation

Monthly

Report on
Budget Status

Budget status—obligation basis of funds 
appropriated and other authorizations, 
apportionments, obligations incurred, 
expenditures, and available balances— 
submitted to OMB

Monthly

Statement of
Financial
Condition

Required by Treasury Department Cir
cular No. 966—purpose to show in con
densed form the assets, liabilities, and 
investment of U.S. in agency

Annual

Statement of 
Transactions

Summary of accomplished payment vou
chers on Letters of Credit to Treasury 
Department, if Letters of Credit used by 
agency

Monthly

Fiscal Year
Section 1311
Report

Statement of unexpended appropriations 
and funds, requests for transfers and 
restorations, and analysis of appropri
ation and fund balances

Annually at 
year end

Report on
Obligations

Cumulative obligations by object class 
for current year’s appropriation—report 
for each appropriation

Monthly

Report Stating
Budget Results 
on Accrual

Report reconciling accrued expenditures 
to net cash disbursements for each ap
propriation—submitted to Treasury De
partment

Monthly

Source: OEO Financial Accounting and Reports Manual 
CAB Accounting Manual 
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summary of the external reports that must be prepared by an agency 
as well as the contents and the submission frequency for each report.

Obligation of Funds

The term obligation has both financial and legal meaning within 
the government. From the financial viewpoint, an obligation must 
be recorded in order to restrict appropriated funds for future ex
penditure. The obligation and expenditure must be in accordance 
with the purposes determined by Congress and set forth in the 
agency’s appropriation legislation. The legal definition of an obli
gation is very precise; it prescribes specific obligation instruments, 
along with the consequences of overobligating and thus overspending 
an agency’s appropriated funds. Section 3679 of the Anti-Deficiency 
Act and Section 1311 of the Supplemental Appropriation Act relate 
to the specifics of obligation.

Agencies having appropriations authorized and apportioned for 
their program responsibility must respond to the requirements of 
the Department of the Treasury, the Office of Management and 
Budget, and the General Accounting Office. These central agencies 
prescribe forms and procedures for incurring, accounting for, re
porting on, and liquidating government obligations. However, each 
agency has to design and implement its own controls and proce
dures for insuring that central agency directives as well as other 
statutory limitations and requirements are being complied with. 
The statutory limitations referred to here are those set forth in the 
enabling legislation or otherwise invoked.

In federal accounting, obligation has been defined in these words:
Amounts of orders placed, contracts awarded, services received, and 
similar transactions during a given period requiring disbursements 
of money. Such amounts shall include disbursements not preceded 
by the recording of obligations, and shall reflect adjustments for 
differences between obligations and actual disbursements.

An agency must include in its reported obligations the value of 
goods and services accepted and other liabilities arising and charge
able against the agency’s appropriation, whether or not a formal 
order exists. For every disbursement an agency must previously or 
subsequently record and report an obligation for the amount of the 
disbursement. These obligations also include adjustments for the 
differences between obligations previously recorded and actual dis
bursements in payment of the earlier obligations.
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The significance of an obligation and the formal act of obligating 
funds relate to the agency’s legal responsibility to manage the funds 
appropriated by Congress and comply with the legal prohibitions 
against the overobligation and overexpenditure of appropriated 
funds.

The obligation basis of accounting should not be construed as a 
method of costing an agency’s performance. As a general rule, obli
gations are not satisfactory monitors or measures of performance 
because they are incurred well in advance of resource utilization or 
program completion. Obligation accounting has been supplemented 
by cost accounting as a measure with performance. An agency must 
obligate funds before purchases are made or work commences; there
fore, the obligated amounts are not directly related to work progress 
or completion. Further, the fact that funds are obligated is no guar
antee that the purchases will be made within the amounts obligated 
or that the work will progress according to plan.

The importance of obligational data is that it provides relevant 
information for the control of funds.

Because funds are normally obligated well in advance of expendi
tures, they are not available for other purposes. That is, the obliga
tion of funds serves to prevent the later overexpenditure of the 
fund authority.

The obligational process is also a valuable tool for monitoring 
the utilization of appropriated funds. When an appropriation lapses 
at the end of a particular fiscal year, the agency no longer has the 
authority to obligate funds. Any funds that remain unobligated at 
year end must revert to the Treasury and may be lost forever to the 
agency. It is therefore incumbent upon the agency to insure that its 
rate of obligation is at a level desired by Congress when it appro
priated the funds.

Control Over Expenditures

The Constitution itself sets forth the requirement for a system of 
control over appropriated funds in Article 1, Section 9, which states: 
“No Money shall be drawn from the Treasury, but in Consequence 
of Appropriations made by Law. ...”

Without fund control, such as the present system of obligating 
funds, federal agencies would be unable to measure compliance with 
this constitutional requirement until disbursements were made. 
Control over disbursements would be minimal protection if the 
agencies had already incurred debts and liabilities in excess of the 
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appropriations. Disbursements in excess of the appropriated funds 
to satisfy unrecorded obligations would violate the prohibition 
against withdrawing funds before they have been appropriated.

An old act, but one of considerable significance to a federal finan
cial manager, is the Anti-Deficiency Act of 1870 (31 USC 665). This 
act increased the control over the expenditure of appropriated funds 
and reaffirmed that no funds could be expanded before they had 
been appropriated.

The act was developed to control the use and expenditure of ap
propriated funds and to prevent deficiencies, with the consequent 
need for supplemental appropriations.

The following provisions of the Anti-Deficiency Act directly af
fect the obligation and expenditure of appropriated funds by an 
official or employee of the government.

• No officer or employee of the United States shall make or au
thorize an expenditure from or create or authorize an obligation 
under any appropriation or fund in excess of the amount avail
able therein; nor shall any such officer or employee involve the 
government in any contract or other obligation, for the payment 
of money for any purpose, in advance of appropriation made for 
such purpose, unless such contract or obligation is authorized by 
law.
• No officer or employee of the United States shall accept volun
tary service for the United States or employ personal service in ex
cess of that authorized by law, except in cases of emergency involv
ing the safety of human life or the protection of property.
• No officer or employee of the United States shall authorize or 
create any obligation or make any expenditure (A) in excess of 
an apportionment or reapportionment, or (B) in excess of the 
amount permitted by regulations.
• In addition to any penalty or liability under other law, any 
officer or employee of the United States who shall violate subsections 
. . . shall be subjected to appropriate administrative discipline, 
including, when circumstances warrant, suspension from duty with
out pay or removal from office; and any officer or employee of the 
United States who shall knowingly and willfully violate subsec
tions . . . shall, upon conviction, be fined not more than $5,000 or 
be imprisoned for not more than two years, or both.
• In the case of violation of subsections ... by an officer or em
ployee of an agency, or of the District of Columbia, the head of 
the agency concerned, or the Commissioners of the District of 
Columbia, shall immediately report to the President, through the 
director of the Bureau of the Budget [now the Office of Manage
ment and Budget], and to the Congress all pertinent facts together 
with a statement of the action taken. . . .

The prohibitions in the Anti-Deficiency Act are generally known 
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as Section 3679 statutes, and violations are referred to as 3679 vio
lations.

For an obligation to be valid and legally binding on an agency of 
government, it must meet one of the criteria in the Supplemental 
Appropriation Act of 1955 (31 USC 200). This act defines the docu
mentary evidence that must support an action of an agency to be 
deemed an obligation. Section 1311 provides that no funds with a 
limited time for obligation shall be spent after that time, except 
in satisfying obligations validly made during the period of the ap
propriation. According to Section 1311, the following documents 
constitute valid supporting evidence of an obligation of the govern
ment.

• A binding agreement in writing between the parties thereto, 
including government agencies, in a manner and form and for a 
purpose authorized by law, executed while the appropriation or 
fund is available for obligation for specific goods to be de
livered, real property to be purchased or leased, or work or ser
vices to be performed, or

• A valid loan agreement, showing the amount of the loan to be 
made and the terms of repayment, or

• An order required by law to be placed with a government 
agency, or

• An order issued pursuant to a law authorizing purchases with
out advertising when necessitated by public exigency or for 
perishable subsistence supplies or within specific monetary limi
tations.

• A grant or subsidy that must be repaid in fixed amounts or ac
cording to a prescribed formula, or

• A grant or subsidy payable (i) from appropriations made for 
payment of or contributions toward, sums required to be paid 
in specific amounts fixed by law or in accord with formulae pre
scribed by law, or, (ii) pursuant to agreement authorized by 
law, or plans approved in accord with an authorized law.

• A liability which may result from pending litigation brought 
under authority of law, or

• Employment or services of persons or expenses of travel in ac
cordance with law, and services performed by public utilities.

• Any other legal liability of the United States against an appro
priation of fund.

Violations of the aforementioned provisions are generally referred 
to as 1311 violations.
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Even though a contemplated obligation could be supported as re
quired by Section 1311 of the Supplemental Appropriation Act of 
1955, before obligating the government an agency must determine 
(1) that a valid need exists, (2) that the obligation is in accord with 
the intent of Congress as expressed in the authorizing and appropri
ation legislation, (3) that appropriated and unobligated funds are 
available, and (4) that the contractor, grantee, borrower, or other 
recipient of federal monies intends to commence services or perfor
mance without unnecessary delay (31 USC 200).

Although the document required by Section 1311 may exist, gen
erally no amount is entered in the agency records as an obligation 
until the document has been signed by the prospective recipient 
of the funds (except for small purchases of $10,000 or less) and by 
the person having obligational authority for the agency. Further, 
the document must contain all the administrative approvals required 
by legislation or agency policy, and a copy must have been delivered 
to the performing party.

One agency has defined delivery as placing a document in official 
postal service channels or with a publicly recognized messenger ser
vice, or handing it to the recipient. Placing a document in an 
agency’s own administrative services mail channels is not considered 
sufficient for delivery. For recording purposes, except at the end of 
the fiscal year, delivery is assumed to have occurred on the date of 
the last required signature. At year end, only documents actually 
mailed or otherwise delivered before the last day of the year 
would be included as a valid obligation in the agency’s year-end 
reports.

When obligations that are incurred by an agency are not sup
ported by precisely the documentation described in Section 1311, a 
written administrative determination may constitute the substantiat
ing documentation. This administrative determination must include 
a description of the transaction, a reference to the document initial
ly authorizing the transaction, an approval by an official authorized 
to make the determination, and, where known, an estimate of the 
cost to be incurred. An administrative determination might be re
quired for an obligation relating to payment for personal services, 
travel and transportation, a grant, public utility services, or amounts 
due periodically under a rental or lease agreement or a similar trans
action where the document supporting the obligation provides for a 
series of payments. Supply operations may utilize data-processing 
equipment or punch-card accounting machines where the purchase 
order is automatically prepared and no authorizing signature is re
quired. The recording of the obligation may be based on a signed 
summary of a computer print-out supported by a detailed machine 
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listing of the documents. The listing must be backed up by docu
ments maintained in auditable form, verified for correctness, and 
containing approval by an authorized official.

Accounting for Obligations

Types of Obligations The reporting required of an agency by the 
Treasury and OMB provides for a consistent classification of an 
agency’s obligations, costs, and cash disbursements. The standard 
object classification includes the following categories, not all of 
which apply to every agency.

Personnel compensation for temporary and permanent positions, 
military personnel, and special personal service payments

Personnel benefits for civilian and military employees
Benefits for former personnel
Travel and transportation of persons
Transportation of things
Rent, communications, and utilities
Printing and reproduction
Supplies and materials
Equipment
Lands and structures
Investments and loans
Grants, subsidies, and contributions
Insurance claims and indemnities
Interest and dividends
Refunds
Unvouchered obligations, which are lawful but confidential and 

not subject to detailed vouchering or reporting
Undistributed obligations, which can be used only with the prior 

approval of the Office of Management and Budget
Administrative expenses
Changes in selected resources, which entails adjusting the entry 

account to make a bridge between the sum of the detail and 
total obligations when the detail is on the basis of accrued ex
penditures or applied costs

Quarters and subsistence charges to employees
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Value of Obligations Critical in accounting for obligations and 
appropriated funds is the decision as to the amount of the obligation. 
Such a decision may appear to be routine because the dollar amount 
on the obligating document is the correct amount. However, the 
dollar amount cited on the supporting documents may not be the 
amount that an agency obligates.

Following are examples of amounts for various types of obliga
tions.

Personal Services

An obligation for personal services or salaries and related costs 
should be evidenced by the payroll or other written administrative 
determination. The obligation for personal services must be based 
on the personnel records and be recorded in the month the services 
are performed. When a payroll period covers portions of two 
calendar months, the proportionate amount accruing each month is 
recorded as an obligation applicable to that month.

Personal service contracts, the obligation recorded in each month, 
should be the estimated amount earned during that month under 
the provisions of the contract.

Civilian employees’ salaries, the obligation recorded in each month, 
should be the gross amount earned by the employees during that 
month.

Accrued annual leave should be recorded as an obligation when 
an employee terminates his employment.

Contributions for federal employees’ life insurance, federal em
ployees’ health benefits, FICA taxes, and civil service retirement, the 
obligation recorded for each of these items in each month, should 
be the estimated liability incurred during the month.

Severance pay, the obligation recorded each month, should be the 
gross amount due the former employees for that month (31 USC 
200).

Personnel on a Reimbursable Basis

Many agencies are required to support personnel of another agency 
who are providing services on a reimbursable basis. Under such an 
arrangement, the agency receiving the services must reimburse the 
other agency for the costs of the personnel who are on loan. The ob
ligation recorded in each month for military personnel on a reim
bursable basis should be the amount earned and reimbursable to 
the Department of Defense based on the standard rate published 
by that department for reimbursable details, plus travel and other 
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costs. The obligation recorded in each month for civilian personnel 
on a reimbursable basis should be based on the salary earned and 
related fringe benefit contributions, which are reimbursable to the 
other agency, plus travel and other costs.

Travel and Transportation

An obligation for travel and transportation should be documented 
in a travel authorization with an estimate of the costs, including 
transportation and per diem allowance as well as transportation of 
household goods and other reimbursable expenses.

Payment of Mileage In general, mileage is charged to the ap
propriation for the year in which the travel is performed. If travel 
begins at such a time as to enable the traveler to complete a journey 
before the close of the fiscal year, it is charged entirely to the appro
priation for that year. If the travel begins so late in one fiscal year 
that the major portion of it is performed in the next fiscal year, it is 
charged to the appropriation for the succeeding year (31 USC 200).

Per Diem Per diem and other authorized expenses, such as taxi 
hire, official telegrams, and transportation and baggage charges paid 
by the traveler, should be charged to the funds current at the time 
the costs are incurred (31 USC 200).

The obligations for permanent-change-of-station travel reimbursed 
on a commuted basis are charged to the appropriation current on 
the date the traveler actually pays the costs incurred under perma
nent-change-of-station orders. These costs should include all ex
penses in connection with the travel, such as transportation of de
pendents and household goods, packing, and storage.

Transportation of Things An obligation incurred for transpor
tation of government property and supplies should be evidenced 
by a government bill of lading issued to a commercial carrier, a 
contract for commercial transportation or rental of a truck, or an 
intragovernmental order for specific transportation.

Rent, Communications, and Utilities

Rental Agreements and Leases The amount recorded as an ob
ligation should be based on the specific conditions of the lease or 
agreement or on a written administrative determination of the 
amount due. Following are various considerations that are given to 
the agreement conditions before obligating an amount for rental 
costs.
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• Under a rental agreement that may be terminated by the gov
ernment at any time without notice and without incurring any 
obligation to pay termination costs, the obligation is recorded 
each month in the amount of the rent for that month.

• Under a rental agreement providing for termination without 
cost after giving a specified number of days’ notice, when the 
agreement is executed an obligation is recorded in the amount 
of rent payable for the number of days’ notice called for in 
the agreement. In addition, an obligation is recorded each 
month in the amount of that month’s rent. When the number 
of days remaining under the lease equals the number of days 
of advance notice required under it, no additional amount is 
recorded.

• Under a rental agreement providing for a specified dollar pay
ment in the event of termination, an obligation is recorded 
upon execution of the agreement in the amount of the specified 
minimum dollar payment. In addition, an obligation is record
ed each month in the amount of the rent payable for that 
month. When the remaining rent is equal to the obligation re
corded for payment in the event of termination, no additional 
monthly obligation is recorded.

• Under a rental agreement which does not contain a termination 
clause, an obligation is recorded at the time of its execution in 
the total amount of rent specified in the agreement.

Communications and Utilities The obligation for recurring 
charges for utility services and communications is evidenced by a 
written administrative determination of the cost of the service fur
nished during the accounting period. The obligation is adjusted on 
receipt of a voucher or other documentary evidence that an adjust
ment is needed. An obligation for utility services or communica
tions for which a specific contract is issued at a specified cost should 
be recorded in accordance with the terms of the contract.

Interagency Orders and Services

The obligation to be recorded by an agency for goods or services 
to be delivered or performed by another agency is carefully con
sidered since the amounts could be significant. An obligation 
will unnecessarily restrict the funds appropriated and an over
obligation could put the agency in the position of jeopardizing the 
appropriation limitations of Congress (31 USC 686). The following 
paragraphs are indicative of the amounts that would be obligated 
under varying conditions.
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Interagency Orders on a Reimbursable Basis A definite and 
complete order for goods or services placed on a reimbursable basis 
by one agency with another is obligated in the amount of the order 
when accepted in writing by the performing agency, with one ex
ception. Orders chargeable to the administration appropriation 
placed under the authority of the Economy Act should be deobligated 
at the end of the fiscal year to the extent that the agency receiving 
the order has not incurred a valid obligation.

Agency Orders Required to Be Placed With Other Agencies Var
ious laws require that orders be placed with certain government 
agencies and not with contractors. These agencies include the 
Federal Prison Industries (18 USC 4124), the Government Printing 
Office (44 USC 111), and the General Services Administration (GSA 
Regulations).

The amounts of these orders are recorded as obligations when the 
orders are issued, and obligations recorded against a one-year ap
propriation or fund need not be decreased at the end of the fiscal 
year even though the performing agency may not have incurred 
supporting obligations under the order. All such orders must author
ize the performing agency to proceed with a particular job. When 
requests are in a form that represents nothing more than an inquiry 
as to the probable cost of a given job, no obligation is incurred.

Orders Requiring Delivery by Another Agency When an order 
is placed with another government agency out of choice and not be
cause the action is required by law, and when the order is for items 
procured and normally carried in stock by that agency or installa
tion, the record date of the obligation depends largely on the sup
plying organization’s capacity with respect to the particular trans
action. For example:

• If the order involves common-use standard stock items that the 
supplying organization has on hand or on order for prompt de
livery at published prices, the obligation is incurred at the time 
the order is placed by the requisitioning activity.

• If the order involves stock items other than those just referred 
to, the obligation is incurred by the requisitioning organiza
tion when the supplier issues a formal notification that the 
items are on hand or on order and will be released for prompt 
delivery.

• If the order requires that the supplier execute a specific con
tract, the obligation is incurred when the contract is entered 
into.

83



Orders Placed by Another Government Agency An order placed 
by one government agency chargeable to funds of a benefiting agency 
is recorded as an obligation by the benefiting agency when the con
tract is entered into.

Payment to Be Made by Appropriation Transfers A transfer 
of funds to another agency for obligation and disbursement does 
not constitute an obligation at the time of the transfer. The agency 
administering the transfer appropriation account is required by the 
Office of Management and Budget to furnish monthly status reports, 
including obligations incurred under such account, to the agency 
administering the parent account. This agency in turn uses the in
formation as the basis for its own reports. The final report at the 
close of the fiscal year must be certified as to the validity of any un
liquidated obligations.

Grants, Subsidies, and Contributions

The amount of a grant, subsidy, or contribution is recorded as an 
obligation only when supported by documentary evidence. A grant 
requiring the performance of some service or delivery of some item 
is recorded when consummated by mutual agreement. Usually, a 
grant is signed by an agency official and mailed to the grantee for 
acceptance. The obligation is incurred when the grantee accepts the 
offer by signing the document and mailing or otherwise delivering 
it to the agency.

A grant, subsidy, or contribution not preceded by a contract or 
agreement is recorded as an obligation when payment is made. A 
cash grant or award is recorded as an obligation in the accounting
period in which the award is approved by the authorized official. A 
copy of the approval document, or a copy of the document inform
ing the recipient of the award, is used to support the obligation.

Legal Liabilities and Other Actions

The estimated amount of a legal liability is recorded as an obligation 
when it is established that a liability exists for the payment of money 
from an available appropriation and litigation is pending to de
termine the amount of the liability.

The estimated cost of land acquisition under condemnation pro
ceedings is recorded as an obligation at the time the attorney gen
eral is requested to institute the proceedings. The obligation rec
ord should be supported by a written administrative determination 
of the estimated liability that could result from litigation.
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Loan Agreements

A loan agreement is recorded as an obligation in the amount of the 
loan. A commercial loan to a contractor which is guaranteed by an 
agency should be recorded as an obligation when a written demand 
is received from the financing institution that the agency purchase 
the guaranteed portion of the loan in the stated amount, including 
accrued interest if applicable.

Postage

An obligation should be recorded each month based on an estimate 
of the billing to be received from the postal service. The obligation 
should be adjusted when the actual bill is received. In the event that 
advance payment for penalty mail is required, the obligation is 
based on the billing for the advance. Stamps purchased are obligated 
when payment is made.

Contracts

The amount obligated for a contract issued by an agency depends 
on the terms of the contract, which may obligate the government 
for less than the full amount—or could result in an even greater lia
bility than initially recognized. The following paragraphs highlight 
several conditions that could affect the amount obligated for a 
particular contract.

A contract or agreement may include more than one pertinent 
provision. In such instances, funds should be obligated in accord
ance with each separate provision and not for the aggregate total 
of the contract. For example, one element of a contract or agree
ment may be recordable immediately as an obligation, whereas 
another may require further action or processing before it can be 
obligated.

Firm Fixed-Price Contracts An obligation for the total amount, 
is recorded when the contract is executed.

Fixed-Price Redeterminable Contracts When the contract is exe
cuted an obligation is recorded for the stated fixed price—or for the 
target price if the contract includes an incentive clause—even though 
the contract contains a higher ceiling price. The recorded amount 
should be increased or decreased as provided in amendments to the 
contract.
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Cost Contracts Cost-reimbursement and time-and-material con
tracts include cost-plus-fixed-fee, cost-sharing, cost-plus-incentive-fee, 
cost-plus-award-fee, and labor-hour contracts. An obligation is re
corded when the contract is executed for the total estimated cost or 
payment, but not in excess of the stated maximum liability, includ
ing the fixed fee in a cost-plus-fixed-fee contract. The target fee in 
a cost-plus-incentive-fee contract is the base fee plus an amount for 
the award fee not in excess of the maximum stated in a cost-plus
award-fee contract.

The recorded amount should be increased or decreased as provided 
by any amendment to the contract or by a unilateral revision of an 
award fee estimate made by the contracting office. Any award in ex
cess of the target fee in a cost-plus-incentive-fee contract should be 
recorded as an obligation when the administrative determination 
to award the larger fee is sent to the contractor. A cost-plus-award-fee 
contract obligation is adjusted at the time the actual award is de
termined and the contractor notified. If any of these contracts is 
incrementally funded, the amount obligated should be the funded 
increment.

Indefinite Contracts Indefinite delivery contracts include definite 
and indefinite quantity contracts, requirements contracts, and basic 
ordering agreements. Where the quantity required under a contract 
or agreement is indefinite, the ultimate obligation is determined by 
subsequent orders. Any specified minimum order should be record
ed as an obligation when the contract is executed.

An order in excess of the minimum not requiring acceptance by 
the contractor under the terms of the agreement and placed within 
the time period specified should be recorded as an obligation when 
issued in the stated amount. Such an order is recorded as an ob
ligation upon acceptance of the order at the agreed price. In the 
case of services, the written evidence may be a consolidated listing 
of work orders issued to the contractor at least monthly and showing 
the estimated dollar amount of each.

Regardless of the variation permitted, an obligation should be 
recorded when the contract is executed for the price of the quantity 
specified for delivery. The amount so recorded should be increased 
or decreased to reflect the price of the quantity actually delivered 
and accepted.

Letter Contracts For the most part, letter contracts are limited 
to unusual circumstances and require advance approval from the 
highest level of agency management. If authorized, the letter con
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tract is signed by the contracting officer and then mailed to the 
contractor for acceptance. The obligation is incurred when the 
contractor accepts the offer by signing the contract and returning it 
to the agency. The obligation should state the maximum amount 
for which the government will be liable.

Purchase Orders A purchase order issued in accordance with 
agency procedures could constitute an obligation when issued if 
the purchaser accepts a binding written offer made by a vendor to 
sell specific goods or to furnish specific services at a specific price. If 
the purchase order requires vendor acceptance, it is recorded as an 
obligation at the time of such acceptance, evidence of which must 
be retained in the files. If written acceptance is not received, de
livery in accordance with the purchase order constitutes evidence of 
acceptance, but only to the extent of the delivery and provided that 
the delivery is accomplished while the appropriation or fund is 
available for obligation.

If written acceptance is not received but delivery is nevertheless 
accepted after the time cited in the purchase order, a new and current 
funding citation must be provided for the processing of an amended 
purchase order. If payment to the vendor should inadvertently be 
made from expired funds, charges should be transferred to the proper 
fiscal year by means of a correction voucher.

Notice of Contract Award A notice of contract award may be 
used when time does not permit an agency to prepare and execute 
a definitive contract before contract performance begins. A notice 
of award is merely an acceptance of an offer. If the terms of the offer 
and of any other document specifically incorporated in it include all 
the terms that would be required in a formal contract, it may be ac
cepted by a notice of award. If the acceptance is clear and unquali
fied, a binding agreement between the parties results. In such 
event, an obligation goes into effect when the notice of award is is
sued; and the offer, coupled with the notice of award, constitutes the 
documentary evidence supporting the obligation.

Incrementally Funded Contracts An incrementally funded con
tract provides for performance within an estimated total cost and 
fee. It limits the government’s liability to the amount of funds allot
ted to the contract, and provides initial funding that is less than the 
total estimated cost and fee of the contract. An agency might resort 
to this type of funding to conserve the agency’s appropriation or con
trol performance of a contractor. Thus the incremental funding 
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clause serves as a limit on the amount to be recorded as an obliga
tion under the contract. Allotting additional funds to the contract 
raises that limit and increases the obligation up to, but not exceed
ing, the amount that would be recordable if such a clause were not 
in the contract.

Termination of Contracts and Agreements When the govern
ment terminates a contract or agreement in whole or in part by a 
notice of termination to the other party, the obligation is decreased 
to an amount sufficient to cover the settlement costs. But the obliga
tion should not be decreased below the contracting officer’s estimate 
of the amount due as a result of the termination. As the proceedings 
go on, the termination contracting officer should make periodic ex
aminations to redetermine the government’s probable liability; and, 
based on appropriate documentation, the amount of the obligation 
should be adjusted accordingly.

Control and Liquidation of Obligations

Once an obligation has been incurred and recorded, the agency’s 
system must provide adequate controls to insure appropriation lim
itations are not violated. Additionally, the agency is responsible for 
the periodic review as well as the proper and timely reduction or 
liquidation of obligated balances as expenditures are incurred.

The Office of Management and Budget must approve the system 
of administrative control designed to restrict obligations or ex
penditures against each appropriation to the amount of the ap
portionments or reapportionments. The OMB system must also en
able the head of an agency to fix responsibility for any obligation in 
excess of an apportionment or reapportionment (31 USC 665[9]). It 
is the responsibility of each agency to implement and adhere to the 
administrative controls.

The agency has to prescribe procedures and design controls to 
meet the following criteria:

• That they will restrict obligations or expenditures against ap
propriations or funds to the amounts apportioned or reap
portioned, or to amounts that will actually be realized, which
ever are smaller.

• That they are not inconsistent with any accounting procedures 
prescribed by or pursuant to law.
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• That they will enable the head of the agency or any administra
tive subdivision to fix responsibility for any obligations or ex
penditures in excess of an apportionment or reapportionment.

• That they provide for prompt and adequate reporting of vio
lations of the law.

• That the system of subdividing funds be made at the highest 
level compatible with assignments of program responsibilities 
that will make for effective and efficient management and also 
provide the controls necessary for carrying out the intent of 
Congress.

An agency’s obligations may be liquidated or reduced by complete 
or partial cancellation or termination of the order or contract; by 
delivery of the required goods or services under the order or con
tract; or by accrual of salaries or other expenditures, thereby recog
nizing the actual cost of the earlier obligation.

It should be noted that recognition of actual expenditures re
places or liquidates earlier obligations. Any obligations for which no 
accrual has been recognized are referred to as unliquidated.

As has been said, the Constitution allows only funds appropriated 
by Congress to be expended. Congress is inclined to monitor the 
financial system by limiting the periods for which appropriated funds 
may remain available for obligation. This keeps agencies from cre
ating new obligations from expired appropriations. However, appro
priations sometimes require payment of monies many years after ex
piration. Agencies use a merged or “M” accounts procedure to com
bine the expired appropriations of past years. An appropriation by 
Congress remains available for obligation for the period provided 
by law. After that time the authority to obligate funds is withdrawn 
and the appropriation is said to have lapsed. The authority to ob
ligate funds may also be withdrawn if for some reason no disburse
ment has been made against an appropriation for two fiscal years.

An agency will continue to account for an appropriation for two 
full years after the applicable fiscal year. Then the account is closed 
on the agency’s books; the obligated balance is reported to the 
Treasury Department; and the balance of that account is merged 
with all previously lapsed balances of appropriations for the same 
general purpose in an M or merged account in the agency’s records.

The M accounts remain open indefinitely for the settlement of the 
obligated balances. If subsequent liquidations exceed the amount 
originally obligated and transferred to the M account, the over
liquidation or negative balance does not necessarily constitute an 
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overexpenditure unless the total of all such overliquidations exceeds 
the total of the appropriation withdrawals.

Accrual Accounting for Expenditures 
and Costs
Probably no financial concept has received more analysis, discussion, 
and thought than accrual accounting, as adopted throughout the 
federal government. Since 1955 and the Second Hoover Commission, 
Congress has enacted a public law, three Presidents have issued 
directives, and the central accounting agencies of the General Ac
counting Office, the Office of Management and Budget, and the 
Treasury have published innumerable statements, instructions, and 
regulations on this subject.

Complicating the lag in implementing a concept of accounting 
that has been accepted in principle by the private sector is the vary
ing definitions and interpretations of the concepts inherent in ac
crual accounting.

In the government, accrual accounting could refer to accrued ex
penditures or accrued costs—and a distinction is not always main
tained. Accrued expenditures have to do with services received or 
performance accepted; accrued costs have to do with the consump
tion of goods or the use of services in the operation of a program. 
Accrued expenditures are singularly important to outside economists 
and planners. Accrued costs are critical for managers who bear 
primary responsibility for program performance and achievement.

Background of Accrual Accounting

Accrued expenditures must be distinguished from costs or accrued 
costs and the concepts kept clearly separated. Accrued expenditures 
are liabilities for goods and services received, assets acquired, per
formance accepted, and so on. Costs, accrued costs, or applied costs 
are the costs of resources (plant, property, or personnel) consumed, 
work put in place, or, in the case of a procurement program, items 
procured or produced.

There are a number of steps or timing differences in the flow of 
funds through the life of a federal transaction: appropriation, ob
ligations, accrued expenditures, costs, and checks issued. An agency’s 
system must be sufficiently comprehensive and integrated to record 
and account for each phase.

Generally, there is no significant difference between the obliga

90



tion, accrued expenditure, costs, and checks issued when the transac
tion is incurred and settled immediately. For example, the time dif
ference between incurring an obligation for employee salaries and 
benefits and paying this obligation could be relatively short and be 
of little consequence in an agency’s accounting or reporting.

However, the time lag is material in many projects, particularly 
those of long duration. In the past, when an accounting was made for 
only the obligation and the check issued, years could pass between 
an obligation and a cash disbursement. Without an accounting such 
as accrued expenditures and accrued costs, agency management had 
no measure of the work performed or the interim liability.

This definition of accrued expenditures requires that consider
ation be given to performance, the point of time when money is first 
owed, the identification of contractor or grantee performance, and 
the fact that advance payments are not considered as expenditures.

Methods of Determining Accrued Expenditures

There are at least three ways to determine a federal agency’s accrued 
expenditures, not all of which provide the same degree of accuracy 
or the same information for management.

The Forecast Method Under the forecast method, entries are 
made at the beginning of the accounting period for the total esti
mated liability to be incurred. During the period, cash payments are 
made against this amount. The portion of the estimate that remains 
unpaid is recognized as the accrued expenditure. The forecast method 
does not meet the criteria or the intent of the accrued expenditure 
concept of accounting and provides management with no perfor
mance data throughout the period. The estimated liability is as
sumed, perhaps erroneously, to be accruing at the same rate during 
each quarter or interim of the accounting period. The method does 
not provide continual, systematic reporting of performance re
ceived, nor does it provide information to monitor for timeliness of 
delivery.

The Inventory Method Under the inventory method, transactions 
are recorded by the agency on a cash basis during the month, with 
receivables, advances, liabilities, and expenditures being inventoried 
at the end of each reporting period. The entries that record the ac
crued or inventoried transactions and events are reversed at the be
ginning of the next accounting period, thereby returning the ac
counting records to a cash basis.
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The inventory method, as the name implies, requires that the 
agency take an inventory of its unpaid bills, open obligating docu
ments, receipts of goods for which no invoices have been received, 
and performance reports at the end of each accounting period, 
preferably monthly. An alternative to making an adjustment entry 
for the accruals and reversing that entry at the beginning of the 
next accounting period is to account for only the increase or de
crease between one month’s accrual and the next month’s accrual.

The comptroller general, in prescribing the accounting principles 
and standards for federal agencies, illustrated the inventory method 
in the manner outlined in Exhibit 5-3, opposite. The total cash dis
bursements (item 1 in Exhibit 5-3) would be obtained from the cash 
disbursement record. Under the inventory method, of course, such a 
record would not have a column for debiting the accounts payable 
since the accounts payable and liabilities are determined by taking 
an inventory at the end of the month. At that time, the appropriate 
asset and expense accounts are posted.

As mentioned earlier, accruals may be accounted for in two ways 
under the inventory method. One approach is to post the end-of- 
month accruals in total or gross. The same entries would be reversed 
in total at the beginning of the next month, and the procedure 
would be repeated for each month of the fiscal year.

An alternative is to post only the net changes in the accruals 
from one month to the next. For example (item 2 in Exhibit 5-3), 
the increase or decrease in the accounts payable and other liabilities 
is the difference between the month’s beginning and end totals of 
unpaid invoices, receiving reports, and other documents evidencing 
liabilities for goods and services. Increases are added to and decreases 
are subtracted from the cash disbursements to arrive at the total 
accrued expenditures for the period.

If an agency were on the inventory basis, it would have to apply 
the same method to its obligations. The increase or decrease in the 
unliquidated obligations (item 4 in Exhibit 5-3) is determined by 
checking the undelivered orders, other outstanding obligations, and 
other obligating documents that were inventoried at the beginning 
of the month and comparing them to the inventoried totals at the 
end of the month. Increases in the unliquidated obligations must 
be added to the accrued expenditures and decreases in the unliqui
dated obligations must be subtracted from them in order to arrive 
at the total obligations incurred.

The inventory method is not designed for and should not be used 
in the maintenance of detailed cost accounts. Nor is it adequate for 
keeping detailed stock record cards to support a general ledger con-
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Exhibit 5-3

INVENTORY METHOD OF DETERMINING
ACCRUED EXPENDITURES AND OBLIGATIONS INCURRED

(continued)

Last 11 Total
Item Month Months of for

of Fiscal Fiscal
July Year Year

(1) Total Cash Disbursements During
Current Period $4,250 $787,750 $829,000

(2) Increase or Decrease* of Ending Over
Beginning Balance of Accounts Pay
able, Determined by Inventories of 
Unpaid Invoices and Other Liability 
Documents:
(a) Accounts Payable, per ending 

inventory
(b) Accounts Payable, per beginning

$ 350 $ 1,000 $ 1,000

inventory — 350 —

(c) Increase (or Decrease*) $ 350 $ 650 $ 1,000

(3) Accrued Expenditures, or Liabilities
Incurred During the Current Period 
for Assets and Expenses (See Journal 
Entries Nos. 2 and 3 Below) $41,600 $788,400 $830,000

(4) Increase or Decrease* of Ending Over
Beginning Balance of Unliquidated 
Obligations, Determined by Inven
tories of Purchase Orders, Contracts, 
and Other Obligating Documents:
(a) Unliquidated Obligations, per 

ending inventory
(b) Unliquidated Obligations, per

$35,000 $110,000 $110,000

beginning inventory .................... — 35,000 —

(c) Increase (or Decrease*) $35,000 $ 75,000 $110,000

(5) Obligations Incurred, or Purchase
Orders and Contracts Placed, and
Other Obligating Documents Issued 
During the Current Period (See Jour
nal Entry No. 1 Below) $76,600 $863,400 $940,000
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Exhibit 5-3 (continued)

July Last 11 Months
De~bit Credit Debit Credit

Journal Entries:
(1) Unobligated Allotments $76,600 $863,400

Unliquidated Obligations $76,600 $863,400
(See Item No. 5 Above)

(2) Unliquidated Obligations 41,600 788,400
Expended Appropriations 41,600 788,400

(See Item No. 3 Above)
(3) Assets and Expenses .......... 41,600 788,400

Fund Balances with U.S.
Treasury 41,250 787,750

Accounts Payable .......... 350 650
(See Item Nos. 3, 1, and
2c Above)

Source: U.S. General Accounting Office, Policy and Procedures Manual
for Guidance of Federal Agencies

trol account for materials. Such cards should be posted from receiv
ing reports and materials issuance cards.

In some agencies an obligation, accrued expenditure, cost data, 
and disbursement are almost simultaneous because the timing 
difference of a transaction in moving through these various stages 
is minimal.

Accruals may not always produce data of greatly increased use
fulness to the management of an agency. For example, if most of 
an agency’s costs are incurred for the payment of personal services 
to employees or for travel, other controls and limitations reduce 
the risks of overexpending or require alternative types of monitoring. 
In these circumstances a conversion to the accrual method might be 
required only for reporting purposes, and the inventory method 
would be most practical.

The Continuity Method As the name implies, the continuity 
method of accounting for accrued expenditures, as well as obliga
tions, relies on continual processing, recording, and accounting for 
transactions and events throughout the fiscal period. With the advent 
of computers, necessitated by the requirement that each agency 
maintain an integrated accounting system and report capability, 
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most agencies adhere to the continuity method of accounting. By 
this method, receivables, payables, and changes in other assets and 
liabilities and accrued expenditures are processed, recorded, and 
accounted for all through the year. Offsetting income and cost entries 
are made on the same basis, thus providing agency management with 
interim financial data on operations. The continual accounting for 
receivables and payables also permits the current reflection of the 
amounts owed by or to the agency.

The continuity method relies on the recognition of each event 
affecting an agency’s fund status. Basic to a sound system of account
ing for, monitoring, and reporting on expenditures is a disciplined 
procedure for the approval, flow, central control, and safekeeping of 
supporting documents. Another prerequisite of the continuity meth
od is prompt and accurate coding of a transaction throughout the 
period when it is active—from the time of obligation to the ultimate 
settlement by disbursement or total liquidation of an advance, if 
one was made.

Support for Accrued Expenditures

A separate file is generally established for each transaction when an 
obligation is incurred. This file is kept current, with accounting en
tries being made as appropriate, throughout the life of the transac
tion. The support that should be in each transaction file includes 
such documents as the approval of fund availability in the form of a 
procurement request, purchase order, request for grant funds, or 
similar form; the contract, grant, or other agreement or obligating 
document; the report of expenditures or performance; receiving re
ports; claims for payment; and evidence of disbursement and pay
ment.

Estimating End-of-Month Accrued Expenditures

As discussed, the accrued expenditure concept requires that agency 
management recognize not only the liability which is evidenced by 
invoices and other documents received, but also those accrued ex
penditures for which no bills have been received or for which pay
ment has not been made at the end of a month.

It is permissible to estimate such accrued end-of-month expendi
tures on the basis of available information and prior agency experi
ence. Among the alternatives in federal accounting for estimating 
or determining accrued expenditures are the following:

• Unpaid invoices from vendors covering shipments received.
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• Receiving reports showing quantities received and whether a 
given shipment is complete or partial when the invoice has not 
been received.

• Payroll, travel, and other supporting vouchers prepared but not 
yet paid.

• Estimates of personal services for the days between the close of 
the latest payroll period and the end of the month based on 
experience and factors such as overtime.

• Where an obligation is recorded covering the expenditure ac
crued in an accounting period, the obligated amount may be the 
best estimate of the expenditure.

• For fixed-price contracts extending beyond one month and 
covering goods manufactured to the government’s specifications, 
a statement from the contractor estimating the percentage of 
completion, including work performed by subcontractors.

• For cost contracts, monthly reports from the contractors showing 
the unbilled portion of performance to month end, including 
work performed by subcontractors.

• Similar monthly performance reports from grantees for accrued 
expenditures under grants.

• Estimates from project managers or operating officials familiar 
with progress under the contract or grant.

• Sampling or statistical methods where there are a large number 
of small dollar-value transactions or where sound correlations 
can be made.

• For utilities, an estimate of the liability for services for the 
interval between the date of last billing and the end of the 
accounting period.

Accrued Expenditure Reporting
Requirements
For reporting purposes, with respect to apportionments and data 
on an agency’s budget status, OMB requires that such data be re
ported on the accrued expenditure basis, defined as consisting of 
the following:

. . . liabilities incurred for goods and services received, other assets 
acquired and performance accepted, and other liabilities incurred 
not involving the furnishing of goods and services, whether or not 
payment has been made and whether or not invoices have been 
received.
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Where the precise amount of accrued expenditures is not known, 
the best estimate is used for the amount which will subsequently be 
paid. OMB has recognized that absolute precision is not attainable, 
nor is it economically feasible.

The following reports must be submitted to OMB by each federal 
agency to show the status of the apportioned balance of its appro
priation.

• Reports on applied costs and accrued expenditures contain total 
agency program cost by activity and the necessary adjustment 
to reflect accrued expenditures.

• Apportionment and reapportionment schedules—accrual basis 
sets forth on an accrual basis the amounts available to the 
agency for apportionment, the amounts apportioned and unap
portioned, and the undisbursed balances of various funds.

• Reports on budget status—accrual basis are prepared each 
quarter for revolving funds and for some funds not apportioned, 
as specified by OMB.

Accounting for Accrued Costs

The terms accrued costs and applied costs are synonyms that refer to 
the amount, measured in dollars, of goods and services used or con
sumed in carrying out an operation or function.

Accounting for costs on an accrual basis is seen by GAO to be 
merely an extension of accounting for accrued expenditures. These 
expenditures, as described earlier, are recognized as earned or re
ceived. The cost or consumption of accrued expenditures is recog
nized when an operation, function, activity, or whatever, makes use 
of the assets or expense.

According to the General Accounting Office, cost-based budgeting 
is budgeting whose activity levels are estimated in terms of the 
value of resources to be consumed in carrying out the activity, rather 
than in terms of the dollar amount of the obligations incurred or 
cash payments made. Cost-based budgets are used by some operating 
managements of federal agencies.

Considerations of a Cost System

In its principles, the GAO has identified a number of considerations 
for an agency’s system and its reporting of costs.

• The accounting system must provide for the systematic accumu
lation of cost by major organizational segments, budget activi
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ties, and the program structure adopted under the agency’s 
planning-programming-budgeting system.

• Where appropriate, the cost accounting system should provide 
quantitative data on performance or output in order to relate 
cost to achievement and permit the computation of unit costs.

• Any unqualified representation as to costs is construed to include 
all the significant cost elements—financial, property, personnel 
—of an activity or program.

• Differences in financing, reimbursement methods, and adminis
trative policies of budgeting, accounting, and reporting are not 
grounds for excluding costs that should otherwise be included.

• Cost systems should provide for the accumulation of all signif
icant costs. Where this is not done, the basis for estimating costs 
or the nature and effect of omissions must be identified so as not 
to mislead users.

• Cost data provided to agency management and to external users 
must be sufficiently accurate to be valid in making evaluations 
and decisions.

• Cost reports for internal management must disclose information 
that is consistent with the assignment of responsibility.

• Costs assigned to a program, activity, or function must not be 
limited to those financed by an agency but should encompass 
funds from all sources.

Classification of Costs

Agency systems must classify costs for programs, activities, functions, 
or other cost centers into two general groupings.

1. The acquisition of assets or capital expenditures—the procure
ment of resources, plant, and equipment that will not be con
sumed in the operations of an activity in the near future, but 
will benefit operations for several future periods.

2. The incurrence of current expenses—the consumption or use 
of resources in a period, including a proper allocation of any 
capital expenditures initially recorded as an asset.

The degree of detail of the cost accounting is a responsibility of 
the individual agency managements and must be sufficient to permit 
the proper planning, control, and evaluation of operations.
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Relating Costs to Appropriations

Accrued costs and cost-based budgets are used by some agency man
agements for operating purposes and decisions on future funding 
needs. Accounting for obligations by appropriation status is required 
to meet external reporting needs and requests for data, particularly 
from the OMB and the Congress. Nevertheless, the cost basis is the 
single best way to insure that all resources are considered in plan
ning and operating an activity and in accounting for the full cost 
of work done and accomplishments. However, when accounting on 
a cost basis, federal agencies need to reconcile these costs to appro
priations, obligations, and accrued expenditures. Exhibit 5-4, page 
100, illustrates the relationship of the cost basis and cost budget to 
these other bases.

Accounting for Disbursements

For many years the government equated expenditures with disburse
ments and checks issued. Today, there is a clear distinction between 
the accrual of an expenditure and the disbursement of cash. The dis
bursement is the final phase of accounting for financial transactions 
in the federal government.

Role of Treasury Department

Although it is commonplace to speak of a federal agency’s paying 
bills or making disbursements, this is not generally the case. The 
usual procedure is for the agency to prepare a schedule or request 
for payments and submit this list to the Treasury Department, 
which then issues the checks.

The present central accounting system is fully integrated; it em
braces all federal cash operations and is maintained by the Treasury 
Department. The system links the Treasury, as the financial center, 
to all operating agencies through transactions common to all agen
cies: appropriations enacted, monies received, and monies disbursed. 
The undisbursed or credit balance of each appropriation and fund 
on the central books of the Treasury Department is a reciprocal bal
ance to the asset or debit balance for each appropriation and fund 
on every agency’s books and represents the agency’s cash authority to 
draw on the Treasury. Withdrawals are made by federal agencies 
upon presentation of properly certified vouchers and voucher sched-
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ules. The actual withdrawals are generally in the form of checks 
issued by the treasurer of the United States.

Role of the Federal Agency

With few exceptions, notably the Internal Revenue Service and the 
Bureau of Customs, the concern of federal agencies is to disburse 
and not collect funds. The agency’s disbursement system is essentially 
a series of approvals and certifications as to the propriety of a dis
bursement to settle a claim and the preparation of a schedule and 
voucher of payments which are transmitted to the Treasury Depart
ment.

After the check is drawn, the agency’s concern is with providing 
the required periodic reports to the Treasury.

Accountable Officers in Federal Agencies

Basic to the government’s system of disbursements is the designated 
accountable officers of a federal agency. An accountable officer could 
be a collecting officer, disbursing officer, or certifying officer. In the 
role as accountable officer, this individual is charged with a personal 
responsibility and liability for the account—in other words, the of
ficer’s record of funds received, disbursed, certified, or retained dur
ing his term of office.

Periodically, these accounts are “settled” or audited. That is, an 
examination is made of all transactions processed or approved by the 
certifying officer. The objective of such audits is to determine the ac
curacy of the accounts and any amounts that may be due the gov
ernment.

Collecting Officers Designated collecting officers of the govern
ment are principally those of the revenue collecting agencies. The 
district directors of the Internal Revenue Service and the collectors 
of customs of the Bureau of Customs are the collecting officers hav
ing the largest accounts.

Disbursing Officers Disbursing officers are generally not em
ployees of the agency for which funds are being disbursed. When 
agency personnel do perform disbursing functions, they must act in 
strict accord with Treasury Department requirements. Directors of 
disbursing centers and regional disbursing officers in the Treasury 
Department are employees of this department, not of the agency, 
and each disburses funds on behalf of many agencies.

By law, disbursing officers must (1) disburse money in strict ac
cordance with vouchers duly certified by the head of the agency or 
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another properly designated individual; (2) make an examination 
of vouchers to ascertain whether every voucher is in proper form, 
duly certified and approved, and correctly computed; and (3) be 
held personally accountable.

Certifying Officers Each voucher, voucher schedule, invoice, or 
bill must be approved or certified for payment by an agency official 
who knows the facts surrounding the payment. By law the certifying 
officer is responsible for (1) the existence and correctness of the facts 
recited in the certificate and (2) the legality of the proposed pay
ment under the appropriation involved. The disbursing officer is not 
responsible for the correctness of the facts or the computations ap
pearing on a voucher proposed for payment. Unlike the disbursing 
officer, the certifying officer is always an employee of the agency 
for which the certificate is being rendered.

Reporting of Accountable Officer Transactions

Federal agencies are required to make monthly reports to the Trea
sury Department. One such report is the statement of accountability, 
which records the transactions that occurred during the reporting 
period for each accountable officer. In addition, each agency must 
submit a statement of transactions, a summary required by the 
Treasury which classifies collections and disbursements according to 
appropriation, receipt, and fund accounts. When a consolidated state
ment of transactions is prepared, there must be an audit trail from 
the consolidated statement to the individual accountable officer’s 
statement of transactions.

The statements of accountability and of transactions must be 
supported by paid vouchers, voucher deduction documents, certifi
cates of deposit, debit vouchers, and all other documents previously 
approved and certified by agency personnel as accurate and proper 
receipts or disbursements of funds.

All vouchers, contracts, grants, schedules, invoices, and payroll 
vouchers necessary to establish the legality, authenticity, accuracy, 
and propriety of the transactions represented in the amounts appear
ing on the statement of accountability and statement of transactions 
must be maintained and available for audit by the GAO.
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Federal Contracts

On the basis of dollar volume, government contracts for supplies 
and services constitute one of the most important vehicles for the 
disbursement of federal funds. Many agencies disburse an amount 
of appropriated funds through or under contracts that dwarf the 
dollar amount of appropriated funds required for the agencies’ 
own support.

Knowledge of the process by which the government awards and 
controls federal contracts, contract procurement in general, and 
contract accounting is important to all organizations doing business 
with the government. Further, an understanding of contracting pro
cedures and basic governmental policies will minimize apprehensions 
about accepting opportunities to audit government contracts.

The federal government considers a contract to be a binding legal 
relationship obligating the seller to furnish personal property or 
nonpersonal services (including construction) and the buyer to pay 
for it.

Contracts are commitments, generally in writing, that obligate 
the government to an expenditure of funds. In addition to two- 
signature documents the term contract includes all transactions re
sulting from acceptance of offers by awards or notices of awards; 
agreements and job orders or task letters issued thereunder; letter 
contracts; letters of intent; and orders, such as purchase orders, 
under which the contracts become effective by written acceptance or 
performance.

Responsible Federal Organizations

In government contracting, seldom does a single office or individual 
have total responsibility for a contracted procurement. Many per
sons are responsible for the contracts of an agency.
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Agency Responsibilities

As illustrated in Exhibit 6-1, opposite, the efficient and prudent pro
curement of services and supplies under a contract requires the coor
dinated execution of procedures by several functional organizations.

For example, the program office or other functional organization 
determines that a need exists which can be met only by an outside 
organization under contract to the agency. Once a justifiable need is 
identified and funds are certified to be available, the agency’s con
tracts office actually procures the services or supplies at the most 
reasonable prices, consistent with the agency’s desire for quality and 
delivery schedule.

After the services or supplies are received, the agency must docu
ment the receipt and the acceptability of the contractor’s per
formance. Paying the contractor and accounting for the contract 
costs are then the primary responsibility of the agency’s finance 
office. A condition of federal contracts is that the agency, through 
its cognizant audit division, also has the right of audit for a period 
of three years after final payment has been made under the contract.

GAO Responsibilities

Every major federal agency has a General Accounting Office staff 
resident at its headquarters who conducts a continuing review of 
the agency. These GAO staff members are knowledgeable about in
ternal procurement, contract monitoring, and contract settlement 
procedures.

The General Accounting Office also conducts many contract audits 
and reviews at contractors’ plants, most of which are made under the 
general authority of several laws.

The Armed Services Procurement Act, the Federal Procurement 
Regulations Act, the Federal Property and Administrative Services 
Act, and the Atomic Energy Act require that contracts negotiated 
without formal advertising include a clause to the effect that within 
three years after the final payment the comptroller general of the 
United States and his representatives are entitled to examine books, 
documents, papers, and records of the contractor or any subcontrac
tors that directly pertain to, and involve transactions relating to, the 
contracts or subcontracts.

GSA Responsibilities

The General Services Administration established the federal pro
curement regulations system (FPR) to codify and publish uniform 
policies and procedures applicable to federal agencies in the pro-
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curement of personal property and nonpersonal services (including 
construction) as well as the procurement of real property by lease. 
The system includes regulations prescribed by the GSA adminis
trator called the Federal Procurement Regulations, as well as indi
vidual agency regulations which implement and supplement the fed
eral regulations.

The federal procurement regulations system is prescribed by the 
GSA administrator under the Federal Property and Administrative 
Services Act of 1949, as amended. The regulations are developed by 
the General Services Administration in cooperation with other fed
eral agencies and are issued by the administrator.

These regulations apply to all federal agencies to the extent spec
ified in the 1949 act, as amended, or in other law. Except for stan
dard government forms and clauses, federal specifications and stan
dards, and directions from the President, Congress, or other author
ity, these regulations are not made mandatory for the Department 
of Defense, which determines the extent of its own implementa
tion of, and participation in, the system. The Department of Defense 
has its own body of procurement regulations—the Armed Services 
Procurement Regulations (ASPR). In many areas the FPR’s and the 
ASPR’s are similar, if not identical.

OMB Responsibilities

The Office of Management and Budget, formerly the Bureau of the 
Budget, also plays a vital part in the field of federal contracts. With 
Circulars A-21 and A-87, this agency established uniform prin
ciples for the determination of costs applicable to contracts awarded 
to particular institutions and organizations. Both these circulars 
have now been incorporated in the Armed Services Procurement 
Regulations and the Federal Procurement Regulations.

OMB Circular A-21 (now FMC 73-8) sets forth the principles for 
determining costs applicable to research and development activities 
conducted under contracts with educational institutions.

By its Circular A-87 (now FMC 74-4), the Office of Management 
and Budget prescribed the principles for determining costs applica
ble to contracts with state and local governments. This circular at
tempted to provide the principles for determining the allowable 
costs of programs administered by state and local governments under 
contract to the federal government. This circular has been incor
porated in both the armed services procurement regulations and the 
federal procurement regulations.
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Legislative Actions That Will Affect
Federal Contracts
Actions by the Congress during 1969 and 1970 have had a direct 
impact on the contracting procedures and the costing of federal con
tracts. During this period, hearings were held and legislation was 
passed which established a temporary, bipartisan Commission on 
Government Procurement. In an unrelated action, the Congress 
also provided for the permanent Cost Accounting Standards Board, 
in the legislative branch, for the purpose of promulgating cost 
accounting standards to achieve uniform cost principles for defense 
contractors and subcontractors under federal contracts.

Commission on Government Procurement

The bipartisan 12-member Commission on Government Procure
ment was established by Public Law 91-129 to promote efficiency, 
economy, and effectiveness in the procurement of goods, services, and 
facilities by and for the executive branch. The commission con
ducted numerous studies and investigations and held extensive pub
lic hearings on the existing procurement statutes, policies, rules, 
regulations, and practices. The results of these efforts are set forth 
in a multivolume report. Among the numerous recommendations 
affecting the government’s contractual procedures is one calling for 
the establishment of an independent procurement agency.

Cost Accounting Standards Board

Congress established the Cost Accounting Standards Board by Public 
Law 91-379 (Defense Production Act, as amended). The board was 
made an agency of the Congress, independent of the executive de
partments, under the chairmanship of the comptroller general.

The board issues cost accounting standards designed to achieve 
uniformity and consistency in the cost accounting principles used 
by defense contractors. Such standards must be used by all contrac
tors and subcontractors for all procurements in excess of $100,000, 
with two exceptions: contract prices based on established catalog or 
market prices and prices set by law or regulation.

The law requires that the board make, promulgate, and rescind 
rules and regulations to implement cost accounting standards. Fur
ther, a defense contractor and subcontractor must disclose its cost 
accounting principles in writing and agree to a contract price ad
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justment, with interest, if any increased cost paid by the govern
ment stems from the contractor’s failure to comply with its own dis
closed cost accounting practice or with a standard of the board. The 
General Services Administration has since made the standards appli
cable to contracts issued by departments and agencies of the govern
ment unrelated to defense.

Notice of any actions taken or proposed by the Cost Accounting 
Standards Board is published in the Federal Register. The number 
of standards will increase with time. These standards and other 
study subjects relate to the following areas of compliance by contrac
tors: consistency in estimating, accumulating, and reporting in con
nection with pricing, administration, and settlement for covered 
prime contracts and subcontracts; consistency in allocating costs 
incurred for the same purpose and in like circumstances; allocation 
of home office expenses to segments of the contractor’s organization 
(applicable, initially, to contractors holding negotiated prime de
fense contracts awarded during fiscal 1971 and totaling more than 
$30 million); capitalization of tangible assets applicable to all prime 
contractors and subcontractors who receive negotiated contracts in 
excess of $100,000; accounting for unallowable costs; cost account
ing period; use of standard cost for direct materials and direct labor; 
accounting for costs of compensated personal absence.

Other accounting matters being examined for possible incorpora
tion into cost accounting standards are allocation of materials costs, 
pension cost, cost of capital, independent research and development, 
bid and proposal costs, standard costs for service centers and over
head, and current value or price level accounting.

This listing is illustrative, not comprehensive. Care should be 
taken to remain current on the continuing issuances of the Board. 
A standard that has been published for the second time in the Fed
eral Register has the full force and effect of law. The standards auto
matically become effective unless Congress passes a concurrent reso
lution within 60 days of continuous session against the proposed 
standard.

Contracting by a Federal Agency

Organizations under contract to or involved with other organizations 
under government contract should be cognizant of the procurement 
regulations, the methods of procurement, the variety of contracts, 
and the conditions under which each is used. Also important are the 
applicable contract cost principles that will be used in later federal 
audits. These matters are summarized in this chapter.

108



Other Procurement Regulations

As noted, the Department of Defense has established its own body of 
procurement regulations—the Armed Services Procurement Regula
tions. Each of the constituent armed services in the Department of 
Defense operates under its own procurement instructions. In addi
tion, the National Aeronautics and Space Administration and the 
Atomic Energy Commission have elected to establish separate regu
lations.

While the following paragraphs discuss several areas using the 
Federal Procurement Regulations as a frame of reference, in the 
main, the procurement regulations of the several agencies differ in 
form, detailed procedures, and specific administrative limitations 
more than in content or substance.

The primary body of knowledge for contract procurement used 
by the nondefense or civil agencies is the Federal Procurement Reg
ulations, which are issued in the Code of Federal Regulations as 
Chapter I of Title 41, Public Contracts. Succeeding chapters of Title 
41 are devoted to implementing and supplementing material devel
oped and issued by particular agencies to govern their procurement 
activities. In the development of the regulations, views are solicited 
from interested agencies and, where appropriate and feasible, from 
interested business and professional organizations. The regulations 
are coordinated with the Small Business Administration to assure 
adequate consideration of small business interests.

Changes to the Federal Procurement Regulations are published in 
the daily issue of the Federal Register, in cumulative form in the 
Code of Federal Regulations (Title 41), and in separate loose-leaf 
form. As new material is added to the regulations, agencies publish 
in the Federal Register any implementing regulations deemed nec
essary to clarify, for business concerns and for other interested par
ties, the basic and significant agency procurement policies and pro
cedures.

Federal Procurement Methods

As a matter of government policy, most purchases and contracts are 
made on a competitive basis, whether by formal advertising or by 
negotiation. Plans to issue contracts for property and services are 
announced by formal advertising whenever feasible and practicable, 
given the existing conditions and circumstances. If formal advertis
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ing is not feasible, purchases and contracts for property and services 
may be negotiated.

A federal agency is usually concerned with competition of two 
types: price competition and technical competition. In any procure
ment, the agency may consider both aspects individually or in 
combination, depending upon the service or supplies being pur
chased. Competition may be present under either a formally adver
tised or a negotiated procurement.

Formal Advertising Contracts that result from formal advertising 
are awarded directly to the most responsive and responsible party 
who submitted the lowest bid to a formal invitation for bid (IFB) 
issued earlier by a federal agency. The contract’s conditions, deliv
ery terms, scope of work, and price are identical to those cited in the 
successful bid.

A formally advertised procurement has four distinct steps: (1) The 
procurement is initiated by an agency issuing an invitation for bid 
containing specifications describing the government’s minimal needs; 
(2) sealed bids are submitted by all qualified bidders; (3) sealed 
bids are opened in public at a prearranged time and place; and (4) 
the contract is awarded to the one whose bid meets all material re
quirements of the invitation for bid.

Negotiated Procurements A negotiated contract is awarded by a 
federal agency after a review of responses to its request for proposals 
(RFP) or after a review of an unsolicited proposal from a prospective 
contractor.

Under a negotiated procurement, the federal agency reviews and 
evaluates price, technical competence, and delivery capabilities 
before deciding on the most acceptable proposal. Even after a choice 
is made, negotiations may continue for the purpose of determining or 
modifying the price, delivery schedule, technical approach, method 
of contract performance, or type of contract.

Types of Federal Contracts

The contracts available to a federal agency range from those that 
place a minimal risk on the agency to those that call for it to assume 
the maximum risk. The following is a list of many of the factors con
sidered by an agency before deciding on the contract for a particular 
procurement.
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• Type and complexity of item; the greater the complexity, the 
greater the tendency to use a cost-plus-fixed-fee contract

• Urgency of requirements
• Period of contract and length of production; production items 

usually indicate a fixed-price contract, possibly with escalation 
clauses for labor and materials

• Degree of competition
• Absence of reliable specification, little experience (tendency to 

use cost contract)
• Existence of comparative cost data or lack of market price or 

uncertainty of wage levels (tendency to use incentive contract)
• Prior experience with contractor (performance and cost history)
• Extent and nature of subcontracting contemplated
• Willingness of government or contractor to assume business 

risks; lack of willingness favors cost contract rather than fixed- 
price contract

• Technical capabilities and financial resources of contractor
• Cost to government and contractor of administering the contract
• Proprietary data or rights position of government and contractor
• Potential for follow-on contracts.

Exhibit 6-2, page 112, illustrates the relative risk of the various 
contracts.

Uses of Cost-Reimbursable Contracts

A cost-reimbursable contract is generally used when an agency 
cannot establish a price that is reasonable to both parties. Such a 
contract would also be used when there is no valid basis for predict
ing results or performance, such as in technical studies or in research 
and development activities. Under cost-reimbursable contracts, the 
contractor is usually reimbursed for allowable costs and a fixed fee 
or incentive fee. The maximum risk for total cost and performance 
is absorbed by the agency.

Types of Cost-Reimbursable Contracts

Among the more common cost-reimbursable contracts are the fol
lowing.

Cost-plus-fixed-fee contracts reimburse contractors for the total 
allowable costs incurred, plus the fee decided on when the contract 
was negotiated.
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Cost-plus-incentive-fee contracts generally reward a contractor 
with a higher fee than the cost-plus-fixed-fee arrangement when the 
job is completed at a cost lower than the original target cost. Con
versely, if the desired performance is not achieved, a lower actual 
fee may be realized by the contractor. Under this type of contract, 
the parties must agree to an estimated target and the minimum and 
maximum fee to be earned for performing within certain cost levels.

Cost/no-fee and cost-sharing contracts offer a contractor no fee or 
profit. Under the cost/no-fee arrangement the contractor is entitled 
to all the allowable costs incurred in accordance with the contract 
terms. Cost-sharing contracts require that the costs be divided in 
accordance with some predetermined formula. These contractual 
arrangements are for the most part restricted to educational institu
tions and nonprofit organizations, primarily because of the absence 
of a fee or profit element. Such an arrangement might, however, be 
negotiated with a profit-making organization that believed the com
mercial or other benefits were enough to justify the loss.

Uses of Fixed-Price Contracts

In contrast, under a fixed-price contract the contractor must perform 
the work regardless of the resultant costs. Such a contract is used 
when the desired results or performance can be predicted and when 
a price can be set that is reasonable to both the agency and the pros
pective contractor. Costs in excess of the contract price must be borne 
by the contractor. However, if performance is delivered at less than 
the contract price, the contractor is entitled to the full amount.

Types of Fixed-Price Contracts

As with cost-reimbursable contracts, a variety of fixed-price contracts 
are used by federal agencies. The more common types are the fol
lowing.

A firm-fixed-price contract is an agreement to pay a contractor a 
specified price upon delivery and acceptance of a service or item. 
Unless the contract is changed, the contractor is required to perform 
regardless of the level of costs being incurred. The profit rate de
pends on the contractor’s ability to control costs since the full con
tract price will be collected upon delivery. The lower the cost, the 
higher the profit.

A fixed-price incentive contract might be used when all conditions 
appear to indicate that a firm-fixed-price contract would be proper, 
but the parties cannot agree on a specific price. The incentive pro
vision is designed to motivate the contractor to maximum perfor

113



mance at the minimum cost. The contractor and the government 
share in any cost savings or underruns in accordance with a pre
determined formula, which has the effect of increasing the con
tractor’s realized profit. Conversely, in the event of a cost overrun the 
contractor’s share will have the effect of reducing the realized con
tract profit.

A fixed-price escalation contract is favored when contract per
formance is extended over a long period and when recognition must 
be given to known contingencies, although the dollar effect of the 
contingencies is not known at the time of negotiation. The most 
common escalation clauses are related to materials and labor costs. A 
condition of an escalation contract is that the price increase or de
crease be based on actual cost changes of the contingency factor or on 
a predetermined price index.

A fixed-price redeterminable contract places certain risks or con
tingencies on the agency in lieu of having the contractor assume the 
risks at a higher contract price. Such a contract provides an agency 
with the option to adjust price based on certain risks or contin
gencies identified in the contract. The redetermination aspect can 
be retroactive or prospective, as in the case of an extended contract 
period.

Other Contracts

Agencies have found other types of contracts appropriate for specific 
needs. Either a time-and-materials contract or a labor-hour contract 
might be used when the level of effort or quality of labor or mate
rials is known, but the duration or total cost to satisfy the agency’s 
need is not known.

A time-and-materials contract, as the name implies, provides that 
the contractor be paid for the labor and the cost of materials used 
in the performance of the contract. The contract will contain a 
negotiated rate for each hour of labor, including the direct cost of 
labor, overhead, and profit.

A labor-hour contract, like a time-and-materials contract, is based 
on a fixed rate negotiated for each hour of labor. The rate includes 
a factor for the cost of labor, overhead, and profit to the contractor; 
the only variable is the number of hours to be expended by the con
tractor.

Purchase orders issued by the federal government generally have 
to do with supplies or services procured from commercial sources 
for a fixed price in amounts of $10,000 or less. (Prior to fiscal 1975, 
the limit was $2,500.) Each purchase order is executed by a federal 
agency and is made effective by the vendor’s or supplier’s written ac
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ceptance or performance. Simplified procedures have been estab
lished for such procurements when four conditions exist: (1) the 
transaction is not in excess of $10,000, (2) the supplies or services are 
immediately available from the local trade area, (3) one delivery 
and one payment will be made, and (4) this form of procurement is 
more economical and efficient than other methods.

The General Accounting Office has consistently held that the pur
chase order amount cannot be construed to permit or authorize a 
succession of small purchases amounting in the aggregate to a sum 
larger than this limitation merely to avoid competition or advertising.

Contract Cost Principles

The procurement regulations of the various agencies contain a sec
tion which prescribes the cost principles and procedures for the de
termination and allowance of costs in connection with the negotia
tion, award, and administration of federal contracts. Generally the 
cost principles appear in Section 15 of these agency regulations.

Applicable Regulations

Section 1-15 of the Federal Procurement Regulations describes the 
cost principles and procedures for cost-reimbursement contracts, 
supply and research contracts with other than educational institu
tions, construction and architect-engineer contracts, facilities con
tracts, and fixed-price contracts, among others. This section contains 
the general cost principles and procedures for the determination and 
allowance of costs in connection with the negotiation award as well 
as for the administration of cost-reimbursement contracts, negotiated 
fixed-price contracts, and contracts terminated for the convenience 
of the government.

Types of Contract Costs

According to the Federal Procurement Regulations, the total cost of 
a contract is the sum of the allowable direct and indirect costs 
allocable to the contract, incurred or to be incurred, less any allo
cable credits. In ascertaining what constitutes costs, any generally 
accepted method of determining or estimating costs that is equitable 



under the circumstances may be used, including standard costs prop
erly adjusted for applicable variances. This definition would be mod
ified by any promulgations of the Cost Accounting Standards Board. 
In addition, the costs charged to the contract must be directly related 
or allocable to the contract and reasonable for both amount and 
nature. Following are important definitions related to the allowabil
ity of costs.

Criteria for Classifying Direct and Indirect Costs

There is no universal rule or principle for classifying certain costs 
as either direct or indirect in accounting for costs under a federal 
contract. To one contractor or cost center a particular cost may be 
direct, but it may be indirect to another contractor or center. A fed
eral agency must require that an individual contractor treat a cost 
consistently as direct or indirect, thereby achieving a uniformity of 
classification with respect to the same kinds of cost incurred by the 
same contractor in more than one accounting period or under more 
than one contract.

Direct Contract Costs

A direct cost is any cost that can be identified specifically with a par
ticular service, product, or cost objective. Direct costs are not lim
ited to items incorporated in the end product as materials or labor. 
Costs identified specifically with a contract are direct costs of the 
contract and are to be charged directly to it. Costs identified specifi
cally with other work of the contractor are direct costs of that work 
only and are not to be charged to other contracts, directly or in
directly. When items ordinarily chargeable as indirect costs are 
charged to government work as direct costs, the cost of like items 
applicable to other work of the same contractor must not be included 
with the indirect costs allocated to government work.

This definition of direct costs is applied to all significant cost items 
unless a contractor demonstrates that the application of any different 
current practice achieves substantially the same results. Direct cost 
items of minor amount may be distributed as indirect costs.

Indirect Contract Costs

An indirect cost is a cost incurred for common or joint objectives. 
However, minor direct cost items may be considered to be indirect 
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costs for reasons of practicality. After direct costs have been deter
mined and charged directly to the contract or other work as appropri
ate, indirect costs remain to be allocated to the several classes of work.

Indirect costs are accumulated by logical cost groupings, with due 
consideration for the reasons for incurring the costs. Each grouping 
should be determined so as to permit its distribution on the basis of 
the benefits accruing to the several cost objectives. Commonly^ man
ufacturing overhead, selling expenses, and general and administra
tive expenses are grouped separately. The number and composition 
of the groupings should be governed by practical considerations and 
should not unduly complicate the allocation where substantially the 
same results are achieved through less precise methods. The defini
tion and allocation of indirect costs are of major concern to the Cost 
Accounting Standards Board, which has issued regulations that must 
be adhered to by federal agencies and their contractors.

Distributing Indirect Costs Each indirect cost grouping is distrib
uted to the appropriate cost objectives. This necessitates the selection 
of a distribution base common to all cost objectives to which the 
grouping is to be allocated. The method should be in accord with 
applicable generally accepted accounting principles. The contractor’s 
established practices are generally acceptable unless the Cost Ac
counting Standards Board has elected to prescribe an alternative 
method that must be complied with.

The Base Period The base accounting period for allocation of 
indirect costs is the period during which such costs are incurred and 
accumulated for distribution to work performed in that period. 
Normally, the base period is the contractor’s fiscal year; however, a 
shorter period may be appropriate for contracts whose performance 
involves only a minor portion of the fiscal year, or for industries 
that generally use a shorter period. When the contract is performed 
over an extended time, more than one base period is required to 
represent the period of contract performance.

Allowability of Contract Costs

Costs incurred by a contractor, while necessary and proper for the 
ordinary conduct of business, must be examined for allowability 
under a government contract.
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Allowable Contract Costs

There are several factors that enter into the classification or defini
tion of allowable or unallowable costs under a contract. For exam
ple, each of the following is a determinant in assessing the ultimate 
allowability of the costs charged to a government contract.

• The Federal Procurement Regulations state that factors such as 
reasonableness, allocability, and the application of generally 
accepted accounting principles must be considered.

• Section 15 of the various cost principles (the armed services or 
federal procurement regulations) identifies costs that are con
sidered to be allowable and unallowable on a governmentwide 
basis, unless otherwise classified.

• The terms of the particular contract may identify certain costs 
as allowable or unallowable as a charge to the contract.

• General administrative or implementing regulations of an 
agency may restrict the definition of the costs that will be ac
cepted as allowable under contracts awarded by that agency.

• Decisions by the various boards of contract appeals and the 
courts define the types of costs that are allowable as charges to 
a government contract.

• Cost Accounting Standards Board issuances are a governing fac
tor in determining the allowability of individual cost items.

• Recommendations of governmental audit staffs affect the deci
sion of contracting personnel with respect to the allowability 
of costs.

Unallowable Contract Costs

The Federal Procurement Regulations identify some types of ex
penses that cannot be accepted as allowable costs, whether direct or 
indirect, under any federal contract. The following are the more 
commonly unallowable expenses, although a particular agency may 
classify additional expenses as unallowable under its particular con
tracts.

Advertising Costs The only advertising costs allowable under a 
federal contract are for (1) the recruitment of personnel required 
for the performance of obligations arising under the contract, when 
considered in conjunction with all other recruitment costs; (2) the 
procurement of scarce items for the performance of the contract; or 
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(3) the disposal of scrap or surplus materials acquired in the per
formance of the contract.

Bad Debts Bad debts are unallowable including actual or esti
mated losses from uncollectible customers’ accounts and other 
claims, related collection costs, and related legal costs arising from 
other business of the contractor.

Contingencies Provisions for contingencies are unallowable as a 
claimed cost because cost contracts normally provide for the re
imbursement of actual cost, whereas a contingent cost may not have 
arisen by the time of the claim or may never arise. In some instances 
such cost would be acceptable as a part of a contractor’s indirect or 
normal overhead costs, such as a warranty expense. A contractor’s 
history may conclusively demonstrate that a cost for warranty work 
on a product will arise in the future, and an allowable provision can 
be made during the current accounting period.

Contributions and Donations Contributions and donations are 
unallowable.

Entertainment Costs Costs of amusement, diversion, and social 
activities, as well as incidental costs relating thereto such as meals, 
lodging, rentals, transportation, and gratuities, are unallowable.

Fines and Penalties Cost of fines and penalties resulting from vio
lations of or failure to comply with federal, state, and local laws 
and regulations are unallowable except when incurred as a result of 
compliance with specific contract provisions or written instructions 
from the agency’s contracting officer.

Dividends Dividend provisions or payments and, in the case of 
sole proprietors and partners, distributions of profit are unallowable.

Interest and Other Financial Costs Interest on borrowings (how
ever represented), bond discounts, costs of financing and refinancing 
operations, legal and professional fees paid in connection with the 
preparation of prospectuses, costs or preparation and issuance of stock 
rights, and costs related thereto are unallowable.

Losses on Other Contracts An excess of costs over income under 
any other contract, including the contractor’s contributed portion 
under cost-sharing contracts, is unallowable.
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Organization Costs Expenditures such as incorporation fees, at
torneys’ fees, accountants’ fees, brokers’ fees, or fees to promoters 
and organizers in connection with (1) organization or reorganiza
tion of a business or (2) raising capital are unallowable.

Professional Service Costs Costs of legal, accounting, and consult
ing services and related costs incurred in connection with organiza
tion and reorganization, defense of antitrust suits, and the prosecu
tion of claims against the government are unallowable. Costs of legal, 
accounting, and consulting services and related costs incurred in 
connection with patent infringement litigation are unallowable 
unless otherwise provided for in the contract.

Taxes Taxes are allowable, except for federal income and excess 
profits taxes; taxes in connection with financing, refinancing, or re
funding operations; and taxes from which exemptions are available 
to the contractor directly or based on an exemption afforded the 
government, except when the contracting officer determines that the 
administrative burden incident to obtaining the exemption out
weighs the corresponding benefits accruing to the government. Also 
unallowable are special assessments on land which represent capital 
improvements, and taxes on any category of property that is used 
solely on work other than government contracts.

Reasonableness of Contract Costs

A cost is reasonable if, in nature or amount, it does not exceed what 
an ordinarily prudent person would incur in the conduct of a com
petitive business. Specific costs must be scrutinized for reasonable
ness with particular care in dealing with firms or their divisions 
that are not subject to competitive restraints. What is reasonable 
depends on a variety of factors having to do with the nature and 
amount of the cost. In determining the reasonableness of a cost, 
these questions must be considered.

• Is the cost of a type generally recognized as ordinary and nec
essary for the conduct of the contractor’s business or the per
formance of the contract?

• What restraints or requirements are imposed by such factors as 
generally accepted sound business practices, arm’s length bar
gaining, federal and state laws and regulations, and contract 
terms and specifications?
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• What action would a prudent businessman take in the circum
stances, considering his responsibilities to the owners of the 
business, his employees, his customers, the government, and the 
public at large?

• Are there any significant deviations from the contractor’s estab
lished practices which may unjustifiably increase the contract 
costs?

Allocability of Contract Costs

A cost is allocable if it can be assigned or charged to a particular 
cost objective, such as a contract, product, product line, process, or 
class of customer or activity, in accordance with the relative benefits 
received or some other equitable relationship. Subject to the fore
going, a cost is allocable to a government contract if it is incurred 
specifically for the contract; it benefits both the contract and other 
work, or both government work and other work, and can be distrib
uted to them in reasonable proportion to the benefits received; or 
it is necessary to the overall operation of the business, although a 
direct relationship to any particular cost objective cannot be shown.

Methods of Financing Federal Contracts

The term contract financing, when it refers to federal contracts, in
cludes a variety of payment methods that could be used by an agency 
under its contracts. The following forms of financing are in the order 
of preference observed by all federal agencies: (1) private financ
ing by the contractor on reasonable terms, with no governmental 
guarantee; (2) progress payments by the government; (3) partial pay
ments by the government; (4) guaranteed loans; and (5) advance 
payments.

Private Financing

The method of contract financing most preferred by federal agencies 
is the one whereby the contractor elects to provide financial support 
for the performance under the government contract, utilizing the 
contractor’s own or privately obtained resources. The agencies prefer 
not to provide any guarantee if the contractor can obtain private 
financing at reasonable interest rates. It should be recognized how
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ever, that the interest is an unallowable cost. It is a well-established 
condition of contracting that the government does business with re
sponsive contractors who are also financially responsible.

Progress Payments

According to the Federal Procurement Regulations, progress pay
ments are payments made by an agency as work proceeds under a 
contract, on the basis of costs incurred, percentage of completion, or 
stage of completion. As used in federal contracts, this term does not 
include payments for partial deliveries accepted by an agency under 
a contract or partial payments on contract termination claims.

Partial Payments

In federal parlance, partial payments are payments made under a 
contract, on submission of proper invoices or vouchers, for supplies 
delivered and accepted or services rendered and accepted, where such 
supplies or services are only a part of the total contract require
ment.

Guaranteed Loans

Guaranteed loans are essentially the same as other loans made by 
financing institutions without guarantee, except that the guarantee
ing agency is obligated on demand of the lender to purchase a stated 
percentage of the loan and to share losses in the amount of the guar
anteed percentage. Guaranteed loans afford an especially convenient 
medium for financing borrowers who hold subcontracts or a number 
of prime contracts with one agency or prime contracts with several 
agencies. Funds are disbursed and collected by the lending insti
tution, and its personnel administer the loan. Government funds are 
not involved except for purchasing the guaranteed portions of loans 
or settling losses.

Advance Payments

Purpose Advance payments are money advances made by a fed
eral agency to a contractor prior to and in anticipation of complete 
performance under a contract. Advance payments are made only to 
prime contractors. It is expected that the advance will be liquidated 
from payments due the contractor incident to performance of con
tracts. Since advances are not measured by performance, they differ 
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from partial, progress, or other payments that are based on per
formance. Advance payments may be made so that prime contractors 
can in turn make advances to subcontractors.

The letter of credit is one form of advance payment that is avail
able to contractors; another is a Treasury check. When required by 
the contractor, and in accordance with the pertinent section of the 
applicable procurement regulations, advance payments may be au
thorized in addition to any progress or partial payments permitted 
under the same contract.

Prerequisite for Advance Payments Advance payments are used 
sparingly, and care is taken to insure that they are sufficient for, but 
do not exceed, the actual reasonable requirements of the contract. 
The amount of an advance payment is generally based on an analysis 
of the cash flow required under the contract, and as a rule it will not 
exceed the interim cash needs arising during the reimbursement 
cycle.

Except for (1) nonprofit contracts with nonprofit educational or 
research institutions for experimental research and development 
work and (2) contracts solely for the management and operation of 
government-owned, contractor-operated facilities, advance payments 
are not authorized unless no other source of adequate or acceptable 
financing is available to the contractor. Loans or credit at excessive 
interest rates or other exorbitant charges, or funds from other agen
cies of government are not acceptable.

Administrative Requirements for Contracts

Each federal agency is responsible for establishing and maintaining 
adequate systems of accounting and internal controls over its con
tracts and the funds expended thereunder. Accounting for contracts 
includes all aspects of the cycle, from the award of the contract to 
the final payment and audit by the agency.

The following paragraphs outline the various controls and deci
sion points in a federal agency, each of which must be consulted and 
each of which can delay the award of a contract or dictate the cir
cumstances under which the contract will be issued.

Each agency establishes procedures to describe the method by 
which its needs can be met through contracting. The procedures 
itemize minimum documentation and identify members of manage
ment who must assent to the contract. The orderly flow of funds 
requires close monitoring of contractors. Contractor invoices must 
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be submitted for prepayment audit or review; the contractor must 
make a full accounting to the agency; and later, the agency must 
make a full accounting to the Treasury, Office of Management and 
Budget, and Congress. The controls also provide for the preservation 
and retention of records to meet government audit requirements.

As illustrated in Exhibit 6-1, efficient and prudent procurement, 
monitoring, and accounting for contracts requires the cooperation 
and coordination of several functional organizations within a federal 
agency. Generally, every action of the agency is reflected in its ac
counting records. For example, a separate entry is made for the in
tent to commit funds for a contract, the execution of the agreement 
and the award of the contract, the recording of all expense claims or 
invoices submitted by the contractor for payment, the establishment 
of an account receivable for any advance funding provided to the 
contractor, and the disbursement of funds to the contractor through
out the period of the contract.

The nature of the agency’s accounting is outlined in the following 
paragraphs.

Precommitment o£ Funds

Many agencies, particularly those with extensive contracting pro
grams, use a precommitment or commitment document which re
quires certification by a designated official as to the availability of 
funds. This control has the effect of reserving funds before the con
tract negotiations commence. However, it is the executed contract 
document itself that establishes the legally binding obligation of 
funds and, assuming timely performance or delivery, the authority 
to disburse funds.

An agency program office that wants to have a contract or purchase 
order issued will make known its desires on a form called a procure
ment request. The execution of this form is the first step. The sec
ond is to have this document, or a similar form, signed by an agency 
allottee or his designee, thus representing a certification to the 
contracting officer that funds are available for the desired procure
ment. At the same time, the proper execution of the procurement 
request, is viewed by the finance personnel as a precommitment of 
that organization’s allotted funds. If the contract office cannot pro
cure the desired property or services within the limits of the procure
ment request, an amendment increasing the amount must be ob
tained before any contract is executed.

Whether the program office or finance office maintains the register 
of commitments varies from one agency to another. Whatever the 
case, the amounts on this record will be reconciled periodically with 
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the amounts ultimately obligated in the agency’s accounting records 
for each contract, since the award might differ from the earlier 
commitment. No formal entry is usually made to the agency’s offi
cial records to reflect this reservation of funds.

Execution of the Contract

The execution of the contract document, evidencing the binding 
legal relationship obligating the contractor to furnish property or 
services and the government to pay, marks the commencement of 
the accounting cycle for each procurement.

The contract document contains the dollar amount and purposes 
for which the contract was issued, the period of performance, the 
obligations of both parties, and other special and general conditions.

The first formal entry relating to the contract is generally made 
to the agency’s accounting records at the time of the award, when the 
agency restricts a fund balance in an amount equal to the amount of 
the contract. This accounting action has two objectives: (1) it re
duces the unobligated appropriated funds of the agency, and (2) it 
restricts these previously unobligated funds to meet the claims con
templated under the awarded contract.

In most instances the total on the face of the document is the basis 
for the accounting entry to record an obligation of the agency’s appro
priated funds. Generally, the obligated amount is then equal to the 
funds that must be committed from the current year’s appropriation. 
If the contract is for a period in excess of a year, and the contract 
figure is significant, an amount less than the contract total could be 
obligated on the agency’s records. In such instances the contract is 
said to be incrementally funded.

An incrementally funded contract usually states that the terms are 
firm, conditional only upon the continued or future availability of 
funds from Congress. The liability of the agency, in the event that 
the money runs out, is limited to the amount already obligated.

Recording Contractor Performance

Accruing the Expenditures Under the recent definition of ac
crued expenditures, a federal agency must record expenditures as 
accrued—that is, as goods are received or performance is rendered. 
Entries must be made to record the accruing of an expenditure by a 
contractor (1) for the goods received or performance rendered by 
establishing an asset or charging an expense account and (2) to re
duce or liquidate the applicable amount of any earlier obligation of 
funds relating to the contract.
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Basis for Accrual Amounts The amounts of the accrued expendi
tures could be determined or supported by one of the following 
methods.

• Unpaid invoices from vendors covering shipments received 
should be used for accrual estimates when available.

• Receiving reports showing quantities received and whether a 
given shipment is complete or partial are useful in determining 
the amount of the accrual when the invoice has not been re
ceived.

• Where an obligation is recorded covering the expenditure that 
accrued within an accounting period, the obligation figure may 
be the best estimate of the expenditure incurred.

• In the case of fixed-price contracts that extend beyond one 
month and cover goods manufactured to the government’s speci
fications, a statement from the contractor at the end of each 
month estimating the percentage of completion, including work 
performed by subcontractors, could be used to estimate the ac
crued expenditure.

• For cost contracts, monthly reports from the contractors show
ing the unbilled portion of performance to month end, includ
ing work performed by subcontractors, could be used to accrue 
the expenditure.

• If reports from contractors are not available or are not feasible, 
estimates could be obtained from project managers or other 
operating officials who are familiar with progress under the 
contract or grant.

• Independent of or in combination with the foregoing ways, 
sampling and other statistical methods that are susceptible to 
verification could be used, especially where amounts are rel
atively small and the number of transactions is large.

Recording the Contractor’s Claim
Claims for payment, in the form of invoices or on public vouchers, 
are submitted by the contractor in accordance with the terms of the 
contract. These documents form the support for recording on the 
agency records the current liability due the contractor or the immedi
ate disbursement of cash to settle the claims. If the liability had been 
estimated on the basis of accrued performance, the agency would 
adjust the accrual to reflect the amount actually owed.

If a contractor is in possession of an advance, any claim must be 
reduced by the amount of the advance, in accordance with the con
tract.
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Claims for payments must be rendered by the contractor in ac
cordance with the terms of the specific contract but need not be made 
in the standard form commonly used throughout the government. 
A federal agency may approve for payment any invoice or billing 
from the contractor. Such invoices or bills may be used as basic 
vouchers and claims for payment. The governmentwide standard 
form on which claims are usually submitted bears the title of Public 
Voucher for Purchases and Services Other Than Personal (Standard 
Form 1034).

At the time of contract award, contractors are usually instructed 
as to the acceptable format for submitting claims. If the standard 
form is to be used, the contractor is issued a supply or instructed on 
the procedure for obtaining one. The frequency of billings is a spe
cific condition of each contract. Additionally, many agencies require 
that supporting details accompany the contractor’s invoice and be 
shown on a continuation sheet to a billing.

Payments to the Contractor
By Treasury Check The actual disbursement of funds to a con

tractor for claimed expenses is supported by a schedule, prepared by 
the agency’s finance office and submitted to the Treasury Depart
ment, for the issuance of checks to the payees listed on the schedule. 
The entry on this schedule is in turn supported by the contractor’s 
invoice, claim, public voucher, or request for advance.

The entry records the disbursement of cash; any amounts still due 
to the contractor are adjusted to the extent of any outstanding ad
vances.

By Letter of Credit Where a contractor obtains funds by with
drawals under a letter of credit, an entry is made to record (1) each 
drawdown as a disbursement of agency cash and (2) the opening of 
an account receivable due from the contractor. The entry amount is 
supported by the amount of the withdrawals appearing on the copies 
of the vouchers evidencing payments made by the Treasury Depart
ment under the letter of credit.

This receivable is reduced and the asset or expenses recorded once 
the contractor submits a claim, invoice, or public voucher evidencing 
an application or use of the funds advanced by the withdrawals 
made under the letter of credit.

Advance Funding for Contractors
A choice of methods is available to a federal agency for providing 
advance funding to its contractors. While this is not the preferred 
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method of financing the procurement of property or services under a 
government contract, circumstances and equity do often warrant a 
financial advance. The selection of an advance is based on factors 
such as the dollar significance, the time period over which the con
tract will be performed, the significance of the contractor’s invest
ment, the financial resources and independence of the contractor, 
and whether the organization receiving the contract is profit-oriented 
or nonprofit.

When an agency has determined that a contractor warrants an 
advance of funds, provision of the initial advance, subsequent mon
itoring, and liquidation at the conclusion of the contract in ac
cordance with the contract conditions are generally the responsibil
ity of the agency’s finance office.

The two general types are letter of credit and direct advance. The 
letter of credit is an advance funding method utilizing the Treasury 
Department’s facilities and having the objective of minimizing the 
funds advanced to contractors at any one time. When the direct ad
vance method is used, funds are provided to the contractor in the 
form of a check, and subsequent payments of billings to the contrac
tor are considered to be replenishments of the advance.

When an advance is to be provided by check, the agency generally 
requires the contractor to prepare and submit a claim or a public 
voucher. This form is prominently marked as an advance of funds. 
The transaction is entered on the agency’s records as an account re
ceivable from the contractor and a reduction in the agency’s cash 
balance. The agency must then record the amount of the requested 
advance on a voucher and schedule of payments form. This form is 
submitted to the Treasury Department, which issues a check to the 
contractor. Exhibit 6-3, opposite, illustrates the process by which a 
check is issued.

Advance payments to a contractor are conditioned on certain pre
requisites in the contract that must be adhered to prior to the ad
vance and throughout the period of the contract. The following 
conditions are part of the Federal Procurement Regulations for pro
tecting the funds in the possession of contractors whose services have 
yet to be received.

• A special bank account must be established, and wherever pos
sible, it should be with a member bank of the Federal Reserve 
System or an insured bank within the meaning of the act creat
ing the Federal Deposit Insurance Corporation.

• All payments, including advance payments under the contract, 
can be made by check payable to the contractor and marked for
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deposit in a special account of the bank designated in the 
agreement.

• Funds in the special bank account may be withdrawn by a con
tractor solely to pay for direct materials, direct labor, and ad
ministrative and overhead expenses required for the purposes of 
the contract.

• When requested in writing by the agency, the contractor must 
repay the unliquidated balance of all advances which in the 
opinion of the agency are in excess of current requirements.

• Every advance must be liquidated by the contractor in strict 
accord with the terms of the contract.

• The contractor may be required to pay interest to the agency on 
the daily unliquidated balance of advance payments made under 
the contract.

Withdrawals by Letter of Credit

After the agency establishes the letter of credit and the contractor 
executes the required signature card, all the contractor has to do in 
order to receive contract funds is to present payment vouchers to the 
designated treasury disbursing office.

Advances by Letter of Credit

The Treasury Department’s Circular 1075 has directed all federal 
agencies administering contract programs to make payment by 
letters of credit to the maximum extent possible. This is a technique 
for conserving funds and interest that has the objective of minimiz
ing the federal monies in the hands of contractors, thus reducing the 
interest payment period and the cost of money to the government.

The following paragraphs describe the documents required to 
initiate, operate, and control funding by letters of credit.

• The letter of credit form, properly executed by the agency, es
tablishes a line of credit with the Treasury Department of a 
specific amount that is available for withdrawal by the contrac
tor.

• The authorized signature card contains the signatures of indi
viduals in the contractor’s organization authorized to sign pay
ment vouchers that are presented to the Treasury Department’s 
disbursing office.

• The payment vouchers on the letter of credit, sequentially num
bered, are presented to the Treasury Department’s disbursing 
office during the period of the letter of credit. The amount re
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quested cannot exceed the current disbursement needs of the 
contractor or the amount authorized by the agency for with
drawal in a particular calendar period.

Payment of Federal Contractors

The payment procedures described in this section are used by an 
agency that avails itself of the disbursing facilities of the Treasury 
Department in addition to permitting the withdrawal of funds under 
a letter of credit.

Payments by Treasury Department The voucher and schedule 
of payments is prepared by a federal agency’s finance office to sum
marize contractors’ claims for funds and request payment by the 
Treasury Department. The individual entries are supported by doc
uments such as the basic contract authorization for advances of 
funds, invoices, or contractor claims.

The individual entries constitute requests to the Treasury Depart
ment for the issue of checks to the organizations in the amounts des
ignated. Once certified by the agency’s certifying officer, the voucher 
and schedule of payments is transmitted to the Treasury Depart
ment’s disbursing office. After payment, the disbursing office re
cords the payment data and returns the voucher and schedule of pay
ments to the agency.

Payment by Letter of Credit Withdrawals Once the letter of cred
it is established, the contractor merely presents payment vouchers 
to the designated disbursing office. When the agency receives its copy 
of the payment voucher from the contractor, it records the receivable 
due from the contractor as a result of the advance of funds under the 
letter of credit. The Treasury Department daily notifies the agency 
of the payment vouchers it has honored. The agency in turn in
sures that the payment voucher data received from these two sources 
are in agreement.

Prepayment Audit or Review

The nature of the audits made of a federal contract is discussed in 
the final chapter of this book. However, in addition to these audits, 
it is the practice of many agencies to make a prepayment audit or re
view of a contractor’s claim for reimbursement or of the expenditure 
reports submitted in support of an earlier advance or letter of credit 
withdrawal.
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A federal agency must insure that personnel are charged with 
making a prepayment audit or review of the contract document, in
voices, or vouchers before funds are advanced or reimbursed to 
contractors. This function is performed by finance personnel be
cause it is critical to the certification made by the agency’s finance 
officer that the imminent release of funds be proper.

Objectives of Prepayment Audits

The principal objective of a prepayment review of impending dis
bursements to contractors is to insure that all disbursements, whether 
in the form of advances or reimbursements, are legal, proper, and 
correct. Further, all disbursements must be fully documented, prop
erly approved, and accurately reported and recorded.

Each agency’s system of internal control over, and related proce
dures for, disbursements must be based on the operating needs of 
that particular agency and must conform with the related principles 
and standards for internal management control prescribed by the 
General Accounting Office as well as with the regulations of the 
Treasury Department.

Nature of Prepayment Audit

The agency’s prepayment audit or review is designed to insure that 
each request for the release of federal funds is critically examined 
before a disbursement is made. As a minimum, the audit is directed 
to a determination of the following:

• Whether the required administrative authorizations for the 
procurement and approvals for the payment were obtained.

• Whether the payment is permitted by law and is in accordance 
with the terms of the contract agreement.

• Whether the amount of the payment and the name of the payee 
are correct.

• Whether the payment duplicates an earlier claim or payment 
made under a letter of credit withdrawal.

• Whether the goods received or the services performed were in 
accordance with the contract.

• Whether the quantities, prices, and amounts are accurate.
• Whether all cash, trade, quantity, or other discounts have been 

taken and, if not, whether the reason was shown on the appro
priate document.
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• Whether all applicable deductions were made and credited to 
the proper account in the correct amount.

• Whether the appropriation or fund from which the payment 
is to be made is available for that purpose.

• Whether proper forms or documents were used.
• Whether special certificates were furnished, if required.
• Whether the claim for payment should more properly be a re

duction of funds previously advanced.
• Whether any agency audit reports have questioned the propriety 

of claims by the contractor for which payment should be with
held pending final resolution.

Prevention of Duplicate Payments

Agencies have also established procedures to prevent duplicate pay
ments. Vouchers, voucher schedules, invoices, and other supporting 
documents must be marked to prevent repetitive processing for 
payment. Each agency is particularly alert to the possibility of du
plicating payments whenever one or more of the following situations 
exist.

• Contract payments have been delayed for extended periods after 
the due date and duplicate copies of invoices are received from 
vendors as follow-up claims.

• Invoices or bills may have been submitted to more than one 
agency location for payment.

• Adjusted invoices are received from contractors after payments 
have been made, particularly if advances are involved, either 
direct or through a letter of credit.
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Federal Grants

For the past several years federal grant-in-aid programs have been 
a primary activity of concern to the public accounting profession. 
Public accounting firms have been retained by the government and 
by grantees to provide preaward surveys, systems reviews, compliance 
audits, financial statement audits, and grant closeout examinations.

Annually, billions of dollars are expended by federal agencies 
under grant-in-aid programs—more than 1000 grant programs are 
administered by some 50 federal departments, agencies, commissions, 
and councils.

Historically, grants were viewed almost as gifts to the recipient 
organizations. Commonly, the period of performance was open; only 
minimal accounting was required for expenditures under the grant; 
and little monitoring was done by the granting agency to ascertain 
the quality of performance or the achievement of milestones or ob
jectives. Today, the services and purposes for which grants are issued 
make it difficult to distinguish between a contract and a grant. Both 
grants and contracts are now viewed as legally binding instruments 
between the federal agency and the recipients. Probably the only 
clear difference is that a contractor performing in accordance with 
the terms of a contract generally is entitled to a fee or profit, whereas 
grants generally do not provide remuneration to the grantee in ex
cess of the costs incurred.

The Office of Management and Budget defines a grant or grant- 
in-aid as money, or property in lieu of money, paid or furnished by 
the federal government to a grantee under a program that provides 
financial assistance through grant or contractual arrangements. Ex
cluded from this definition are technical assistance programs, revenue 
sharing, loans, loan guarantees, and insurance.

Grants are payments made in cash or in kind to provide assistance 
for specified purposes, ranging from studies and research to operat
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ing and construction programs. Grants can be awarded to private 
enterprise for exploration, research, or development.

There are several classifications of grants; among the more com
mon are the following.

Formula grants are issued in an amount specified in a law passed 
by Congress. There is little or no discretion to be exercised by the 
grantor agency.

Project grants closely resemble contracts in the objectives of the 
awards because each grantor agency agrees to pay or provide funds 
for a particular service. In many instances, there is competition 
among applicants for the award of the grant. The services might 
consist of research, demonstration, or pilot programs; planning or 
action programs; and training.

Construction grants are awarded specifically for the construction 
of buildings and other permanent facilities, such as sewerage sys
tems, hospitals, and educational institutions.

Block grants are intended to consolidate funds for a broad pur
pose, such as education, into a single funding action on the part of 
the federal grantor. These grants generally are made to states, with 
minimum restrictions on the use of funds.

Responsible Federal Organizations

The authorization, award, administration, and closeout of a federal 
grant require the coordinated action of several functional organiza
tions within an agency as well as the guidance and assistance of 
other agencies such as the Office of Management and Budget, the 
Treasury, the General Accounting Office, and the General Services 
Administration.

A familiarity with these interrelationships is important for a pub
lic accountant involved with federal grant programs. Exhibit 7-1, op
posite, is an oyerview of the typical grant cycle, showing the interre
lationships and functions of many organizations and agencies.

Responsibilities of Grantor Agencies

Accountability for Grants The grantor department or agency is 
responsible for assuring that the purpose or objective of the grant 
is achieved; grant funds are applied solely in accordance with the 
conditions of the grants; and unused balances of grant funds as well 
as funds that were improperly applied are returned to the U.S. Trea
sury. Property or facilities purchased with such funds, or otherwise
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made available, must be utilized and disposed of in accordance with 
the terms of the grant or other instructions of the grantor agency 
and advance payments made to grantees under the terms of the 
grants must not exceed current or revised needs.

Organizational Coordination In practice, the implementation of 
an agency’s grant responsibilities could require the coordinated 
efforts of several functional organizations. For example, the determi
nation to award, to monitor, and to terminate a grant when re
quired may be the prerogatives of the agency’s operating regional 
or program offices.

Reviews are conducted by the agency’s investigating office as well 
as its auditors to corroborate that each grant program is being carried 
out in the manner and for the purpose intended by the program 
offices when the grant was made.

Providing funds to support grant activities is the responsibility 
of the agency’s finance division. This responsibility includes insur
ing that the grantees have adequate funding if advances are provided 
and that the funding is the minimum needed for effective and effi
cient grant operation.

Role of Central Agencies

General Accounting Office Like all other agency programs and 
activities, operations conducted under grants are subject to exam
ination and review by the General Accounting Office.

In addition to the considerable effort expended in the audit of 
grant recipients’ operations, the General Accounting Office is con
cerned with the federal agency’s grant accounting and reporting 
procedures. In carrying out its responsibility to Congress under 
the Budget and Accounting Act of 1950, the General Accounting 
Office not only conducts procedural reviews and examinations of 
practices, but is also responsible for determining whether an agency’s 
accounting and internal control systems are adequate for its grant 
programs.

Office of Management and Budget The Office of Management 
and Budget has established uniform principles for determining the 
costs allowable under federal grant-in-aid programs, and it has also 
devoted considerable effort to streamlining and making uniform the 
administrative procedures for these programs.

Treasury Department As the disbursing office of the federal gov
ernment, the Treasury Department plays a vital role in agency grant 
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programs. It prescribes the procedure and method to be utilized by 
federal agencies in providing funds to grantees in the form of checks 
or under the letter of credit funding procedure.

General Services Administration In May 1973 the General Ser
vices Administration took over many of the functions that had been 
exercised by the Office of Management and Budget with respect to 
financial management systems development, procurement, contract
ing, property management, and automatic data processing manage
ment. Included in the transfer of functions was the responsibility 
to exercise executive branch leadership in the financial manage
ment field. This responsibility extends to federal grants-in-aid.1

1 In January 1976 some of these functions reverted back to the OMB.

The series of OMB circulars spelling out governmentwide regu
lations were reissued in 1973 and 1974 under the GSA imprint, with 
a different numbering sequence but essentially the same contents as 
the OMB circulars. Both references may be used by government 
personnel; the comparable circulars are itemized in the following 
list.

General Content 
of Circulars

GSA Financial
OMB Circular Management Circular

Cost principles for institutions and 
nonprofit organizations

OMB A-21 FMC 73-8

Audits of operations and programs 
by federal organizations

OMB A-73 FMC 73-2

Cost principles for state and local 
governments

OMB A-87 FMC 74-4

Guidelines for federal agencies con
cerning participation by the per
forming organizations in the cost of 
research supported by federal agen
cies

OMB A-100 FMC 73-3

Uniform administrative require
ments for grants to state and local 
governments

OMB A-102 FMC 74-7

Until government agencies and grantee organizations become 
familiar with the more recent FMC series, the OMB circular num
bers will continue to be widely used; both will be cited in these pages.
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Administrative Requirements for Grant Programs

Agency internal records and procedures for accounting for grants 
are rather uniform. The reports required of federal grantees help 
furnish the supporting or authorizing documentation for the ac
counting entries made in the agency’s own records. The term ac
counting for grants has been interpreted by the General Accounting 
Office as including all aspects of grant transactions from the approval 
of a grant to the final closeout action by the grantee and the agency.

Systems of Accounting and Controls
Each agency is expected to establish and maintain an adequate sys
tem of accounting and internal controls over its grant programs. 
Agency procedures insure that the prescribed documents and ap
provals are obtained and that there is a timely and orderly flow of 
supporting documents. Audits or reviews are made by the agency 
before grant funds are disbursed and final settlements are made. 
The agency’s system must also provide adequate funding for all 
grantees. There must be a full accounting for all funds, and support
ing documentation must be preserved to meet the government’s 
record retention requirements.

Purpose of Grantee Reporting
Grantee financial reports become the supporting documentation for 
the agency’s official records and for monitoring outstanding ad
vances. Periodic reports of costs reimbursed under grants are re
quired as support in recording the agency’s liability for costs in
curred by the grantee and in reducing the government’s obligation 
as performance is rendered under the grant.

Where necessary for monthly reports, an agency may use estimates 
in an attempt to reflect the level of unliquidated obligation and ac
crued expenditures.

The data reported by grantees varies in detail. Some agencies re
quire a periodic reporting of only the total funding received during 
the period, the total expenditures made, and the unexpended balance 
of grant funds. Other agencies require an expenditure report that 
details several object classes of expenses. These latter agencies may 
record only the total of the reported expenditures in the agency ac
counts. The detailed report containing the object classes is main
tained in the official grant file and preserved for review and analysis. 
The grant report file provides subsidiary support for the amounts 
appearing in the agency’s own ledger accounts.
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Reporting Frequency

Reporting frequencies vary widely among agencies with respect to 
grantees. Some agencies require monthly expenditure reports, others 
prefer quarterly, semiannual, or annual reports, and still others re
quire only a final report. Generally, periodic and timely financial 
reports are required from all grantees, regardless of whether they 
have received advance funding or are on a cost-reimbursable basis.

Since January 1, 1973, state and local government grantees have 
been reporting the status of grant funds in a standard, government
wide format. This report cannot be required more often than quar
terly or less often than annually, and a final report must also be 
made in the same format at the completion of the grant. The peri
odic status report must be submitted within 30 days after the speci
fied reporting period, and final reports are required within 90 days 
after the grant period or completion of the grant program.

Documentation for Grant Expenditures

In many federal agencies, accounting for a grant begins when the 
grant application is received, reviewed, and approved for funding. 
Prior to the formal grant award, either the program office or the 
agency’s finance office completes a preaward commitment form or 
makes an entry in a summary commitment register. This action cer
tifies that agency funds do exist for the contemplated grant and re
serves part of the agency’s unobligated and unexpended funds.

Purpose of the Grant Agreement

The first step in the formal accounting process is the execution of 
an agreement or the approval of an application or similar document 
describing the amount and purpose of the grant, the performance 
period, the obligations of the parties, and other applicable basic 
terms. This action establishes and formalizes the obligation of funds; 
in other words, the agreement, approved application, or similar doc
ument is the obligating instrument. The amount on the face of the 
agreement is often the basis for the accounting entry which records 
the obligation of the agency’s appropriated funds.

Grant recipients should know how much money is formally obli
gated by the agency since this is the limit of the agency’s liability 
unless the agreement is modified to change the amount of the grant.

Many agencies award a multiyear grant, but obligate funds to sup
port the program on an annual basis. In such cases, the grant docu

141



ment generally limits the government’s liability to the amount of 
the appropriated funds reserved for the grant. That is, in any given 
year, the government’s obligation would extend only to the funds 
obligated for the grant in that particular year. Thus a grantee 
would incur excess costs at its own peril, since the agency may or 
may not choose to assume liabilities that exceed the amount formally 
obligated.

Grant Funding and Payment Documents

The following paragraphs outline the methods by which federal 
grantors generally make payments to grantees. The payment proce
dures for nongovernmental grantees are not standard. In the case of 
state and local governmental grantees, the method of funding grants 
should comply with OMB Circular A-102 (FMC 74-7), the uniform 
administrative requirements for grants-in-aid to state and local gov
ernments.

Advance Funding by Check Some agencies have a procedure 
whereby grants awarded for minor amounts (for example, less than 
$25,000) or for short periods (in some cases three months or less) 
are funded in total by check when the grant agreement is executed 
by both parties.

In other instances, the grantees are provided with an advance, 
the remaining funds being disbursed in accordance with some pre
determined plan.

The following chart illustrates one method of advance funding by 
Treasury check.

Period of 
grant action

Initial 
payment

Second 
payment 

(at end of 3 
months after 
grant action)

Third 
payment 

(at end of 6 
months after 
grant action)

Fourth 
payment 

(at end of 9 
months after 
grant action)

Over 9 and up 
to 12 months 40% 20% 20% 20%
Over 6 and up
to 9 months 40% 40% 20%
Over 3 and up
to 6 months 60% 40%
Up to 3 
months 100%
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Whether a total or partial advance has been made, the program 
offices must prepare a form which advises an agency’s finance per
sonnel of those grantees entitled to an advance. The amount as well 
as a record of the payments received by a particular grantee is also 
provided.

Where a grantee has received an advance of funds by check or 
under a letter of credit arrangement, the Office of Management and 
Budget requires that the federal agency receive a report of the cash 
advanced to, or funds disbursed by, the grantee. This report of fed
eral cash transactions might be required at varying frequencies de
pending on specific circumstances, as the following table shows.

Classification of Grantees
All grantees, unless 
otherwise qualified

Grantees receiving annual 
grants in excess of
$1 million

Reporting Frequency Report Due
Quarterly 15 working days

after period

May be required 15 working days
monthly after period

Grantees receiving monthly 
advances less than $10,000

May be waived if other 
requirements are met or 
grantees’ systems are ade
quate to minimize exces
sive advances

Federal grantors are authorized to permit grantees to submit re
quests for advances or for reimbursement of costs on a monthly basis. 
A standard form is used for all nonconstruction governmental 
grant programs when letter of credit or predetermined automatic 
advance methods are not used. A similar form is used for many non
government grantees. Additionally, when the request for advance 
provides adequate information for the grantor’s purposes, the re
quirement to submit a financial status report may be waived.

Advance Funding by Letter of Credit Like advance funding of 
contracts, advance funding of grants must be by letter of credit where 
possible so as to conserve funds and minimize the amount of federal 
money in the possession of grantees. The criteria and procedures for 
using letters of credit are detailed in Treasury Circular 1075.

Under these procedures the grant-making agency establishes a line 
of credit with the Treasury Department’s designated disbursing of
fice against which a grantee organization can draw funds. As in the 
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case of contract awards, letter of credit funding requires that the 
grantor or the grantee complete and submit the following forms at 
designated times during the life of the grant (see chapter 6): author
ized signature cards, letter of credit, payment voucher on letter of 
credit, and report of federal cash transactions.

State and local governments that receive grants are permitted to 
use letter of credit funding when the following conditions are met.

• A continuing relationship exists between the grantee and the 
federal grantor agency for at least 12 months and the advances 
to be received in this period total $250,000 or more, as pre
scribed by Treasury Circular 1075.

• The grantee has established procedures to minimize the elapsed 
time between the transfer of funds from the federal government 
and the disbursement by the grantee.

• The grantee has met the financial management system standards 
for fund control and accountability set forth in OMB Circular 
A-102 (FMC 74-7).

Advances to grantees are by check when the annual funding need 
is less than $250,000 and the other two requirements are met. Where 
a letter of credit is not used, federal grantor agencies are required to 
adopt the standard form as the authorizing document for obtaining 
the advance.

Reimbursement Basis of Funding Many agencies still adhere to 
a cost-reimbursement basis of funding grantees under which the 
grantee is permitted to submit a claim for payment or reimburse
ment after funds have been disbursed. For agencies utilizing the re
imbursable basis of funding, the grantee’s financial expenditure re
port could be both an accounting of grant expenditures and a claim 
for payment. Usually there is no need for the grantee to submit a 
claim in addition to the required financial report, but the standard 
form federal voucher is sometimes required.

Once the initial advance has been received, the reimbursement 
basis of funding is similar to the advance funding method. The first 
direct advance is initiated when the grantee submits a public voucher 
with a claim for an advance. Usually, in each succeeding reporting 
period the grantee is required to submit a statement of expenses or 
claim for reimbursement of the grant advance expended. In the case 
of a direct advance, the reimbursement replenishes the original ad
vance. If no advance has been received, the reimbursement replen
ishes the funds spent by the grantee.
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Agency Accounting for Grants

A federal agency must take many specific actions and obtain many 
approvals before and during the grant period. The timeliness of 
these actions often depends on the responsiveness of the grantee in 
forwarding the required documents. Many grant recipients are un
aware of the interrelationship of their reports and the entries and 
administrative actions of the agency.

Generally, every action of the federal grantor is reflected in its 
accounting records. For example, a separate accounting entry is made 
for the intent to commit funds for a grant; the execution of the 
grant agreement and final award of the grant; the establishment of 
an account receivable for any advance funding provided to the 
grantee; the recording of all expense claims under the grant agree
ment; and the disbursement of funds to the grantee throughout the 
grant period.

The nature of the accounting made by a federal grantor is out
lined in the following paragraphs. Exhibit 7-1 provides an overview 
of the grant process for which an agency must provide an accounting.

Commitment of Funds

In many agencies, accounting for a grant begins with the approval 
of the application, before the award of the grant. At that time an 
entry is made in a summary commitment register, or a preaward 
commitment form is processed by the grantor, signifying or certify
ing that (1) agency funds are available for the imminent grant, and 
(2) the unexpended appropriation fund balance has been restricted 
in the amount of the grant.

Procedures vary as to whether the agency’s originating program 
office or the finance office maintains the register or completes the 
preaward commitment form. But the amounts on these records are 
periodically reconciled with the amounts ultimately obligated in the 
agency’s accounting records since the ultimate grant award could 
differ from the earlier commitment.

Execution of the Grant

The first formal entry relating to a grant is usually made when the 
grant is awarded, and the grant document itself supports the formal 
obligation of agency funds.

At the time of award, an entry is made by the agency to restrict 
a fund balance equal to the amount of the grant. This accounting 
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action has two objectives: (1) to reduce the unobligated appropriated 
funds of the agency and (2) to restrict these previously unobligated 
funds to meet the claims contemplated under the approved grant 
agreement.

If the amount of this entry is less than the full amount shown on 
the agreement, the grant is said to have been incrementally funded. 
Such agreements usually state that the continuation of full funding 
is dependent on the future availability of funds.

It is incumbent upon each grantee to determine whether it has 
been awarded an incrementally funded grant and the extent of the 
government’s liability for program costs. A multiyear program that 
is funded incrementally will lapse if the funds are not forthcoming 
on the prescribed dates.

Establishing the Advance Receivable

If any agency deems it to be in the interest of the government to pro
vide an advance of funds at the time of grant award, this would be 
recorded by reducing the agency’s cash balances and establishing 
an account receivable when the advance is issued. The receivable 
would be reduced by offsetting the amounts reported or claimed 
later by the grantee for expenses.

It should be noted that an advance constitutes a receivable until 
performance has been rendered by the grantee. The document to 
support the advance of funds and the corresponding receivable entry 
is the Public Voucher for Purchases and Services Other Than Per
sonal, prepared by the grantee, or the grant agreement—showing the 
agency has approved an advance and presented a check at the time 
of grant award. The procedure varies slightly for a letter of credit.

The receivable is recorded and supported by the agency at the 
time it receives a payment voucher on a letter of credit, signifying 
that the grantee has made a withdrawal of grant funds.

If a nongovernmental grantee is to receive full or partial advance 
funding, the agency generally requires that the grantee prepare and 
submit the public voucher (Standard Form 1034), which is the claim 
for payment used by all agencies. This form is prominently labeled 
an advance of funds and is entered on the agency’s schedule and 
voucher of payments, which is submitted to the Treasury Depart
ment for the issuance of a check to the grantee organization.

An alternative is to have the Treasury Department issue the ad
vance check to the agency, which releases it to the grantee when all 
documents and agreements have been completed. This has the ad
vantage of immediately providing the funds necessary to set the 
program in motion.
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Recording Grantee Claims

An administrative regulation may prohibit advances, or a grantee 
may not want an advance. In either case the grantee makes a claim, 
usually monthly, for reimbursement of expenditures incurred under 
the grant program. Claims for reimbursement could be made on a 
required expense report or on a public voucher, depending on the 
procedures of the agency. These documents support the entries nec
essary to (1) record the agency’s full liability to the grantee, (2) ad
just any earlier expenditure accruals made on an estimated basis, (3) 
reduce or liquidate any applicable amounts previously obligated, 
and (4) reflect the cash disbursement if grantee claims are paid im
mediately.

Where a grantee has received an advance of funds, any claim must 
be reduced by the outstanding or unsettled advance receivable, in 
accordance with the grant agreement.

Disbursements to the Grantee

The government pays grantees by check or by letter of credit with
drawals. The processes were outlined earlier in chapter 6. The 
nature of the forms that must be submitted in a timely manner to 
support the agency accounting requirements differ for each method.

Payment by Treasury Check The actual disbursement of funds 
to a grantee for expenses is supported by the schedule and voucher 
of payments prepared by the agency’s finance office and submitted to 
the Treasury Department for the issuance of checks to the payees 
listed on the schedule. The entries on this schedule are in turn 
supported by the grantee’s financial report, public voucher, or ad
vance requests, which were submitted to the grantor.

The entry for the actual disbursement of cash must be made and 
the amounts due to grantees adjusted to the extent that the grantee 
had any outstanding advances.

Payment by Letter of Credit Withdrawals Where a grantee ob
tains funds by withdrawal under a letter of credit, an entry must 
also be made to record an account receivable and the disbursement 
of cash. This entry amount is supported by the amount of the with
drawal appearing on the copies of the payment voucher on letter 
of credit forms which evidence payments by the Treasury Depart
ment. The withdrawal receivable is reduced and the grant expenses 
are recorded when the grantee submits an expense report or a 
public voucher evidencing an outlay of the funds withdrawn under 
the letter of credit.
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Grant Cost Principles

The grant cost principles, set forth in the OMB series of circulars 
(OMB A-21, A-87, and A-100), are the basis for determining the 
costs to be allowed under grants to nonprofit, educational, or gov
ernmental recipients.

Federal grantors have issued individual implementing regulations 
which have the effect of further restricting the costs that are allow
able under a particular program. The general principles are similar 
for the various federal grantors.

OMB Circular A-21 (Now FMC 73-8)

Office of Management and Budget’s Circular A-21, originally 
issued in 1958 and revised over the years, provides the principles 
for determining the costs applicable to research and development 
work performed by educational institutions under federal grants 
and contracts. These principles are confined to cost determination 
and make no attempt to identify the circumstances or dictate the 
extent of agency and institutional participation in the financing of 
a particular research or development project. The principles are 
designed to recognize the full allocation costs of such research under 
generally accepted accounting principles. A later attachment extend
ed the scope of this circular to the determination of costs by edu
cational institutions under grants for training and educational ser
vices.

OMB Circular A-87 (Now FMC 74-4)

Another OMB Circular, A-87, sets forth the principles for determin
ing costs applicable to federal grants to state and local governments. 
These principles are designed to provide that federally assisted 
programs bear a fair share of indirect costs of other governments 
recognized under these principles except where the charging of such 
costs is restricted or prohibited by law. Additionally, this circular 
defines the types of allowable and unallowable costs for federal 
grants-in-aid to state and local governments.

OMB Circular A-100 (Now FMC 73-3)

OMB Circular A-100 also has an impact on the determination of 
the costs to be charged under a federal grant. This circular pro
vides guidance with respect to participation of grant recipients in the 
cost of research supported by federal agencies. All agencies were 
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directed to consider the need for or the desirability of obtaining 
cost-sharing agreements from participating grantee organizations, re
gardless of whether or not required by law.

Types of Grant Costs

Federal grant programs differ in the nature of costs that are allow
able for payment and the level of costs that are permissible charges 
to a grant. However, most differences relate to form and definition 
rather than to substance. The total cost of a grant program is de
fined as the allowable direct cost incident to its performance, plus 
its allocable portion of allowable indirect costs, less applicable 
credits. There is no universal rule for classifying certain costs as 
direct or indirect under every accounting system. The essential point 
is that each item be treated consistently as either a direct or an 
indirect cost.

Direct costs are those that can be identified specifically with a 
particular project, grant, or cost objective. They may be charged 
directly to the grants, contracts, or other programs against which 
costs are finally recorded, or they may be charged to cost objectives 
used for the accumulation of costs pending later distribution to 
grants and other ultimate cost objectives.

Indirect costs are incurred for a purpose benefiting more than 
one project, grant, or cost objective and are not readily assign
able to the cost objectives specifically benefited, without dispropor
tionate effort. The term could apply to costs originating in the 
grantee operation as well as those incurred by other departments in 
supplying goods, services, and facilities to the grantee.

To facilitate equitable distribution of indirect expenses to the 
cost objectives served, a number of pools of indirect cost may have to 
be set up within a grantee or in other agencies providing services 
to it. Indirect cost pools should be distributed to benefiting cost 
objectives so as to produce an equitable result in consideration of 
relative benefits derived.

Reporting of Grant Costs

With slight variations, the following classification of costs, generally 
called object class, are the categories or groupings of expenses on 
which grant-in-aid budgets are based and which must generally be 
reported to the granting agency.

Personnel compensation is compensation of employees for the 
time and effort devoted specifically to the execution of grant pro
grams.
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Fringe benefits are vacations, sick time, insurances, holidays, and 
similar benefits for employees whose services are being charged 
directly to the grant. These costs must not have been claimed else
where as either a direct or indirect cost.

Travel covers expenses incurred by grantee staff for lodging, meals, 
and transportation while in a travel status away from the official duty 
station as well as the costs of local travel on official grant business.

Consultants, contracts covers payments to specialists and for ser
vices rendered by organizations outside the grantee’s immediate 
organization.

Construction covers costs related to building or improving the 
physical facilities of the grant program or a related effort, to the 
extent that such expenditures have been approved in the grant 
budget.

Materials and supplies refers to the cost of materials acquired, con
sumed, or expended specifically for the grant.

Equipment is generally defined to include the costs of procuring 
or leasing nonexpendable, high-value equipment necessary to the 
performance or completion of the grant.

Space includes the costs of procuring or leasing the facilities for 
grant activities. In the case of a fully depreciated building, a use
charge may be an alternatively acceptable charge to the grant.

Other direct costs are costs specifically identified in the executed 
grant agreement, but not considered to be within the aforementioned 
categories.

Indirect costs are generally included in accordance with the de
finition above, although grants may contain a ceiling on the amount 
of indirect costs that are allowable because of congressional or ad
ministrative determinations.

Allowable and Unallowable Costs

Grants are issued in accordance with agency administrative regu
lations which specify what direct costs are deemed allowable. Most 
agency definitions of allowable costs include all the direct and in
direct costs defined above.

As a matter of public policy, certain costs cannot be considered 
valid or allowable. The following are the more commonly unallowed 
expenses, although a particular agency may identify others as un
allowable charges to its grant programs.

Advertising in newspapers, magazines, radio and television pro
grams, direct mail, trade papers, and the like is unallowable except 
for specific purposes. The allowable costs are solely for (1) recruit
ment of personnel for the grant program, (2) solicitation of bids for 
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required goods and services, (3) disposal of scrap or surplus materials 
acquired in the performance of the grant agreement, and (4) other 
purposes specifically provided for in the grant agreement.

Bad debts, including any losses arising from uncollectible accounts 
and other claims as well as related costs, are unallowable.

Contingencies are unallowable, whether in the form of contribu
tions to a contingency reserve or any similar provision for unfore
seen events.

Contributions and donations, as well as gifts, are unallowable.
Entertainment costs for amusements, social activities, and inciden

tals such as meals, beverages, lodgings, rentals, transportation, and 
gratuities are unallowable.

Fines and penalties for violations of or failure to comply with 
federal, state, and local laws and regulations are unallowable.

Governor’s expenses and expenses of the chief executive of a po
litical subdivision are considered a general cost of the state or local 
government and are unallowable.

Interest and other financial costs on borrowings (however repre
sented), bond discounts, and financing and refinancing operations, 
as well as legal and professional fees paid in connection therewith, 
are unallowable except when authorized by federal legislation.

Legislative expenses including salaries, for state legislatures or 
local governmental bodies such as county supervisors, city councils, 
and school boards, whether for legislation or executive direction, are 
unallowable.

Underrecovery of costs under one grant agreement is unallowable 
under other grant agreements.

Matching Share and In-Kind Contributions

Many federal grants require that grantees provide certain costs in 
a specified ratio to the funded grant. Such costs are considered an 
integral part of the project costs, subject to audit as to the allow
ability or unallowability of the contributed costs. To the extent that 
a matching share contribution is deemed unallowable for a particular 
grant program, the grantee must provide an acceptable alternative 
contribution. Records must be maintained for matching costs in the 
same manner and with the same care as is applied to accounting for 
federal monies.

The matching share of the project costs represents those costs not 
borne by the government. If matching shares are required by the 
law establishing a grant program, the requirement is made a part 
of the grant conditions. Unless restricted by a grant condition, 
matching shares might include the following:
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• Project costs that do not require cash outlays, but benefit the 
grant project, such as depreciation and use charges incurred by 
the grantee for buildings and equipment.

• Cash contributed or donated to the grantee by other public 
agencies, institutions, organizations, and individuals for use in 
the grant program.

• All in-kind contributions that are identifiable in the grantee’s 
records, are not included as contributions for any other federal 
program and are necessary and reasonable for the accomplish
ment of the grant project objectives.

These criteria have been expressly promulgated by the Office of 
Management and Budget for application to grants to state and local 
governments. However, the same criteria have generally been applied 
by most federal grantor agencies in requiring matching share con
tributions for grants to nongovernmental organizations.

Valuation of In-Kind Contributions In past years, the valuation 
of in-kind contributions has been the subject of considerable dispute 
between grantees and federal agencies. Effective January 1, 1973, the 
Office of Management and Budget set forth a number of criteria for 
governmental grantees valuing in-kind contributions. These cri
teria are also used as a guide by nongovernmental grantees.

Volunteer services by professional and technical personnel as well 
as by skilled and unskilled labor should be valued at regular rates 
paid for similar work in other activities or in the labor market in 
which the grantee competes for services, or at the rate paid by an 
employer who donates an employee to the grant project.

Materials contributions including office supplies, maintenance, 
workshop, and classroom supplies should be valued at a reasonable 
amount not exceeding the cost of the supplies to the donor or cur
rent market prices.

Equipment, buildings, land, and space valuations might vary with 
the grant; if the purpose is to furnish such facilities, the total value 
of the donation may be claimed as the matching share. If the facili
ties are in support of the grant project, a depreciation charge or use 
charge or fair rental value (for land) may be used.

Contributions from private sources must be supported in the 
grantee’s records that show (1) the hours of services provided, com
puted in the same manner as used for the grantee’s employees and 
(2) the basis for determining charges for personal services, materials, 
equipment, buildings, and land.
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Prepayment Audit or Review

It is the practice of many agencies to make a prepayment audit or re
view of grantees’ claims for reimbursement or of the expenditure re
ports submitted subsequent to an advance or letter of credit with
drawal. Federal agencies usually insure that a function has been es
tablished and personnel charged with making a prepayment audit or 
review. In many agencies, this function is performed by finance per
sonnel because it is critical to the certification made by the agency’s 
finance officer that the release of funds for the claimed purpose is 
proper.

Objectives of Prepayment Review The principle objectives of a 
prepayment review are to insure that all disbursements, whether in 
the form of advances or reimbursements, are legal, proper, and 
correct and that all disbursements are fully documented, properly 
approved, and accurately reported and recorded.

Each agency’s system of internal control and related procedures 
for disbursements must be based on the operating needs of that 
particular agency and must conform with the related principles and 
standards for internal management control prescribed by the Gen
eral Accounting Office and with the regulations of the Treasury 
Department.

Nature of Review The prepayment review is designed so as to 
insure that each request for the release of federal funds is critically 
examined before disbursements are made. The following are typical 
of the inquiries that are made prior to the release of funds to gran
tees.

• Have all the required authorizations and the approvals of 
agency officials been obtained?

• Will the payment to the grantee be permitted under the law, 
and is the immediate request for a payment of funds in accord
ance with the grant agreement and the conditions thereof?

• Is the dollar amount correct, and is the named payee the one 
designated in the grant agreement?

• Does the imminent payment represent a duplicate reimburse
ment or a duplicate recovery by the grantee of funds earlier 
provided through an advance funding or under a letter of credit 
withdrawal?

• If the payment is a reimbursement, have the required financial 
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reports been filed by the grantee? Have the services been per
formed?

• Have all the necessary documents been properly completed 
and filed, considering the nature of the disbursement?

• If a grantee’s claim is for a payment, should the claim be more 
properly shown as a reduction of funds previously advanced?

• Have any agency audits questioned the propriety of disburse
ments made by the grantee for which payment should be with
held pending final resolution?

Often it is the questions raised during this prepayment audit that 
cause the payment of a grantee’s claim or invoice to be delayed.
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8 Auditing of Federal
Funds

With few exceptions, the activities, operations, and functions of a 
federal agency are subject to audit. Included in the areas that must 
be audited are internal activities as well as grantees’, contractors’, 
and borrowers’ activities and other recipients of federal monies. 
These audits are made by the agency’s own audit staff and by orga
nizations such as state and local government auditors and public ac
counting firms.

During the 1960s, federal agencies increasingly turned to the 
public accounting profession for external audits, primarily of grant 
programs or activities. In the 1970s the agencies are using public 
accounting firms to make internal audits of the activities and oper
ations managed by federal employees.

There are few public accounting firms whose clients are not re
cipients of federal funds under a grant, contract, or loan, or as 
beneficiaries of a federal guaranty of a loan. Further, public ac
counting firms are being increasingly relied upon by government in 
the audit of public monies.

While the objectives, scope, and techniques of these audits may 
be similar, there are significant differences in the nature of the ex
aminations or audits and in the reporting responsibilities of the 
audit organizations. This chapter provides background information 
that will help public accountants to anticipate the purpose, scope, 
and methods of audit that may be required by federal agencies.

Federal Audit Responsibility
Within the federal government, the overall responsibility for audits 
rests with two officials: (1) the head of each federal agency and 
(2) the comptroller general of the United States, who heads the 
General Accounting Office.
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Agency Audit Responsibilities

The specific legal requirement for audit of an executive agency is 
set forth in Section 113, Part II of the Budget and Accounting 
Procedures Act of 1950:

The head of each executive agency shall establish and maintain 
systems of accounting and internal control designed to provide . . . 
effective control over and accountability over all funds, property, 
and other assets for which the agency is responsible, including 
appropriate internal audit.

Thus the head of the agency has the authority and responsibility 
for establishing an audit capability as part of the agency’s system 
of internal control. In addition to the agency’s own employee oper
ations and activities, the head of the executive agency must also 
audit outside organizations to which the agency has awarded con
tracts, made grants, lent money, or otherwise released federal funds. 
This responsibility has been exercised with the help of federal, state, 
and local government auditors and public accounting firms.

GAO Audit Responsibilities

As discussed in chapter 1, the General Accounting Office is indepen
dent of the executive agencies and reports to Congress, although in
formation is furnished to the President and the Office of Management 
and Budget on request. Under several laws, the General Accounting 
Office has obtained broad audit authority and responsibilities. This 
is evidenced by an examination of pertinent laws.

• The Budget and Accounting Act of 1921 authorized the comp
troller general to investigate all matters relating to the receipt, 
disbursement, and application of public funds.

• The Government Corporation Control Act of 1945 expanded 
the audit authority to wholly owned government corporations 
and required audits in accordance with the principles and pro
cedures applicable to commercial corporate transactions under 
rules and regulations prescribed by the comptroller general.

• The Legislative Reorganization Act of 1946 gave the comp
troller general authority to make an expenditure analysis of 
each agency in the executive branch, which would enable 
Congress to determine whether public funds have been eco
nomically and efficiently administered and expended.

• The Federal Property and Administrative Services Act of 1949 
required the General Accounting Office to audit all types of 
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property accounts and transactions at such times and in such 
manner as it deemed necessary.

• The Accounting and Auditing Act of 1950 required that the 
financial transactions of each executive, legislative, and judicial 
agency be audited by the General Accounting Office. These 
audits were to be directed toward determining (1) the extent 
to which accounting and related financial reporting fulfill the 
purposes specified, (2) whether financial transactions have been 
consummated in accordance with laws, regulations, or other 
legal requirements, and (3) whether internal financial control 
over operations is adequate.

With respect to specific federal programs, the audit responsibilities 
of the General Accounting Office are contained in the numerous 
laws by which Congress has authorized and appropriated funds for 
the programs.

The General Accounting Office itself has not called on other 
governmental audit agencies or the public accounting profession for 
direct assistance in conducting their audit responsibilities. GAO does 
review the audit efforts of public accountants and state and local 
government auditors to assess the adequacy of the coverage and to 
determine where the scope and depth of these audits are sufficient to 
minimize duplicate audit coverage by the General Accounting Office.

GSA Audit Responsibilities

Until May 1973 the Office of Management and Budget promulgated 
the executive branch governmentwide policy with respect to audits. 
This policy was enunciated in OMB Circular A-73. Since that time, 
when this function was transferred to the General Services Adminis
tration, OMB A-73 has been replaced with Financial Management 
Circular (FMC) 73-2, which has essentially the same contents.

In addition, FMC 73-2 contains the general policies for audit by 
executive branch agencies. Among other items, the circular requires 
that agencies establish procedures for the determination of audit cov
erage, frequency, and priority, giving consideration to the following 
criteria: newness, changed conditions, or sensitivity of the program; 
dollar magnitude and duration; extent of federal participation; 
management needs; prior audit experience with the program; ade
quacy of audit reports prepared by others; results of other audits or 
evaluations; legislative requirements or congressional recommenda
tions; and availability of audit resources.

Additionally, the circular encourages audit cross-servicing agree
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ments to minimize duplication and increase coordination between 
the audit functions of the many agencies.

Federal agencies are directed to avoid unnecessary effort and to 
use all acceptable audit work. The circular states that reports by 
nonfederal auditors may be used in the place of federal audits when 
the reports and workpapers are available for review by the agencies, 
the audits are performed in accordance with generally accepted 
auditing standards, and the audits meet the requirements of federal 
agencies.

Kinds of Federal Audits

The audit function of a federal agency is generally described ac
cording to the organizational relationship of the audited activity 
to the agency—that is, internal or external. In this context, internal 
audits are audits of operations within the agency, whereas external 
audits are made of operations outside the agency.

The role of the General Accounting Office is to insure that both 
types of operations are being audited in addition to making its own 
audit of the agency and its operations.

Internal Audits Internal audits are examinations of an agency’s 
affairs, activities, and programs, generally by auditors who are 
agency employees. The scope and method of performing such audits 
varies with the desires of management, the applicable laws and regu
lations, and the complexities of the assignments.

Although internal audits as a rule are performed by federal audi
tors, there is no legal restriction against an agency’s seeking the as
sistance of a public accounting firm in conducting such an audit. In 
fact, public accountants have conducted internal audits of federal 
agencies, although not as often as external audits.

External Audits External audits are examinations of the affairs 
of organizations that are not part of a federal agency, such as 
grantees, contractors, and borrowers under government programs. 
External audits generally are made by federal auditors as well as 
others. The scope and method of performing such audits depend 
upon the nature, interest, and the complexities of the activity. 
External audits are performed directly by federal agencies or agency 
auditors and by other governmental audit groups, state auditors, 
state legislative auditors, or qualified public accountants.

The General Accounting Office has made a determination as to 
who it deems should be considered qualified public accountants. In 
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a letter (B-148114) dated September 15, 1970, to the heads of federal 
departments and agencies, the GAO stated that audits conducted for 
the purpose of expressing an opinion on financial reports of govern
mental organizations “shall be conducted by independent certified 
public accountants or by independent licensed public accountants, 
licensed on or before December 31, 1970, who are certified or li
censed by a regulatory authority of a State or other political sub
division of the United States.” This position was reaffirmed by the 
GAO in May, 1975.

Relationship to GAO Audits The review of the adequacy of the 
system of internal control, including audits of each federal agency, 
is an important part of the General Accounting Office’s statutory 
audit responsibilities. While there are numerous common areas of 
responsibility of the General Accounting Office and a federal agency, 
certain basic objectives and reporting responsibilities differ.

In its audits, GAO reviews the agency’s entire control mechanism, 
including the arrangements for internal audits and other forms of 
inspection, appraisal, and evaluation. Where warranted, the agency 
auditors’ work will be relied on and made appropriate use of in the 
GAO examinations.

The nature of the agency auditors’ work is specifically provided for 
in the Budget and Accounting Procedures Act of 1950, which states 
that each executive, legislative, and judicial agency’s financial trans
actions are to be audited by the GAO and that “the Comptroller 
General shall give due regard to generally accepted principles of 
auditing, including . . . the effectiveness of accounting organiza
tions and systems.”

The GAO interest also extends to the degree of agency manage
ment concern for the work of its auditor and particularly in the 
audit findings and recommendations. Normally, there is little dupli
cation in the work of the agency’s auditor and the General Account
ing Office. The auditor’s work is part of the agency management’s 
pattern of operation and control, whereas the GAO review is an in
dependent appraisal of the manner in which agencies discharge their 
responsibilities and of the effectiveness of their control systems, 
which includes audits.

Federal Agency Audit Standards

Until 1972, federal agencies had relied upon the generally accept
ed auditing standards issued by the American Institute of Certified 
Public Accountants for performance measurement yardsticks. Be
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cause of the high degree of relevance to the work of federal auditors, 
these AICPA standards were adopted by most major audit agencies of 
the government, including the General Accounting Office. Since 
1972 the comptroller general’s new Standards for the Audit of 
Governmental Organizations, Programs, Activities & Functions have 
been used.

Development of Government Audit Standards

Under the direction of the General Accounting Office, an inter
agency, intergovernmental work group was established in 1969 with 
the objective of developing audit standards that could be applied to 
federal grant programs no matter what type of organization performs 
the audit and no matter whether the audit is done by one or several 
groups. The findings titled Standards for the Audit of Governmental 
Organizations, Programs, Activities ir Functions, were issued by the 
comptroller general in June 1972. (Reprinted in January 1974 with 
minor revisions.)

The group contemplated that complete coverage should be pro
vided for the audit of federally assisted programs and therefore 
sought to develop standards that embraced four broad areas: (1) fiscal 
and accounting operations, including controls over financial and 
property resources and financial reporting; (2) compliance with appli
cable federal, state, and local laws, regulations, and requirements; (3) 
identification of opportunities for greater efficiency and economy in 
the activities being audited; and (4) evaluation of the effectiveness 
and accomplishments of programs and expenditures.

Audit Definitions

The GAO Standards for Audit describe not only work done by ac
countants in examining financial reports but also work done in re
viewing (1) compliance with applicable laws and regulations, (2) 
efficiency and economy of operations, and (3) effectiveness in 
achieving program results.

Included in the Standards for Audit are the following definitions:
The emphasis on the financial and compliance aspects of the Fed
eral audit standards is to have the auditor determine (1) whether 
financial operations are properly conducted, (2) whether the finan
cial reports of an audited entity are presented fairly, and (3) 
whether the entity has complied with applicable laws and regula
tions.
The emphasis on auditing for economy and efficiency has as its ob
jective the determination of whether the entity is managing or 
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utilizing its resources (personnel, property, space, etc.) in an eco
nomical and efficient manner and the causes of any inefficiencies 
or uneconomical practices, including inadequacies in management 
information systems, administrative procedures, or organizational 
structure.

The emphasis on program results is directed toward ascertaining 
whether the desired results or benefits are being achieved, whether 
the objectives established by the legislature or other authorizing 
body are being met, and whether the agency has considered alter
natives which might yield desired results at a lower cost.

The GAO Standards for Audit apply to audits of all government 
organizations, programs, activities, and functions—whether per
formed by federal, state, or local government auditors, independent 
certified public accountants, or others. The standards also apply to 
both internal agency audits and audits of contractors, grantees, and 
other organizations. These standards parallel the generally accepted 
auditing standards of the AICPA. However, some are much broader 
in scope and should be fully understood by any certified public 
accountant undertaking an engagement in accordance with such 
standards.

Analysis of Audit Standards

Although the GAO standards are similar to those of the AICPA, 
there are differences. A summary of the general standards, examina
tion and evaluation standards, and reporting standards follows, to
gether with a discussion of the important variances from generally 
accepted auditing standards.

The GAO general standards are similar to the auditing standards 
published by the AICPA, since the two audit disciplines are parallel. 
The general standards are concerned with the auditor’s qualifications 
and the nature of his work, but include standards for an audit of 
much broader scope than would be contemplated in attesting to 
financial statements. Of the four general GAO standards that follow, 
the first is of particular concern.

1. The full scope of an audit of a governmental program, func
tion, activity, or organization should encompass: (a) an exam
ination of financial transactions, accounts, and reports, includ
ing an evaluation of compliance with applicable laws and 
regulations; (b) a review of efficiency and economy in the use 
of resources; (c) a review to determine whether desired results 
are effectively achieved. In determining the scope for a partic
ular audit, responsible officials should give consideration to the 
needs of the potential users of the results of that audit.
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2. The auditors assigned to perform the audit must collectively 
possess adequate professional proficiency for the tasks re
quired.

3. In all matters relating to the audit work, the audit organiza
tion and the individual auditors shall maintain an indepen
dent attitude.

4. Due professional care is to be used in conducting the audit 
and in preparing related reports.

It should be noted that the AICPA does not have a standard re
lated to the first of the GAO general standards. This is because 
the profession’s standards were developed for application to the 
audit of financial statements, whereas the first of the GAO general 
standards applies to nonfinancial matters as well.

The government’s examination and evaluation standards apply 
to all the activities an auditor performs in his examination, survey, 
or review, other than the preparation of the report. These standards 
describe the auditor’s objective and subjective evaluations in pro
viding financial, compliance, and operational information to report 
users. Again, the standards are broader than those of the AICPA and 
require that auditors be responsible for a wider scope. The following 
are the examination and evaluation standards.

1. Work is to be adequately planned.
2. Assistants are to be properly supervised.
3. A review is to be made of compliance with legal and regula

tory requirements.
4. An evaluation is to be made of the system of internal control 

to assess the extent it can be relied upon to ensure accurate 
information, to ensure compliance with laws and regulations, 
and to provide for efficient and effective operations.

5. Sufficient, competent, and relevant evidence is to be obtained 
to afford a reasonable basis for the auditor’s opinions, judge
ments, conclusions, and recommendations.

While most of these standards are similar to the AICPA’s, the 
third standard is a departure. However, CPAs are concerned about 
their clients’ compliance with legal and regulatory requirements as 
part of their consideration of the adequacy of disclosure.

Reporting standards refer to report transmission, preparation, 
content, and quality. Of particular significance is the standard 
relating to the distribution of the audit report to parties other than 
the organization or client arranging or requiring the audit. As men
tioned earlier, extreme caution must be exercised when accepting 
audits that must be performed in complete accordance with these gov
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ernmental standards. The GAO reporting standards include the 
following:

• Written audit reports are to be submitted to the appropriate 
officials of the organizations requiring or arranging for the 
audits. Copies of the reports should be sent to other officials 
who may be responsible for taking action on audit findings and 
recommendations and to others responsible or authorized to re
ceive such reports. Copies should also be made available for 
public inspection.

• Reports are to be issued on or before the dates specified by 
law, regulation, or other arrangement and, in any event, as 
promptly as possible so as to make the information available 
for timely use by management and by legislative officials.

• Each report shall:
—Be as concise as possible but, at the same time, be clear 

and complete enough to be understood by the users.
—Present factual matter accurately, completely, and fairly. 
—Present findings and conclusions objectively and in language 

as clear and simple as the subject matter permits.
—Include only factual information, findings, and conclusions 

that are adequately supported by enough evidence in the 
auditor’s working papers to demonstrate or prove, when 
called upon, the bases for the matters reported and their 
correctness and reasonableness. Detailed supporting informa
tion should be included in the report to the extent necessary 
to make a convincing presentation.

—Include, when possible, the auditor’s recommendations for 
actions to effect improvements in problem areas noted in his 
audit and to otherwise make improvements in operations. In
formation on underlying causes of problems reported should 
be included to assist in implementing or devising corrective 
actions.

—Place primary emphasis on improvement rather than on crit
icism of the past; critical comments should be presented in 
balanced perspective, recognizing any unusual difficulties or 
circumstances faced by the operating officials concerned.

—Identify and explain issues and questions needing further 
study and consideration by the auditor or others.

—Include recognition of noteworthy accomplishments, partic
ularly when management improvements in one program or 
activity may be applicable elsewhere.

—Include recognition of the views of responsible officials of the 
organization, program, function, or activity audited on the 
auditor’s findings, conclusions, and recommendations. Except 
where the possibility of fraud or other compelling reason 
may require different treatment, the auditor’s tentative 
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findings and conclusions should be reviewed with such offi
cials. When possible, without undue delay, their views 
should be obtained in writing and objectively considered and 
presented in preparing the final report.

—Clearly explain the scope and objectives of the audit.
—State whether any significant pertinent information has been 

omitted because it is deemed privileged or confidential. The 
nature of such information should be described, and the law 
or other basis under which it is withheld should be stated.

• Each audit report containing financial reports shall:
—Contain an expression of the auditor’s opinion as to whether 

the information in the financial reports is presented fairly 
in accordance with generally accepted accounting principles 
(or with other specified accounting principles applicable to 
the organization, program, function, or activity audited), ap
plied on a basis consistent with that of the preceding re
porting period. If the auditor cannot express an opinion, the 
reasons therefor should be stated in the audit report.

—Contain appropriate supplementary explanatory informa
tion about the contents of the financial reports as may be 
necessary for full and informative disclosure about the finan
cial operations of the organization, program, function, or 
activity audited. Violations of legal or other regulatory re
quirements, including instances of noncompliance, and ma
terial changes in accounting policies and procedures, along 
with their effect on the financial reports, shall be explained 
in the audit report.

The GAO reporting standards differ considerably from those of the 
accounting profession and should receive careful study before any 
engagement is accepted that requires unqualified compliance with 
the government’s standards.

AICPA Recommendations on Governmental Standards for Audit

In November 1973 the AICPA committee on relations with the 
General Accounting Office reviewed the GAO Standards for Audit 
in an effort to help independent certified public accountants to a 
better understanding of these standards, their effect on the practice 
of auditing today, their relationship to generally accepted auditing 
standards, and their application to the GAO’s broader definition of 
auditing.

In its discussion of Standards for Audit the committee points out:
A simple comparison of the GAO standards with the ten gen

erally accepted auditing standards adopted by the membership of 
the AICPA and set forth in Section 150 of the Statement on Audit
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ing Standards No. 1 does not disclose the impact of the GAO stan
dards on auditing. Such a comparison shows a marked similarity, 
but the GAO standards go further. The primary impact of the 
GAO standards is in the way the scope of auditing is expanded 
beyond examinations leading to the expression of opinions on the 
fairness of financial presentation to include audits for compliance, 
efficiency, economy, and effectiveness.

In summary, the committee reached the following conclusions with 
respect to the standards that are applicable to the certified public 
accountant.

• The GAO’s broader definition of an audit requires that the 
public accountant reach an agreement with the prospective 
client on the criteria that are to be used for evaluating econ
omy, efficiency, and effectiveness.

• Public accountants should be cautioned to define carefully, in 
the engagement agreement, the scope of each engagement and 
the method of reporting.

• For scopes of audit beyond the examination of financial 
presentations, the public accountant should ascertain whether 
criteria are available for use in reviewing compliance with 
laws and regulations and in evaluating efficiency and economy 
of operations and program effectiveness.

• The need, availability, and cost of nonaccounting expertise 
should be determined in advance and a decision reached on 
how the work of the experts will be used in the report.

• The GAO standards do not contemplate that the public ac
countant will express an opinion concerning the economy and 
efficiency of operations or program effectiveness. In reports 
covering such matters, the accountant should limit his opinion 
to the fairness of presentation of the financial information.

• Because the broader scope audit will presumably require more 
time, care should be taken to provide for sufficient time to 
complete the engagement.

In total, there are at least three groups of reporting standards 
or requirements that a public accountant might have to comply with 
in conducting audits for a federal agency. In addition to the GAO 
standards, an agency might require that the audit be done in ac
cordance with the accounting profession’s generally accepted audit
ing standards and procedures. Further, the agency may develop and 
require adherence to a specific audit guide that would constitute the 
scope of work to be performed by the public accountant. It would not 
be unusual to observe all these reporting requirements in an audit 
engagement contract with a federal agency.
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Audits by Federal Agencies

As mentioned earlier, federal audits can be grouped into two broad 
general categories: internal and external. In recent years, govern
mental agencies have turned to the public accounting profession for 
assistance in performing both types of audits. This section focuses on 
the more common internal and external audits performed by or for 
federal agencies.

Purpose and Organization of Federal Audit Function

Every federal agency is required to establish an audit function that 
will provide the valuable service of reviewing, appraising, and re
porting on compliance with management’s plans, policies, pro
cedures, practices, and regulations. The activities audited include 
those under the direct control of agency employees as well as those 
of contractors, grantees, and other recipients of federal funds or 
beneficiaries of federal guaranty programs.

The audit function is usually independent of the officials who are 
directly responsible for the activities or operations being audited. 
To provide this independence, the audit function is generally re
sponsible to the highest practical organizational level, preferably the 
agency head or a principal official reporting directly to the agency 
head.

The complete audit function could reside within a single organi
zation, but many agencies split the function into two entities—the 
internal audit staff and the external audit staff—perhaps supplement
ed by public accountants. Regardless of the specific organizational 
alignment, for the most part the audits required are the same for all 
federal agencies.

Types of Internal Agency Audits

In addition to reviewing, appraising, and reporting on an agency’s ad
herence to or compliance with laws, regulations, and prescribed poli
cies and procedures, the internal audit also addresses such matters 
as these:

• Procedures, whether officially prescribed or merely followed, 
which are ineffective or excessively costly.

• Duplication of effort by employees or between organizational 
units, which decreases overall efficiency.

• Performance of work that serves little or no useful purpose.
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• Inefficient or uneconomic use of automated data processing 
equipment.

• Overstaffing in relation to work to be done.
• Faulty buying practices.
• Procurement and accumulation of unneeded or excess quanti

ties of property, materials, or supplies.
• Wasteful use of property, supplies, or other resources.

Most agency internal audits include annual reviews of such mat
ters as are noted in the following sections.

Audit of Payroll Costs The objective of a payroll audit is to de
termine that an agency’s functional organizations having responsi
bility for personnel matters such as the appointment, payment, trans
fer, or termination of employees are adhering to agency policies and 
procedures and that the agency’s personnel practices are in accord 
with the promulgations of the General Accounting Office, Civil Ser
vice Commission, and Office of Management and Budget.

A typical payroll audit might entail selecting a subjective or sta
tistical sample of employee personnel actions or changes involving 
new appointees, regular employees, and terminated employees for 
the following purposes: (1) to examine personnel changes during the 
period under audit to determine compliance with agency policies 
and regulations; (2) to scrutinize timekeeping procedures, recording 
of employee attendance, authorization and taking of vacations and 
sick leave, and supervisory approvals; (3) to verify the authenticity 
of payroll deductions and insure that appropriate employee and 
supervisory approval has been obtained; (4) to test-check the labor 
cost distributions to ascertain whether the accounting is accurate 
and whether the payroll has been correctly recorded in the agency’s 
account; and (5) to witness the distribution of paychecks or make a 
payoff, in the case of a cash payroll, to determine that payroll ex
penditures are made to authorized personnel.

The scope of the annual review may vary, but the audit of an 
agency’s payroll expenditures is arranged to insure that all aspects of 
the payroll process were audited within a given time period or cycle.

Audit of Travel and Transportation Costs The objective of an 
audit of an agency’s travel and transportation expenditures is to de
termine the extent of compliance with the standardized government 
travel regulations. Typically, the audit examines (1) compliance with 
the agency’s implementing regulations by selecting a sample of ex
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pense vouchers submitted by employees who have performed official 
travel during the period under audit; (2) the manner of computing 
per diem costs, mileage expenses claimed for personal automobiles, 
the cost of automobile rentals, and the class and cost of public trans
portation utilized; (3) the manner in which management approval is 
obtained for advance authorization of travel as well as approval of re
imbursement claims for travel expenses; (4) the practices of award
ing, accounting for, and liquidating travel advances and the use and 
control over government transportation requests; and (5) the method 
and accuracy of recording travel and transportation costs in the 
agency’s accounting records.

Federal agencies are particularly concerned with the manner in 
which public monies are spent for services such as travel and transpor
tation. This concern is probably related to the opportunity for abuse 
and personal gain that does not exist with respect to other types of 
federal expenditures.

Audit of Obligations and Expenditures Most internal audits of 
federal agencies include a review of the unliquidated obligation ac
count balance at the end of each fiscal year and an examination of 
the appropriation expenditures for the year just ended. This audit 
determines whether the agency’s financial controls are adequate and 
checks on the incurrence of obligations and the expenditure of funds 
in accordance with the criteria of the Anti-Deficiency Act (31 USC 
665).

Of equal importance to both the audit staff and the agency’s 
financial personnel is the validity of the unliquidated obligations 
balance being reported at year end to the Treasury Department and 
the Office of Management and Budget. This balance must be de
termined on the basis of the law and facts, guided by Section 1311 of 
Public Law 663 (31 USC 665).

Should violations be found, the laws make it mandatory that such 
violations, and the reasons for them, be reported by the agency head 
to the General Accounting Office, the President, and Congress.

Audit of Accounts and Reports Periodically, federal audit staffs 
schedule a review of accounting policies and procedures and com
pare them to the actual practices to learn the extent of compliance or 
deviation. A sample of transactions is constructed, with each kind 
of expenditure transaction traced in detail, from origination to ul
timate payment. Among the points checked are adherence to the pre
scribed chronology of approvals, use of proper forms, recording in 
the agency’s accounts, and accuracy of supporting documentation.
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Additionally, internal audits are concerned with the accuracy and 
completeness of the information appearing on the various financial 
and statistical reports. These audits seek to determine the consistency 
of the data being reported and, where applicable, the uniformity of 
the data among several organizations. Tests are made to ascertain 
that activities and organizations are adhering to established reporting 
policies, procedures, and data definitions and that the information re
ported is supported with the appropriate basic documentation.

Audit of Imprest or Petty Cash Funds Unannounced audits are 
made annually of imprest or petty cash funds to determine that 
the funds were properly used, protected against loss or misuse, and 
accounted for. Violations must be reported promptly by the agency 
head to the Treasury Department disbursing officer who advanced 
the funds and who is responsible for adjusting the accountability 
records and establishing reliability.

The audit of an imprest or petty cash fund is directed to tests 
such as these: verifying the authenticity of the authority of cashiers 
and any designated alternates; physically counting and reconciling 
the cash on hand as well as checking receipts and other documents 
evidencing disbursements to the authorized amount of the fund; 
examining the type and purpose of the expenditures made through 
the fund; evaluating the turnover of the fund balance to assess the 
adequacy of the funded amount; determining that expenditures are 
in accordance with prescribed policies and procedures; and evaluat
ing the internal and physical controls for safeguarding the fund.

Typically, the money for these funds is advanced by the Treasury 
Department, to which a periodic accounting must be made. For 
each expenditure from the imprest or petty cash fund, an entry is 
made in the agency’s records and a reimbursement is then made 
by the agency to the fund, thus returning the balance to the amount 
advanced from the Treasury.

Audit of Procurement Activities An agency’s procurement ac
tivities are subject to regular internal audits to determine whether 
the contracting officials are procuring the required supplies and ser
vices in accordance with agency policy and procedures and the ap
plicable procurement regulations. An internal audit of an agency’s 
procurement activities could include tests of these activities: the 
manner in which the procuring activities or operations determine 
their needs for outside goods or services; the thoroughness with which 
estimates of the cost of the desired goods or services are determined; 
the adherence to the agency’s policies and procedures for reserving 
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funds for the contemplated procurement and obtaining the necessary 
and timely authorizations; the extent to which effective competition 
is sought to insure that the agency receives the desired goods or 
services at minimum cost; the application of sound contract pricing 
review and cost analysis procedures and techniques to determine that 
the amount of any contract was determined in accordance with ap
plicable procurement regulations and represents a fair and reasonable 
expenditure; and the contract administration procedures, including 
monitoring of performance, submission of reports, payment of in
voices, liquidation of advances, control of government property, and 
administrative closeout of the contract.

This audit is generally made at the procurement function’s lo
cation in the federal agency, although there may be an occasion for 
field visits or site reviews to verify the existence of or a condition 
surrounding a contract award or procurement. Also included in the 
internal audit of procurement activities might be an examination of 
small purchase orders (less than $10,000 at the present time) issued 
by agency employees.

Audit of Grant Programs Should the agency be responsible for 
awarding grants, internal audits are made periodically to evaluate 
or assess the administration of these grants. The audit could have 
such objectives as the following: evaluating the process by which 
grant applicants are solicited or obtained; assessing the adequacy 
of the grant application review process and the procedures for 
selecting successful grantees; and testing the adequacy and appro
priateness of the agency controls over the execution of the grant, 
funding of the grantee, monitoring its performance, controlling any 
government property in its possession, and closing out the grant 
project at completion.

While field visits might be required or tests could be made at a 
grant project, typically, the internal audit is conducted at the agency 
responsible for issuing or administrating the grants. The dollar mag
nitude of many federal grant programs demands continual internal 
audits of such activities.

Audit of Property The government holds title to enormous in
ventories of goods, supplies, equipment, buildings, fixtures, and other 
properties. The manner in which these properties are procured or 
acquired, stored, controlled, used, and disposed of are the subject of 
periodic internal audits. The properties could be under the control 
of federal employees or in the possession of contractors or grantees. 
So long as title is held by the agency, it must see that the properties 
are adequately protected and properly utilized.
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An internal audit would address such matters as whether the pur
chase, transfer, use, and disposal of properties were properly ac
counted for in the records of the agency; whether the controls over 
the receipt, use, and disposal of the properties were adequate; 
whether periodic physical verification of the inventories of proper
ties was thorough and effective; and whether the capitalization and 
depreciation policies used by the operating activities are appropriate.

As mentioned, the internal audit of property could be of sufficient 
scope to include review of the property under the direct control of 
the agency as well as agency property in the possession of its con
tractors and grantees.

The foregoing summary listing of types of internal audits per
formed by federal agencies is illustrative and not all-inclusive; many 
internal audits are more appropriately concerned with nonfinancial 
issues and systemwide reviews of policies, procedures, practices, and 
controls.

Types of External Agency Audits

An external audit is an audit of an organization outside the federal 
agency. Audits of an agency’s contractors, grantees, borrowers, or 
beneficiaries (such as a recipient of a loan guaranty) are classified as 
external audits.

The interrelationship of external and internal audits varies with 
the nature, size, and organization of the agency. A smaller agency 
might have both types centered in a single audit organization; a 
larger agency might divide internal and external auditing to the 
extent that the two have different directors who in turn report to 
different agency officials.

The role of an external audit, whether performed by the agency 
audit staff or certified public accountants or others, is to assist the 
agency officials in the execution of their functions, meet the financial 
accountability requirements of the agency, and satisfy top manage
ment as to the manner in which subordinates and external organiza
tions are implementing program objectives.

Audit of Contracts Contracts are audited to determine whether 
the contractors are complying with requirements for the goods or 
services being supplied to the agency. In the award and administra
tion of negotiated contracts, audits are usually made of a contractor’s 
requests for cost reimbursement; the timeliness, completeness, and 
accuracy of data used in pricing negotiations; and activities gen
erating costs that affect an agency’s interests. Such auditing enables 
an agency to appraise a contractor’s financial responsibility and to 
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provide information needed in contract negotiation and adminis
tration. There are also other reasons for making audits of contracts.

• Most contracts are awarded by negotiation, often without the 
benefit of competition.

• Fixed-price contracts lack the right to audit the basic price, but 
may contain provisions for price adjustment, redetermination, 
escalation, or incentive adjustments which must be examined 
to determine the overall reasonableness of the price being paid 
to a contractor.

• Cost-reimbursement contracts must be audited to insure that 
the contractor is reimbursed only for actual costs and to place 
some restraint on the incurrence of exorbitant costs.

• Contractors may be in possession of government-owned property, 
equipment, and materials, which gives the government an inter
est in the quality of the controls exercised over these properties.

• By the Truth in Negotiations Act (Public Law 87-63), con
tractors are required to furnish cost or pricing data to federal 
agencies for use in the negotiation of contract prices and certify 
to the accuracy, completeness, and currency of the data; and 
agencies have the right and duty to examine the basis for such 
data.

Prior to contract award, the agency might elect to conduct a pric
ing review of the elements of the proposed price. Such a review en
tails a verification of all elements (the estimates for material, labor, 
overhead or burden, travel costs, other direct costs, general and ad
ministrative expenses) to the bases from which the estimates were 
computed and where possible to the related cost experience to per
form similar efforts.

If the agency has had limited experience with a prospective con
tractor, a preaward survey might be made to determine the adequacy 
of the prospective contractor’s systems of accounting, internal con
trols, and project or contract management. During such a review, an 
agency might ask other federal agencies about their experiences with 
the contractor.

During or after a contract, an agency might audit the costs in
curred and charged to the contract, test the supporting documents 
and accounting procedures for each cost element, determine whether 
the costs were allowable under the applicable procurement regula
tions and under the terms of the contract, then compare the initially 
proposed costs with the negotiated and actual costs to assess the 
reasonableness of the initial proposals.
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Generally, contract audits are made of proposals for fixed-price 
and cost-reimbursement contracts and of allowable costs incurred or 
claimed on cost-reimbursement contracts. These audits are concerned 
primarily with the adequacy of cost accounting systems and billing 
procedures as well as whether the costs included in proposals or 
claims are allocable to and otherwise proper for reimbursement.

Audit of Grants Grant audits are made of an organization or 
government involved directly or indirectly as a grantee in operating 
a program, service, or activity sponsored by the federal government. 
The distinction between contract and grant audits depends on the 
type and conditions of the agreement. Generally, a grant entails a 
lesser degree of control; in most instances, the organization receiving 
the grant is a partner in the funding of the project because of a 
cost-sharing or local or matching-share requirement.

As a matter of practice, federal agencies require that grant re
cipients be fiscally responsible organizations capable of insuring that 
funds are adequately controlled, properly expended, and correctly 
reported. This fiscal competence is usually determined through the 
following audits or examinations.

• A preaward survey may be made of the prospective grantee’s 
systems of internal controls and accounting and of the cost con
trols exercised under other grants.

• A postaward survey may be made within 90 days after the 
award to insure, early in the grant period, that the grantee has 
effective administrative procedures and that the systems of in
ternal control and accounting are operating as predicted and 
the minimum acceptable grant accounting criteria are being 
met.

• A periodic audit, usually made annually, consists of a financial 
audit and a compliance examination. The financial audit is 
made of the costs charged to the grant. The compliance exami
nation evaluates adherence to the general and special conditions 
of the grant agreement. The specific areas usually covered by 
the annual audit could include the following:
—Test of selected transactions and observations of the account

ing and internal control systems to ascertain that these sys
tems are adequate.

—Verification that the costs incurred under the grant are with
in the total approved budget or within cost category bud
gets (salaries, travel, supplies, and so on).

—Determination that the costs charged to the grant are in ac
cordance with the budget.
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—Verification that the costs charged to the grant are allowable 
under the general and special conditions of the agreement.

—Substantiation of the local, matching, or cost-sharing contri
bution required of the grantee.

—Determination that the specific costs charged to the grant are 
reasonable in amount and supported by documented ev
idence.

External audits of grantee programs could be done by federal, 
other governmental, or public accountants. By far the greatest fed
eral use of certified public accountants has been in the area of grant
ee audits. Public accountants are retained to perform audit services 
in two ways: (1) the firm is selected by a grantee that has received 
funds for accounting and auditing services in its budget, and (2) a 
contract is issued by the federal agency direct to the public account
ing firm.

Many agencies adhere to the practice of permitting the grantee to 
select a public accounting firm but retain the right of disapproval. 
A more direct relationship for providing accounting and auditing 
services to the government is under a contract issued by the agency 
to the public accounting firm. It should be understood that in cases 
where an accounting firm is retained by the grantee, the federal 
agency is also considered the firm’s client in addition to the grantee 
for purposes of reporting under the grant. In cases where the firm is 
retained by the federal agency, its contractual responsibilities are 
only to the agency.

Other Federal Audits

In addition to financial examinations, federal agencies conduct two 
other types of reviews, either as part of the financial audit or sep
arately: compliance examinations and operational or management 
audits. Either of these could cover an agency’s internal activities or 
external organizations that receive federal monies.

Compliance audits are not audits in the sense of attesting to the 
reasonableness of a financial statement but are designed to deter
mine the extent of adherence to agency policies, procedures, and 
regulations as well as to applicable laws. Such audits are made 
periodically. Often compliance audits are made at the same time as 
the financial audit, and the results of both are incorporated into the 
same audit report.

Operational audits have been the subject of considerable discus
sion in recent years. To a limited degree, some agencies have per
formed such audits; to a lesser degree, some have retained public 
accounting firms to make the audits.

174



Briefly, an operational audit is concerned with what has been ac
complished or achieved with the funds, manpower, or other assets; 
in short, it checks the demonstrated results.

Because of the government’s increased use of public accountants 
for audits and evaluations of grant programs at the state and local 
levels, accounting practitioners should be cognizant of the various 
descriptives used for operational audits. Essentially the same audits 
have been performed by internal auditors and some agencies for 
years. In fact, many practitioners deny that operational audits differ 
in any significant respect from thorough internal audits.

It is often difficult to distinguish a material difference between 
current definitions for operational audits, performance audits, man
agement audits, effectiveness audits, and program audits. Yet, it 
should be noted that such audits are clearly a step beyond the his
torical financial or compliance audits made by federal auditors and 
public accountants. Definitions by several authors appeared in a re
cent compendium by the Association of Government Accountants 
(formerly the Federal Government Accountants Association) on this 
subject, for example:

Management-type auditing is an independent, objective, analytical 
and critical appraisal or examination of the manner and effective
ness of carrying out responsibilities.
Management (or operational or performance) auditing would be 
concerned primarily with the efficiency and economy with which 
resources are managed and consumed.
Program auditing would be concerned mainly with inquiring into 
the results or benefits being achieved by an organization and evalu
ating whether programs are meeting the objectives set by the legis
lature or other authorizing bodies.
The terms performance auditing or operational auditing are usu
ally used to establish a distinction between auditing of account
ing and related records for the purpose of expressing professional 
opinions on financial statements and auditing which examines the 
operating, managerial or administrative performance ... of an 
activity or organization beyond that required for the audit of the 
accounts.
I see it [operational auditing] as an independent appraisal by the 
auditor of the manner in which an organization is conducting itself 
in carrying out the responsibilities assigned to it by Management.

Thus it appears that a consensus might classify an operational 
audit as an evaluation of the results of what has been achieved with 
the money, manpower, or materials expended or consumed by an 
organization.
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Procedure and Method of Federal Audits

Federal audit staffs and other organizations performing audit ser
vices for a federal agency generally adhere to the following pro
cedures, methods, and protocol in conducting audits.

Preliminary Survey If the area is to be subjected to an initial 
audit or examination, the audit staff makes a preliminary survey 
during which background information is obtained concerning the 
agency’s programs, the types of contracts or grants issued, applicable 
laws, regulations, policies, and so on. This phase includes extremely 
limited tests and probings of financial transactions and administra
tive practices, so that the scope of the forthcoming audit can focus 
on those financial matters and administrative practices that appear 
weak or could have an adverse impact on a federal program or ac
tivity. Often the survey or review is performed before a visit is made 
to the audit site.

It is an accepted practice to audit by exceptions; that is, few 
agencies have sufficient staff to audit all operations. Audit attention 
is therefore directed to known managerial weaknesses and items 
critical to the continued success of the program or activity. If an 
assumed weakness is not found during the survey, no further effort 
will be expended on the matter. Audit tests and probes might be 
made of other areas.

Entrance or Preaudit Conference The audit staff schedules a 
conference at the outset of an audit or review to explain the objec
tives and anticipated scope of the forthcoming audit and say that 
whether it is expanded or contracted depends on the conclusions 
stemming from later audit probes. Additionally, the time-phasing 
of the audit and the period of audit are discussed.

Managing the Audit There is generally an audit guide contain
ing some background data and reference materials about the agency 
to be audited, the policies to be followed, the general scope of work 
to be performed, and standards of performance. The planning of 
audit work usually focuses on pinpointing the areas to be covered, 
developing a systematic schedule of work, assuring a desired level of 
audit quality and uniformity, and making the best use of manpower.

Federal audit agencies prepare and adhere to an audit program 
for each specific audit. This program is used to channel, effectively 
utilize, and control the efforts of the individual auditors. It outlines 
and discusses such matters as the scope and objectives of the specific 
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audit, the method of selecting a sample of transactions for review, 
known deficiencies and weaknesses that must be probed, the extent 
of tests to be made, the nature of corroborating evidence to be ob
tained in the event of weaknesses, and perhaps the matters to be dis
cussed at the exit conference held at the conclusion of the audit.

Testing of Transactions and Reports The auditor examines and 
tests accounting and other records, as well as the related procedures 
underlying the agency’s management information system and con
trols, to establish the reliability of the data used by management 
for internal purposes and for external reports. The purpose and 
usefulness of internal reports are reviewed to ascertain whether the 
reports are responsive to the real needs of users, to avoid producing 
repetitive reports that no longer serve any useful purpose, and to 
avoid distributing reports to persons who have no use for them.

Additionally, the auditor examines financial transactions, includ
ing the receipt and disbursement of funds, to the extent necessary 
to evaluate three aspects: (1) the adequacy of the agency’s prescribed 
policies and procedures related to such transactions; (2) the adequacy 
of the related internal controls; and (3) compliance with agency 
policies and procedures as well as applicable laws and regulations.

The internal auditor examines receipts and expenditures arising 
from agency activities to ascertain whether they are fully accounted 
for. In a compliance audit, the emphasis is on reviewing the pro
gram’s requirements and testing to determine whether the require
ments were executed in practice. On the other hand, an operational 
audit is concerned with measuring what had been achieved with the 
money spent.

Exit Conferences Most audit agencies require that an exit con
ference be held with the management of the audited organizations. 
At this meeting the auditor discusses the deficiencies and weak
nesses noted, as well as recommendations, and seeks the concurrence 
of these program officials on the facts surrounding the circumstances. 
Should there be any disagreement with the expressed facts or with 
any conclusions, clarification is obtained at this time to keep errone
ous statements from being made a matter of record in a published 
audit report.

Audit Reports The facts surrounding any observed weaknesses or 
deficiencies, as viewed by the audit staff, are reported in a formal 
audit report along with the audit staff’s conclusions and recommen
dations for corrective or preventive actions.
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The preparation of an audit report is a critical element in the 
audit process, since it is through the report that the auditor com
municates his observations, findings, conclusions, and recommenda
tions. All significant findings are brought to the attention of the 
management in a form to facilitate effective use of the information. 
Federal audit reports are generally submitted to the management 
officials responsible for the operations or activities audited and for 
deciding what actions to take on reported findings and recommenda
tions; the official to whom the auditor is functionally responsible; 
and other officials in the agency, particularly finance officials, who 
may benefit from the information in the reports.

All audit staffs try to make their reports meet the reporting criteria 
prescribed by the General Accounting Office, as follows:

• Factual matter must be accurately, completely, and fairly pre
sented.

• Findings must be presented objectively and in language as clear 
and simple as the subject matter permits.

• Findings must be adequately supported by evidence in the audit 
working papers.

• Reports must be concise yet complete enough to be readily 
understood by the users.

• Information on underlying causes of deficiencies reported must 
be provided so as to assist in implementing proposals for action 
or devising corrective measures.

No standard format exists among the audit organizations of the 
federal government for transmitting the findings of compliance, in
ternal, or operational audits. However, an adequate and informative 
report must contain the following elements, usually separated into 
sections: (1) introduction; (2) scope and objectives of audit and time 
period examined; (3) background information on the organization 
audited and other data needed to put the report in perspective; (4) 
summary of findings and recommendations, highlighting the factual 
discussions and recommendations appearing in more detail in the 
body of the report; (5) discussion of findings, recommendations, and 
conclusions, complete with tables, charts, graphs, and other data to 
detail the conditions and facts surrounding each audit observation; 
(6) identification of agency management with whom the audit find
ings were discussed together with any opinions articulated by man
agement with respect to the audit findings.

Similarly, no standard format exists for reporting the findings 
resulting from the audit of contracts and grants. Because of the na
ture of grant and contract audits, however, the reports used by fed
eral audit organizations are similar in content.

178



Audits by the General Accounting Office
Understanding the role of the General Accounting Office is essential 
for certified public accountants who want to participate in public 
sector audits. As an auditor under contract to a federal agency or to 
one of its contractors or grantees, the public accountant could have 
his work come under the scrutiny of the General Accounting Office. 
In fact, in a wide variety of conditions, the General Accounting Office 
has unrestricted access to the working papers, audit reports, and rec
ords relating to an audit made for a federal agency or one of its 
operating agents.

The primary purpose of GAO audits is to make independent ex
aminations for Congress into the manner in which government 
agencies are discharging their financial responsibilities. These re
sponsibilities are construed as including expenditures of funds and 
uses of property and personnel for authorized programs, activities, or 
purposes.

Achievement of efficient, economical, and effective management is 
regarded by the General Accounting Office as a basic responsibility 
of each department and agency. The GAO audit approach is to re
view the organization, management, and control of each agency 
system; to identify weaknesses; to report on the conditions found; 
and to make recommendations for improvements. The audits of the 
General Accounting Office are related to four responsibilities: (1) 
auditing and reviewing the implementation of federal programs and 
the application of federal funds to these programs; (2) providing 
direct assistance to Congress, specifically by making special audits, 
surveys, and investigations at the request of congressional commit
tees or individual congressmen; (3) prescribing the principles and 
standards for accounting in the federal agencies; and (4) at the re
quest of agency heads, accountable officers, or government contrac
tors, rendering legal advice and legal opinions, binding upon federal 
agencies, to the responsible agencies and to Congress, its committees, 
and individual members.

Direction of GAO Audits The General Accounting Office has 
wide discretionary authority to establish the directions that its re
views will take. Its audit resources are directed to areas where they 
can fulfill the greatest apparent need of the government, except as 
otherwise required by statute, external request, or other factors be
yond the control of the General Accounting Office. Special audits, 
surveys, or investigations are sometimes initiated as the result of 
information obtained through the operations of the General Ac
counting Office’s various divisions and offices or information volun
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teered by other organizations, employees, or private individuals. 
Specific factors considered in deciding to launch a GAO audit are 
statutory requirements, congressional requests, indications of con
gressional interest, areas of potential improvement in government 
operations, areas identified as deficient in management controls and 
operations, deviation of agency policies from congressional intent, 
and programs or activities with large expenditures, assets, or rev
enues.

GAO Reports Copies of an agency audit report are issued not 
only to the agency but also to the Congress and, on occasion, the Pres
ident. The primary GAO responsibility is to keep the Congress in
formed of the results of its audits. This responsibility is clear in the 
legislative history of the Budget and Accounting Act of 1921, which 
states that the General Accounting Office audits will serve to inform 
Congress at all times as to the actual conditions surrounding the 
expenditure of public funds in every department of the government.
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______ OMB. Interagency Task Force. A Uniform and Coordinated 

Federal Grant Management System. Draft. October 1970.
______ Organization of the Office of Management and Budget. 

August 1970.
______ White House Press Release. Message to the Congress of the 

United States Relating to the President’s Reorganization of the 
Bureau of the Budget and the Establishment of the Domestic 
Council. March 10, 1970.

Second State/Federal Financial Management Workshop, Audit 
Workshop. Draft Presentation of Standards for Audit of Federally 
Assisted Programs and Governmental Operations. February 10, 
1972.

Staats, Elmer. “Progress in Financial Management of Federal 
Grant-In-Aid Programs.” Address, Joint Federal/State Financial 
Management Conference, Washington, D.C. October 1970.

U.S., Congress. Reorganization Plans Nos. 3 and 4 of 1970. Hearings 
before Subcommittee on Executive Reorganization and Govern
ment Research. 91st Congress, 1st Session. July 28, 29, and Sep
tember 1, 1970.

U.S., Congress, Senate, Committee on Government Operations. 
Financial Management in the Federal Government.
Volume I, 1961. Prepared by the Committee on Government Op

erations.
Volume II, 1971. Prepared by the General Accounting Office for 

the Committee on Government Operations.

Legislation
Anti-Deficiency Act (Section 3679 of the Revised Statutes). 
Budget and Accounting Act of 1921, as amended.
Budget and Accounting Procedures Act of 1950.
Congressional Budget and Impoundment Act of 1974.
Defense Production Act of 1950, Section 719, as amended by Pub

lic Law 91-379. August 15, 1970.
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Government Corporation Control Act of 1945.
Public Law 91-129 (to establish Commission on Government Pro

curement).
Supplemental Appropriation Act of 1955 (Section 1311).
U.S. Code. Title 31.
U.S. Constitution.
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