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The AICPA Audit Committee Toolkit: Not-for-Profit Organization

Audit committees have a big job to do in an organization—tough when the
members have other responsibilities and the audit committee role is a part-time
job with huge accountability, The AICPA Audit Committee Toolkit: Not-for-
Profit Organization is the needed help for audit committees to do the job they
need to do as effectively and efficiently as possibly. Providing these tools in the
public interest, the AICPA, with the generous support of our sponsors,
endeavors to help audit committees, internal auditors, and the leaders of the
financial management organization execute corporate governance. Permission
is granted to download the tools below and tailor or customize for internal
use. Note: Please retain the AICPA copyright notice that appears at the
bottom of each document.

» Financial Expedise . _(.Jngn‘.cj,qgting,,an,,lixgg,kﬁgﬁggn.

« Sample RFP‘for CPA Services

» Issues Report from Management

» D|scu33|ons with Indp. Auditors

« Peer Review of CPA Firms e Evaluatmg lndp_m

« Fraud and the Audit Committee » Evaluating Internal Audit Team

+ Hiring the Chief Audit Executive

» Audit Commitiee Self Evaluation

» Hiring Externdl Experts * Single Audit Act Issues '

+ Resources for Audit Committees

* Internal Control

= Unique Transactions and Fin,
Relationships

* Evaluation of the Auditors
Engagement Letter

professmnally printed soft-cover book version of this Toolklt will be available
for purchase in the Fall 2005. )
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Audit Committee Financial Expertise Considerations

Purpose of This Tool. The following information illustrates how the audit committee might
approach assuring it has access to requisite financial expertise. '

Audit Committee Financial Expertise
The following attributes are all deemed to be essential components of financial expertise:

* Anunderstanding of generally accepted accounting principles (GAAP), generally accepted
auditing standards (GAAS), and financial statcments.

* The ability to assess the general application of such principles and standards in connection
with the accounting for estimates, accruals, and reserves.

» Experience preparing, auditing, analyzing, or evaluating financial statements that present a

- breadth and level of complexity of accounting issues that can reasonably be expected to be
raised by the organization’s financial statements, or experience actively supervising (that is,
direct involvement with) one or more persons engaged in such activitics.

* Anunderstanding of internal controls and procedures for financial reporting.

¢ Anunderstanding of audit committee functions.

* A general understanding of nonprofit financial issues and specific knowledge of the not-for-
profit sector (for example, health care or education) in which the organization participates.

The following questions should be used to assess whether an individual audit committee
member, or the committee as a whole, possesses the above attributes.

* Have one or more individuals completed a program of learning in accounting or auditing?
* Do one or more individuals have experience as a chief or principal financial officer (for
example, finance director or business manager), principal accounting officer, controller,

public accountant, or auditor? :

* Do one or more individuals have experience in position(s) that involve the performance of
similar functions?

* Have one or more individuals gained experience by actively supervising a person(s)
performing one or more of these functions? o

Copyright © 2005 AICPA, Inc. 1
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* Do one or more individuals have experience overseeing or assessing the performance of
companies, nonprofit organizations, or public accountants with respect to the preparation,
auditing, or evaluation of financial statements?

* Do one or more individuals have other relevant financial experience (for example, service on
boards of banking or investment institutions or experience as a banker, investment adviser)?

* Do one or more individuals have experience serving on audit committees of other not-for-
profit organizations?

Alternative Approaches

If no individual member of the audit committee possesses the attributes required for financial
expertise, and the committee members collectively do not possess such attributes, several options
might be considered:

* Establish a relationship with a peer or otherwise comparable organization to have the chief
financial officer for one organization provide financial expertise to the other. Such
arrangements can be reciprocal or involve multiple organizations,

* Lstablish an outsource relationship in which a financial professional is engaged and
compensated to provide financial expertise as a consultant to the audit committee. Such an
individual must otherwise be independent with respect to the organization (that is, must have
no other financial arrangements with the organization), ‘

* Pursue a training program for audit committee members to develop the financial expertise.
Such training can include participation in professional development programs offered by the
AICPA, associations serving the not-for-profit industry, or the specific sector in which the
organization participates, or the conduct of in-house training programs.

Resources

Various organizations provide information to support audit committees in carrying out their
responsibilities. In addition to this toolkit, the AICPA maintains an Anudit Committee
Effectiveness Center. Independent Sector has devoted significant attention to issues related to
financial expertise, as have sector organizations such as the National Association of College and
University Business Officers. Many public accounting firms provide information on these
subjects as well. Finally, although its provisions are not directly applicable to not-for-profit
organizations, the “SEC Rule on Audit Committee Financial Experts” contains information that
may be of interest. See the Resource section of this toolkit for additional information about
Tesources.



Sample Request for Proposal Letter for CPA Services

Purpose of This Tool. This tool contains sample language that may be used by an organization .
when requesting a proposal letter from qualified CPA firms when seeking a new service

provider. As such, the sample letter may be subject to audit committee review or discussion, if an
audit committee exists. '

[Organization Letterhead)

[Date]

[Managing Partner]
[CPA Firm]

[Street Address)
[City, State, Zip]

Dear Sir or Madam:

Our organization is accepling proposals from CPA firms to provide audit (and tax) services for
our organization in the future. We invite your firm to submit a proposal to us by June 30, 20XX,
for consideration, A description of our organization, the services needed, and other pertinent
information follows:

Background of ABC Organization

ABC organization is a 501(c)(6) trade association, with a related 501(c)(3) foundation,
representing manufacturers of widgets. Annual revenues are between $10 million and $12
million per year, and the organization employs 35 people in onc location. The organization is
membership-based and has approximately 20,000 members worldwide. The organization has a
June 30 fiscal year end, with a requirement to file an audited financial statement with the bank
and general membership by September 30 of each year. ‘ o

Services to Be Performed
Your proposal is expected to cover the following services:

I. Annual audit to be completed in compliance with the above filing requirement and meetings
with audit committee and or board of directors, as necessary.

2. Tax filings for the organization and related foundation.

3. Quarterly reviews of intemally prepared financial statements.

Copyright © 2005 AICPA, Inc. 1
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Key Personnel
Following are key contacts for information you may seek in preparing your proposal:

Mr. Green CEO (123) 456-7891
Ms. Brown CFO (123) 456-7892
Mr. White Confroller (123) 456-7893
Ms. Blue Accounting Manager (123) 456-7894

Requests for additional information, visits to our site, review of prior financial statements and tax
returns, and/or appointments with the executive director or chief financial officer should be
coordinated through our controller. You may reach her at the number listed above. Please retum
the completed proposal to my attention at the above address.

Relationship With Prior CPA Service Provider

These services have been provided by XYZ, CPAs. However, that firm is no longer able to
provide the services to our organization because it has recently restructured. In addition, ABC
Organization’s policy now requires bidding auditing services at least every three years. In
preparing your proposal, be advised that management will give permission to contact the prior
auditors.

[Use this caption to describe your relationship with the prior auditor that you are willing to
disclose at this stage in the proposal process. CPA Jfirms may request additional information, -
which you may choose to disclose only if the CPA firm signs a nondisclosure agreement.)

Other Information

{Use this space to discuss other information that a CPA Sirm may need to make an informed
proposal on the accounting and/or auditing work that Yyou require. As mentioned above, you
should only disclose information here that you are comfortable disclosing; additional
information may be available to the CPA firms interested in making a serious proposal only after
signing a nondisclosure agreement.} ' A

Your Response to This Request for Proposai '
In responding to this request, we request the following information:

P ¥

1. Detail your firm’s experience in providing auditing and tax services to companies in the not-
for-profit sector, as well as associations of a comparable size to ABC Organization, including
those with international memberships. —

2. Provide information on whether you provide services to any related industry associations or
groups.

3. Discuss the firm’s independence with respect to ABC Organization.

4. Discuss commitments you will make to staff continuity, including your staff turnover
experience in the last three years,

pS—



10.

11.

12.

Sample RFP for CPA Services

Identify the five largest clients your firm (or office) has lost in the past three years and the
reasons. Also discuss, in instances where loss of the client was due to an unresolved auditing
or accounting matter, the process of attempting to resolve the issue(s).

Identify the partner, manager, and in-charge accountant who will be assigned to our job if
you are successful in your bid, and provide biographies. Indicate any complaints against
them that have been leveled by the state board of accountancy or other regulatory authority,
if any. Indicate any corrective actions that have been taken by the firm with respect to these
people. ‘

Describe how your firm will approach the audit of the organization, including the use of any
association or affiliate member firm personnel and the areas that will receive primary
erphasis. Also discuss the firm’s use of technology in the audit. And finally, discuss the
communication process used by the firm to discuss issues with the management and audit
committees of the board. _
Set forth your fee proposal for the 20XX audit, with whatever guarantees can be given
regarding increases in future years. Provide your proposed fee for the required quarterly
review work and for tax preparation.

Furnish standard billing rates for classes of professional personnel for each of the last three
years. _

Provide the names and contact information for other, similarly sized clients of the partner and
manager that will be assigned to our organization for reference purposes.

Describe how and why your firm is different from other firms being considered, and why our
selection of your firm as our independent accountants is the best decision we could make.
Include a copy of your firm’s most recent peer review report, the related letter of comments,
and the firm’s response to the letter of comments,

Evaluation of Proposals

ABC Organization will evaluate proposals on a qualitative basis. This includes our review of the
firm’s peer review report and related materials, interviews with senior engagement personnel to
be assigned to our organization, results of discussions with other clicnts, and the firm’s
completeness and timeliness in its response to us.

Please submit your response to this request for proposal by June 30, 20XX. We would also
appreciate a response if you decline to submit a proposal.

Sincerely, 4 -

Ms. Brown, CPA
Chief Financial Officer

Attachments:
Most recent financial statements and Form 990,



Independence and Related Topics: Conflict of Interest, Related
Parties, Inurement, and QOther Issues’

Purpose of This Tool. The purpose of this tool is to'provide audit committee and board

members with an overview of issues of independence and related topics. These topics mustbe .-

considered in connection with audit committee membership, board membership, and
relationships with external auditors and other parties. '

Independence implies one’s ability to act with integrity and exercise objectivity and professional
skepticism. Therefore, independence in not-for-profit governance is critical to promote ethical
behavior and reliable financial reporting. With direct contacts to the management team and the
auditing firm, the audit committee is quite possibly in the best position to monitor an
organization’s compliance with independence standards.

There are many groups that define and require independence from the auditor, the board, and
management (see table). The AICPA’s independence standards apply to CPAs in all situations
requiring independence. In addition, Government Accountability Office (GAO) standards, which
are generally more restrictive, apply to engagements involving federal entities and those
organizations receiving federal funds. The GAO standards have been voluntarily adopted by
many state and local governments and other entities both domestically and internationally. The
IRS and most states also have prohibitions against self-dealing and conflicts of interest that have
specific provisions and implications for not-for-profit organizations.

In addition, there are practices self-imposed by the board of directors. Many not-for-profit
organizations include definitions of independence, ethics, and integrify in their policies and
procedures. Others require that the board, staff, or both sign annual Statements of Independence
or Conflict of Interest. It is recommended that senior management define, communicate, and
exhibit these qualities to set a high standard throughout the organization. A sample conflict of
interest policy for a not-for-profit organization is provided as a part of this tool.

AICPA: Auditor Independence

Independence shall be considered impaired by a variety of factors. Generally, C_P,{\s are not
independent if they are in a position to influence, make management decisions, provide
accounting services, or have financial interests in an entity, A CPA is required to document any
possible situations that might impair his or her independence on an engagement, inform his or
her CPA firm, and inform the potential client if any such situations may exist.

Auditor independence requirements will be determined by state boards of accountancy; the
GAOQ, if law, regulation, agrecment, policy, or contract requires the member's report to be filed

! AICPA Plain English Guide to Independence, updated 1/1/2004
www.aicpa.org/members/div/ethics/notice_rev_int101-3.htm
www.aicpa.org/down]oad/elhics/2004“02AICPA-GAO_ru!es_comparison.pdf
IRS Form 990 Instructions

Copyright © 2005 AICPA, Inc. I
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under GAO regulations; and any organization that issues or enforces standards of independence
that would apply to the member's engagement. Such organizations may have independence
requirements or rulings that differ from (for example, may be more restrictive than) those of the
AICPA.

GAO Yellow Book: Auditor Independence

In 2003, the GAO enacted significant changes to the auditor independence requirements under
Government Auditing Standards, Commonly referred to as the Yellow Book, this guide covers
federal entities and those organizations receiving federal funds. Various laws require compliance
with the comptroller general’s auditing standards in connection with audits of federal entities and
funds. Furthermore, many states, local governments, and other entities, both domestically and
internationally, have voluntarily adopted these standards.

Although the standard deals with a range of auditor independence issues, the most significant
change relates to the rules associated with nonaudit, or consulting, services. Auditors have the
capability of performing a range of services for their clients. However; in some circumstances, it
is not appropriate for them to perform both audit and certain nonaudit services for the same
client. In these circumstances, the auditor, their client, or both will have to make a choice about
which of these services they will provide.

The focus of the changes to the auditor independence standard is to better serve the public
interest and to maintain a high degree of integrity, objectivity, and independence for audits of
government entities. The standard includes a principle-based approach to addressing this issue,
supplemented with certain safeguards. The new independence standard for nonaudit services is
based on two overarching principles:

1. Auditors should not perform management functions or make management
decisions.
2. Auditors should not audit their own work or provide nonaudit services in

situations where the amounts or services involved are significant or material to the
subject matter of the audit.

For nonaudit services that do not violate these above principles, certain supplementa] safeguards
have to be met, for example: (1) personnel who perform nonaudit services are precluded from
performing any related audit work, (2) the auditor’s work cannot be reduced beyond the level
that would be appropriate if the nonaudit work was performed by another unrelated party; and
(3) certain documentation and quality assurance requirements must be met.

The standard includes an express prohibition regarding auditors providing certain bookkeeping
and recordkeeping services, and limits payroll processing and certain other services, all of which
are presently permitted under AICPA auditing standards. At the same time, the standard
recognizes that auditors can provide routine advice and answer technical questions without
violating these two principles or having to comply with the supplemental safeguards. The
standard also provides examples of how certain services are treated under the rules.
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IRS: Inurement, Disqualified Persons, Excess Benefit, Excise Tax, Revocation

The IRS has a different set of rules and definitions to promote independence from not-for-profit
board and staff. A fundamental requirement for tax-exempt organizations under Internal Revenue
Code (IRC) Section 501(c)3, 6, 7, 9, 10, 13, or 19 is that they must be organized and operated in
a way that no part of their net eamings inure (accrue) to the benefit of any private shareholder or
individual.

Inurement. Organizations have lost their exempt status because of private inurement from
unreasonable compensation; unreasonable fringe benefits; improper (generally personal) use of
an organization’s assets; forgiveness of debts owed by insiders; personal expenses being paid by
the entity; low-interest or unsecured loans to insiders; unreasonable housing allowances; and
other-than-arm’s-length fair-market-value purchases, sales, or property rental between the
organization and insiders. '

An organization is not prohibited from transacting business with members of its board of
directors or paying competitive salaries. Certain guidelines and procedures must exist, however,
to ensure that transactions do not unreasonably benefit the insider.

Disqualified Persons. In any transaction, a person who was in a position to exercise substantial
influence over the affairs of the applicable tax-exempt organization at any time during a five-
year period ending on the date of the transaction. Persons who hold certain powers,
responsibilities, or interest are among those who are in a position to exercise substantial
influence over the affairs of the organization. This would include, for example, voting members
of the governing body, and persons holding the power of:

* Presidents, executive directors, or chief operating officers
* Treasurers and chief financial officers

A disqualified person also includes certain family members of a disqualified person, and 35
percent-controlled entities of a disqualified person.

Excess Benefit. An excess benefit transaction is a transaction in which an economic benefit is
provided by an applicable tax-exempt organization, directly or indirectly, to or for the use of any
disqualified person, and the value of such economic benefit provided by the organization exceeds
the value of the consideration (including the performance of services) received for providing
such benefit.

Excise Tax Under Section 4958—Intermediate Sauctions. An excise tax equal to 25 percent
of the excess benefit is imposed on each excess benefit transaction between an applicable tax-
exempt organization and a disqualified person. The disqualified person who benefited from the
transaction is liable for the tax. If the 25 percent tax is imposed and the excess benefit transaction
is not corrected within the taxable period, an additional excise tax of 200 percent of the excess
benefit is imposed. -
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Revocation. The IRS has indicated that the following four factors will be considered in
determining whether to revoke an applicable tax-exempt organization’s exemption status when
an excess benefit transaction has occurred: repeated excess benefit transactions, size and scope of
excess benefit transactions, whether organization implemented safeguards to prevent future
recurrences, and whether there was compliance with applicable laws.

Table
Summary of Significant Independence and Conflict of Interest Standards and
Requirements

1) AICPA

a) Standards Document: AICPA Code of Professional Conduct, Section 100,
“Independence, Integrity, and Objectivity.”

b) Sets independence standards that CPAs must adhere to in regards to the type of work
performed.

¢) Applies to CPAs in all situations involving an attest client.

d) Attest: Services requiring independence and assurances from the CPA such as audits,
reviews, and agreed-upon procedures.

2) Government Accountability Office (GAO; formerly General Accounting Office)

a) Standards Document: Government Auditing Standards (also known as GAGAS or
Yellow Book) ‘

b) Sets independence standards for federal entities and those organizations receiving federal
funds. Various laws require compliance with the Comptroller General’s auditing
standards in connection with audits of federal entities and funds. Furthermore, many
states, local governments, and other entities, both domestically and internationally, have
voluntarily adopted these standards.

¢) GAO rules are generally more restrictive than AICPA’s,

3) Internal Revenue Service (IRS)
a) Standards Document: Internal Revenue Code Section 501c—Defines inurement,
disqualified persons, excess benefits. See also Form 990 Instruction booklet.
b) Section 4958 Intermediate Sanctions: Violations can result in excise taxes on amount of
excess benefits and, in some cases, revocation of exempt status, -
F
4) State Legislation ,
a) Most states include prohibitions against self-dealing or conflict of interést transactions by
management and officers,
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Conflict of Interest Policy*

* Note: This example of a Conflict of Interest policy, with key definitions included, was adapted
with permission from the Minnesota Charities Review Council, S

{Organization Name]

Policy on Conflicts of Interest

and Disclosure of Certain Interests

This conflict of interest policy is designed to help directors, officers, and
employees of the [Organization Name] identify situations that present potential conflicts
of interest and to provide [Organization Name] with a procedure that, if observed, will
allow a transaction to be treated as valid and binding even though a director, officer, or
employee has or may have a conflict of interest with respect to the transaction. In the
event there is an inconsistency between the requirements and procedures prescribed
herein and those in federal or state law, the law shall control, All capitalized terms are
defined in Part 2 of this policy.

1. Conflict of Interest Defined. For purposes of this policy, the following
circumstances shall be deemed to create Conflicts of Interest:

A QOutside Interests.

(i) A Contract or Transaction between [Organization Name] and a
Responsible Person or Family Member.

(i) A Contract or Transaction between [Organization Name] and an
entity in which a Responsible Person or Family Member has a Material Financial Interest
or of which such person is a director, officer, agent, partner, associate, trustee, personal
representative, receiver, guardian, custodian, conservator, or other legal representative.

B. Outside Activities. -

(i) A Responsible Person competing with [Organization Name] in the
rendering of services or in any other Contract or Transaction with a third party.

(i} A Responsible Person’s having a Material Financial Ifiterest in; or
serving as a director, officer, employee, agent, partner, associate, trustee, personal
representative, receiver, guardian, custodian, conservator, or other legal representative of,
or consultant to; an entity or individual that competes with [Organization Name] in the
provision of services or in any other Contract or Transaction with a third party.

C. ' Gifts, Gratuities and Entertainment. A Responsible Person accepting gifls,
entertainment, or other favors from any individual or entity that:

:
i“u



AICPA Audit Committee Toolkit: Not-for-Profit

(i) does or is seeking to do business with, or is a competitor of
{Organization Name]; or

(ii)  has received, is receiving, or is secking to receive a loan or grant,
or to secure other financial commitments from [Organization Name];

(iii)  is a charitable organization;

under circumstances where it might be inferred that such action was intended to influence
or possibly would influence the Responsible Person in the performance of his or her
duties. This does not preclude the acceptance of items of nominal or insignificant value
or entertainment of nominal or insignificant value that are not related to any particular
transaction or activity of [Organization Name].

2. Definitions.

A, A Conflict of Interest is any circumstance described in Part 1 of this
Policy.

B. A Responsible Person is any person serving as an officer, employee, or

member of the board of directors of [Organization Name].

C. A Family Member is a spouse, domestic partner, parent, child, or spouse
of a child, brother, sister, or spouse of a brother or sister, of a Responsible Person.

D. A Material Financial Interest in an entity is a financial interest of any
kind that, in view of all the circumstances, is substantial enough that it would, or
reasonably could, affect a Responsible Person’s or Family Member’s judgment with
respect to transactions to which the entity is a party. This includes all forms of
compensation. (The board may wish to establish an amount that it would consider to be a
“material financial interest.”)

E. A Contract or Transaction is any agreement or relationship involving the
sale or purchase of goods, services, or rights of any kind, the providing or receipt of a
loan or grant, the establishment of any other type of pecuniary relationship, or review of a
charitable organization by {Organization Name]. The makmg of a gift to [Organization
Name] is not a Contract or Transaction.

3. Procedures. P

A. Before board or committee action on a Contract or Transaction involving a
Conflict of Interest, a director or committce member having a Conflict of Interest and
who is in attendance at the meeting shall disclose all facts material to the Conflict of
Interest. Such disclosure shall be reflected in the minutes of the meeting.

B. A director or committee member who plans not to attend a meeting at
which he or she has reason to believe that the board or committee will act on a matter in
which the person has a Conflict of Interest shall disclose to the chair of the meeting all
facts material to the Conflict of Interest. The chair shall report the disclosure at the
meeting and the disclosure shall be reflected in the minutes of the meeting.
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C. A person who has a Conflict of Interest shall not participate in or be
permitted to hear the board’s or committee’s discussion of the matter except to disclose
material facts and to respond to questions. Such person shall not attempt to exert his or
her personal influence with respect to the matter, either at or outside the meeting,.

D. A person who has a Conflict of Interest with respect to a Contract or
Transaction that will be voted on at a meeting shall not be counted in determining the

presence of a quorum for purposes of the vote. The person having a conflict of interest .

may not vote on the Contract or Transaction and shall not be present in the meeting room
when the vote is taken, unless the vote is by secret ballot. Such person’s ineligibility to
vote shall be reflected in the minutes of the meeting. For purposes of this paragraph, a
member of the board of directors of [Organization Name] has a Conflict of Interest when
he or she stands for election as an officer or for re-election as a member of the board of
directors. '

E. Responsible Persons who are not members of the board of directors of
[Organization Name), or who have a Conflict of Interest with respect to a Contract or
Transaction that is not the subject of board or committee action, shall disclose to the
Chair or the Chair’s designee any Conflict of Interest that such Responsible Person has
with respect to a Contract or Transaction. Such disclosure shall be made as soon as the
Conflict of Interest is known to the Responsible Person. The Responsible Person shall
refrain from any action that may affect [Organization Name]’s participation in such
Contract or Transaction.

In the event it is not entirely clear that a Conflict of Interest exists, the individual
with the potential conflict shall disclose the circumstances to the Chair or the Chair's
designee, who shall determine whether there exists a Conflict of Interest that is subject to
this policy.

4, Confidentiality. Each Responsible Person shall exercise care not to disclose
confidential information acquired in connection with such status or information the
disclosure of which might be adverse to the interests of [Organization Name).
Furthetmore, a Responsible Person shall not disclose or use information relating to the
business of [Organization Name] for the personal profit or advantage of the Responsible
Person or a Family Member. :

5. Review of Policy. _ =

A. Each new Responsible Person shall be required to reviéw a copy of this
Policy and to acknowledge in writing that he or she has done so.

B. Each Responsible Person shall annually complete a disclosure form
identifying any relationships, positions, or circumstances in which the Responsible
Person is involved that he or she believes could contribute to a Conflict of Interest
arising. Such relationships, positions, or circumstances might include service as a director
of or consultant to a not-for-profit organization, or ownership of a business that might
provide goods or services to [Organization Name]. Any such information. regarding
business interests of a Responsible Person or a Family Member shall be treated as

e
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confidential and shall generally be made available only to the Chair, the Executive
Director, and any committee appointed to address Conflicts of Interest, except to the
extent additional disclosure is necessary in connection with the implementation of this

Policy.
C. This policy shall be reviewed annually by each member of the board of

directors. Any changes to the policy shall be communicated immediately to all
Responsible Persons.
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[Organization Name)

Conflict of Interest Information Form

Name: Date:

Please describe below any relationships, positions, or circumstances in which you are
involved that you believe could contribute to a Conflict of Interest (as defined in
[Organization Name]'s Policy on Conflicts of Interest) arising.

L hereby certify that the information set Jorth above is true and complete to the best of my
knowledge. I have reviewed, and agree to abide by, the Policy of Conflict of Interest of
[Organization Name/ that is currently in effect. o

Signature: Date:

- ;
L ;
i

b it



Peer Review of CPA Firms: An Overview

Purpose of This Tool. This tool is prepared to inform audit commiittee members about the
practice-monitoring programs over the accounting and auditing practices of the substantial
majority of CPA firms. This tool is intended to. help audit committee members understand the
obligations and oversight of CPA firms, and theréby gauge the suitability of the CPA firm for the
not-for-profit entity. S . o :

Peer review requirements for CPA firms have changed considerably over the years. Currently,
most CPA firms undergo a review of their accounting and auditing practice at least once every
three years. However, the requirements vary, and not all firms have peer reviews. The audit
committee should be aware of when peer reviews are required and what assurance is provided by
having a peer review.

Peer Review of a CPA Firm

Peer reviews are required of all CPA firms that are members of the AICPA. However, some CPA
firms are not members, thereby avoiding a peer review, which may be a consideration for the
audit committee. Some state boards of accountancy require peer reviews for all licensed firms.
For not-for-profit organizations subject to OMB Circular A-133 (Single Audit), that is, those
expending $500,000 of federal awards, the auditing firm is required to have a peer review every
three years and submit a copy of the peer review report letter to the NPO.

A peer review of a CPA firm can be used by an audit committee as a tool to assess whether the
CPA firm it hires or is considering hiring: :

1. Has a system of quality control for its accounting and auditing practice that has been
designed to meet the requirements of the AICPA’s Statements on Quality Control
Standards (SQCSs).

2. Is complying with that system of quality control during the peer review year to provide
the firm with reasonable assurance of complying with professional standards.

The AICPA’s standards regarding quality control provide requirements in the areas of auditor
independence, integrity, and objectivity; audit personnel managerment; - acceptance and
continuance of audit clients and engagements; audit engagement performance; and firm quality
control monitoring. Professional standards include generally accepted auditing standards
(GAAS), generally accepted accounting principles (GAAP), generally accepted .government
auditing standards (GAGAS), and the standards on auditor independence.

To conduct its peer review, a CPA firm will engage another CPA firm, a CPA firm group, or a
state peer review committee to perform the review. However, in selecting its peer reviewer, the
reviewing CPA firm must be independent of the CPA firm being reviewed and must be qualified
to perform the review, including matching industry experience. The peer review committee (the

Copyright © 2005 AICPA, Ine. 1
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body responsible for evaluating and accepting peer reviews) monitors firm independence and
approves the peer review team before the peer review taking place.

Types of Peer Reviews

There are three different levels of peer reviews, under the AICPA Peer Review Program:

. A system peer review is an on-site review required for firms performing audits and/or
examinations of prospective financial statements.

2. An engagement peer review is performed (off-site) when the CPA firm’s highest level of
service is a review of financial statements or compilation of financial statements with
disclosures.

3. A report peer review is performed for firms performing only compilations without
disclosures.

Accordingly, for an audit engagement the audit committee should ascertain that the CPA or firm
has had the appropriate system-level peer review.

Peer Review Reports

For system peer reviews, there are three types of peer review reports:

1. An unmodified report means that the reviewed firm’s system of quality control has been
designed to meet the requirements of the quality control standards for an accounting and
auditing practice and the system was being complied with during the peer review year to
provide the firm with reasonable assurance of conforming with professional standards.

2. A modified report means that the design of the firm’s system of quality control created a
condition in which the firm did not have reasonable assurance of conforming with
professional standards in certain instances, or that the firm’s degree of compliance with
its quality control policies and procedures did provide it with reasonable assurance of
conforming with professional standards, except for certain instances.

3
v

3. An adverse report means that there are significant deficiencies in the design of the firm’s
system of quality control, pervasive instances of noncompliance with the system as a
whole, or both, resulting in material failures to adhere to professional standards on
ehgagements.,

Modified reports, and usually unmodified reports, are accompanied by a letter of comments
issued by the pcer reviewer. A letter of comments describes matters that the peer reviewer
believes resulted in conditions in which there was more than a remote possibility that the firm
would not comply with professional standards and sets forth recommendations regarding those
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Questions for the Auditor Regarding Peer Review

The following questions should be asked by the audit committee of its current or prospective
auditors to gain a better understanding of the firm’s peer review experience.

Question Yes | No Comments
1. Is the CPA or firm subject to peer review? . .
If not, please explain,
2. Has a peer review been performed in the last
. [] O
three years? If not, please explain.
3. Was a system type of peer review
: O ]
performed?
4. Did the peer review result in an unmodified 0 .

report? If not, obtain an explanation of
findings and inquire about the status of any
follow-up action required by the peer
review committee.

5. Has the firm corrected deficiencies noted in
. 1 O
‘the peer review report and/or the letter of
comments? If not, please explain,

6. Explain what the comments and
recommendations in the letter of comments
mean?

7. Did the peer review committee request any
. . [] N
follow-up actions? If so, have these actions
been carried out?

8. Was our organization sclected for review . 0
during the peer review? (When the firm is
the current auditor) If so, were any negative
responses noted?

9. Was the engagement partner (or auditor in
. . [] O
charge) selected for review during the peer
review? If so, were any negative responses
noted on audits performed by them?

10. Does the firm perform Single Audits? If so, O s
were they included in the last review? If
not, why not?




Fraud and the Responsibilities of the Audit Committee: An
Overview

Purpose of This Tool. An audit committee should take an active role in the prevention and
deterrence of fraud, as well as an effective ethics and compliance program. The audit committee
should constantly challenge management and the auditors ‘'to “ensure that the entity has
appropriate antifraud programs and controls in place to identify potential fraud and ensuring that -
investigations are undertaken if fraud is detected. The audit committee should take an interest in |

ensuring that appropriate action is taken against known perpetrators of fraud. - =

This tool is intended to make audit 'committee_member"s aware of their fesponsibilities-as they |
undertake this important role. This tool highlights areas of activity that may require additional
scrutiny by the audit committee. - - Coe e DR

Definition and Categories of Fraud

An understanding of fraud is essential for the audit committee to carry out its responsibilities.
The term fraud is defined in Black's Law Dictionary (Sixth Edition, 1990) as:

An intentional perversion of truth for the purpose of inducing another in reliance upon it
to part with some valuable thing belonging to him or to surrender a legal right. A false
representation of a matter of fact, whether by words or by conduct, by false or
misleading allegations, or by concealment of that which should have been disclosed,
which deceives and is intended to deceive another so that he shall act upon it to his legal
injury... A generic term, embracing all multifarious means which human ingenuity can
devise, and which are resorted to by one individual to get advantage over another by
false suggestions or by suppression of truth, and includes all surprise, trick, cunning,
dissembling, and any unfair way by which another is cheated.

The audit committee also needs to be aware that fraud affecting the organization often falls
within one of three categories: \ 1

* Management fraud, which involves senior management’s intentional misrepresentation of
financial statements, or theft or improper use of company resources.

¢ Employee fraud, which involves nonsenior employee theft or improper use of company
resources.

* External fraud, which involves theft or improper use of resources by péople who are
neither management, nor employees of the firm.

Copyright © 2005 AICPA, Inc. 1
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Expertise of Forensic Accounting Consultants

In some situations, it may be necessary for an organization to look beyond the independent audit
team for expertise in the fraud area. In such cases, CPA forensic accounting consultants can
provide additional assurance or advanced expertise, since they have special training and
experience in fraud prevention, deterrence, investigation, and detection. Forensic accounting
consultants may also provide fresh insights into the organization’s operations, control systems,
and risks. The work of forensic accounting consultants may also provide comfort for the
organization’s executive director and chief financial officer. Forensic accounting consultants,
however, cannot act as an insurer to prevent or detect fraud.

When Fraud Is Discovered

Fraud can be discovered through many sources, namely, internal or external auditors, forensic
accounting consultants, employees, vendors, and others. Establishing a confidential hotline can
also be an important source of information leading to fraud discovery, as part of an
organization’s overall ethics, compliance, and fraud prevention program. Although a confidential
hotline is something that could be accomplished internally, there are a variety of outside service
providers that can be engaged to provide this service for the company.

If fraud or improprieties are asserted or discovered, the audit committee—through the external
auditors, internals auditors, or foremsic accounting consultants, as appropriate—should
investigate, and, if necessary, retain legal counsel to assert claims on the organization’s behalf,
Forensic accounting consuitants, in particular, may be needed to provide the depth of skills
necessary to conduct a fraud investigation, and if it is desirable to get an independent assessment.

If fraud is discovered, or there is a reasonable basis to believe that fraud may have occutred, the
audit committee is responsible for ensuring that an investigation is undertaken. Criteria should be
in place describing the audit committee’s level of involvement, based on the severity of the
offense. Most audit committees will also want to obtain information about all violations of the
Jaw and the organization’s policies.

Forensic accounting consultants can also frequently provide audit committees with other related
advisory services, namely, (1) evaluations of controls designs and operating effectivencss
through compliance verification, (2) creation of special investigations units (SIUs), (3) incident
management committees, (4) disclosure risk controls, (5) ethics hotlines, (6) code of conduct,
and other antifraud measures.

The audit committee can engage the audit firm to carry out a forensic or fraud investigation. If
CPA forensic accountants are engaged by the organization’s general counsel, rather than the
audit committee, they may potentially attain attorney-client privilege status, not otherwise
available under normal circumstances.
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Whistleblowers

Not-for-profit organizations must establish procedures for the receipt, retention, and treatment of
complaints received by the issuer regarding accounting, internal accounting controls, or auditing
matters; and the confidential, anonymous submission by employees of the issuer of concerns
regarding questionable accounting or auditing matters (sec Sarbanes-Oxley Act of 2002, Title III,
Section 301.) Sec also the “Whistleblower Tracking Report” elsewhere in this toolkit.

Conclusion

The public is demanding greater vigilance from all parties involved in organizational
governance, thus increasing the need to fight fraud. Audit committees are required to play a
pivotal role in the prevention and deterrence of fraud, and to take appropriate action in the
discovery of fraud. Independent public accountants, hired by audit committees, and intemal
auditors will continue to play an important part in the process. CPA forensic accounting
consultants have emerged, however, as vital, newly recognized allies. Qualified forensie
accounting consultants have the education, training, and experience to provide additional
assistance to audit committees so they may better carry out their fiduciary responsibilities in the
fight against fraud.

N
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Guidelines for Hiring the Chief Audit Executive (CAE)

Purpose of This Tool. An internal audit function is a key mechanism'in the internal control
structure for many organizations. It is recogmzed that most not- for-prof' t orgamzattons (NPOs)
cannot justify the expense of an mternal auditor, while some have very Iarge internal audit . .
‘departments headed by a senior executive. It is becoming more common in larger orgamzatlons '
to refer to the person heading the internal audlt function as the chief audit executive (CAE). As
used in this tool, the terms chief audit executive and CAE refer to the person ‘responsible for the -
audit function, irrespective of their title or organizational role. Care must be taken in hiring the
right CAE, one that matches the orgamzatton s needs with the necessary technical expertise and -
that meets other requirements (NPO experience, temperament integrity, management and human'
relationship skills, and others). -

Role of the Chief Audit Executive

A critical activity of the audit committee is to be involved in the hiring of the CAE of the
organization. The CAE will have a high degree of interaction with the audit committee, so the
audit committee should be comfortable working with this person. In many organizations, the
CAE will report functionally to the audit committee and administratively to a senior executive of
the organization.

CAFE Qualifications

In general, candidates for a CAE position should have distinguished themselves professionally
by earning a CPA and/or certified internal auditor (CIA) credential, and should have significant
experience in a management role and strong technical skills in accounting and auditing. In
addition, becausc of the breadth of experience it offers, the audit committee should seek
candidates that have experience in public accounting (or its equivalent) and possibly an advanced
business degree, such as a masters of business administration.

-Additionally, the AICPA’s competency self-assessment tool (CAT) may be a useful exercise for

candidates to complete, provided they agree to share results with the audit committee. The CAT
1is available at www.cpa2biz.com/CPEConferences/CAT.htm.

Copyright © 2005 AICPA, Inec. 1
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Instructions for This Tool. The audit committee should consider asking the following questions of
candidates that have passed the initial employment screening by thé'organi_zationfs human
resource department, internal executive search committee, or an outside recruiting firm. This tool
is meant to prepare the audit committee for the kinds of questions that should be asked of .

candidates for this important position. Note that'
for your organization or the candidate. -

some Vsamp'_lé'_qugs:tibns may not be appropriate -

Chief Audit Executive—Sample Candidate Interview Questions

Interviewer
Notes

1.

What do you consider to be internal audit’s role within the
organization?

What do you see as the biggest challenges for an internal
audit team in the short run (3 to 6 months), medium term (6
to12 months) and over the next 2 to3 years?

What experience do you have in the NPO sector, and how do
you plan to keep abreast of the significant developments
relevant to internal audit in the NPO sector?

If applicable, what is your experience in addressing different
business practices in different countries?

Have you cver been offered a gratuity or a payment that
could be construed as a bribe? What were the circumstances,
and how did you handle the situation?

Have you worked with audit committees in the past? What
processes have you put in place to keep the audit committee
fully and appropriately informed? In the course of a year,
what is the typical number of meetings/communications
between the CAE and the audit committee (chair)?

Give some examples of situations you have faced that
required special meetings with the audit committee in
executive session as a result of disagreements with
management. How were these situations resolved with
management? Have there been situations in which®
management has tried to squash your recommendations or
discredit your findings, and how did you respond to this? In
retrospect, would you now handle these situations
differently?

e
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Chief Audit Executive—Sample Candidate Interview Questions

Interviewer
Notes

8. Have you worked with the Committee of Sponsoring
Organizations of the Treadway Commission (COSO) Internal
Control Framework? How has the framework influenced
your process in evaluating the adequaey of internal controls?
How is this framework used to design your internal audits?

9. In previous organizations at which you were employed, what
type of technology platform was used? Have you been
involved in a technology system implementation? What role
did you play in the process and how did you make sure that
the proper controls were in place when the system went live?

10. Have you used technology in conducting internal audits, and
how has it enhanced your conduct of the internal audit? How
would you recognize a problem that might exist either in the
internal audit data or in the organization’s records? What
would you do about it?

11. Do you use a formal project planning process that is applied
consistently for all internal audits? If so, what benefits have
you derived in meeting your team’s goals and objectives?
What is your average report cycle time from the end of
fieldwork?

12. Have you ever conducted a formal risk assessment and, if so,
how have you incorporated it into setting up an audit pfan?

13. What role does the organization’s strategic and technology
plans play in the development of an audit plan? '

14. Have you gone out to subsidiaries or affiliate locations to
ensure that they have significant input into audit objectives
and scopes? How is this achieved? How have you resolved
differences of opinion in this area without compromising the
goals you have established for an audit?

15. What role have you played in assisting subsidiary or affiliate
locations in implementation of recommendations?




Points to Consider When Engaging External Resources

Purpose of This Tool. While not-for-profit organizations (NPOs) are not subject to the-
requirements of the Sarbanes-Oxley Act, the audit committees of many NPOs may deem it
necessary to engage outside advisers in the course of carrying out its duties. This tool is intended
to assist audit committee members in undcrstandmg the process of cngagmg mdependent counsel
and other advisers if neceded. ‘ : : : :

When selecting independent counsel or other advisers (expert/adviser) for an engagement within
the organization, the audit committec should not only consider the education, training, and
experience of the specialists and staff assistants actually performing the work, but it should
determine that the service provider (1) maintains integrity and objectivity; (2) is free of conflicts
of interest with respect to the members of the audit committee and the organization, (3) has the
expertise and resources necessary to do the work it is under consideration to do, and (4) has a
reputation for reliability, among other considerations.

The source of funding for payments to the outside advisers should be considered before initiating
the process of engaging extemal resources. Many NPOs receive funding support from
governmental and other regulated agencies, and funding agreements with these agencies may
require the NFP to follow statutory or contractual procedures when engaging external resources.
Such procedures may include specific procurement requirements for advertising, securing bids,
and bid acceptance.

Although the nature of every engagement will be different, the initial steps the audit committee
(or its designee) should undertake when engaging extemnal resources include the following:

1. Determine that the expert/adviser has the competence and experience to perform the
requested service. Check references with other clients of the service provider.

2. Consider and discuss whether the expert/adviser has a conflict of interest with respect to
the company organization. Such a conflict might arise if the expert/adviser has a
relationship with the external auditor, or if they provide service to organizations with
similar missions, programs, donors, or other constituent groups. Depending on the nature
of the service to be offered, a conflict could arise if the expert/adviser has a relatjonship
with a member of the board of directors, or a member of the organization’s management.
Be aware of other potential conflicts of interest that may distract the expert/adviser or
undermine the work to be done.

3. Determine if the expert/adviser has sufficient resources to perform the work in the time
frame specified by the audit committee.

4. Evaluate the scope of work to be performed and other issues, including the proposed plan
for payment of fees and expenses.

Copyright © 2005 AICPA, Inc. I
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Internal Control: A Tool for the Audit Committee

Purpose of This Tool. Internal control over financial reporting has. always been a:major area in
the governance of an organization, and this importance has been magnified in recent years. This
tool is intended to give audit committees basic information about internal control to understand-
what it is, what it is not, how it can be used most effectively in the organization, and the
requirements of management with respect to the system of internal control over financial
reporting. Note that the primary responsibility of the audit committee with respect to internal
control is the system of internal control over financial reporting. o o

Basics of Internal Control

In 1992, the Committee of Sponsoring Organizations (COSO)' of the National Commission on
Fraudulent Financial Reporting (also known as the Treadway Commission) published a
document called Internal Control — Integrated Framework,* which defined internal control as “a
process, effected by an entity’s board of directors, management and other personnel, designed to
provide reasonable assurance regarding the achievement of objectives” in three categories:

l. Effectiveness and efficiency of operations.
2. Reliability of financial reporting.
3. Compliance with applicable laws and regulations.

Internal control can be judged as effective in each of these categories if the board of directors
and management have reasonable assurance that:

I. They understand the extent to which the entity’s operations objectives are being
achieved.

2. Published financial statements are being prepared reliably.

3. Applicable laws and regulations are being complied with.

The COSO Framework consists of five interrelated components as follows:
F
1. Control environment. Sometimes referred to as the “tone at the top™ of the organization,
meaning the integrity, ethical values, and competence of the entity’s pedple;
management’s philosophy and operating style; the way management assigns authority
and responsibility and organizes and develops its people; and the attention and direction

! The Committee of Sponsoring Organizations consists of the American Institute of CPAs (AICPA), the Institute of
Management Accountants (IMA), the Institute of Internal Auditors (IIA), Financial Executives International (FEI),
and the American Accounting Association (AAA). .

* The COSO publication Jnternal Control—Integrated Framework (Product Code Number 990012), may be
purchased through the AICPA store at www.cpa2biz.com. The proceeds from the sale of the Framework are used to
support the continuing work of COSQ.

Copyright © 2005 AICPA, Inc. I
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provided by the board of directors. It is the foundation for all other components of
internal control, providing discipline and structure.

2. Risk assessment. The identification and analysis of relevant risks to achieve the
- objectives that form the basis to determine how risks should be managed, This
component should address the risks, both internal and external, that must be assessed,
Before conducting a risk assessment, objectives must be set and linked at different levels.

3. Control activities. Policies and procedures that help ensure that management directives
are carried out. Control activities occur throughout the organization at all levels in all
functions. These include activities such as approvals, authorizations, verifications,
reconciliations, reviews of operating performance, security of assets, and segregation of
duties.

4. Information and communication. Addresses the need in the organization to identify,
capture, and communicate information to the right people to enable them to carry out
their responsibilities. Information systems within the organization are key to this element
of internal control. Internal information, as well as external events, activities, and
conditions must be communicated to enable management to make informed business
decisions and for external reporting purposes.

5. Monitoring. The internal control system must be monitored by management and others in
the organization. This is the framework element that is associated with the internal audit
function in the company, as well as other means of monitoring such as general
management activities and supervisory activities. It is important that internal control
deficiencies be reported upstream, and that serious deficiencies be reported to top
management and the board of directors.

i

These five components are linked together, thus forming an integrated system that can react
dynamically to changing conditions. The internal control system is intertwined with the
organization’s operating activities, and is most effective when controls are built into the
organization’s infrastructure, becoming part of the very essence of the organization.

Key Terms in Internal Control

A few common internal control terms are described as follows: :
Reportable condition. Has the same meaning as the term significant deficiency. These two terms
are used to define a significant deficiency in the design or operation of internal contro! that could
adversely affect a company’s ability to record, process, summarize, and report financial data
consistent with the assertions of management in the company’s financial statements. An
aggregation of significant deficiencies could constitute a material weakness.

Material weakness. Defined in the auditing literature as a reportable condition in which the
design or operation of one or more of the internal control components does not reduce to a
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relatively low level the risk that misstatements caused by errors or fraud in amounts that would
be material in relation to the financial statements being audited may occur and not be detected
within a timely period by employees in the normal course of performing their assigned duties.

Compensating controls. Some organizations, by virtue of their size, are not able to implement
basic controls such as segregation of duties. In these cases, it is important that management
institute compensating controls to cover for the lack of a basic control, or if a basic control is not
able to function for some period of time.

What Internal Control Cannot Do

As important as an internal control structure is to an organization, an effective system is not a
guarantee that the organization will be successful, An effective internal control structure will
keep the right peopl¢ informed about the organization’s progress (or lack of progress) in
achieving its objectives, but it cannot turn a poor manager into a good one. Internal control
cannot ensure success, oOr ¢ven survival,

Internal control is not an absolute assurance to management and the board about the
organization’s achievement of its objectives. It can only provide reasonable assurance, due to
limitations inherent in all internal control systems. For example, breakdowns in the internal
control structure can occur due to simple error or mistake, as well as faulty judgments that could
be made at any level of management. In addition, controls can be circumvented by collusion or
by management override. Finally, the design of the internal control system is a function of the
resources available, meaning that there must be a cost-benefit analysis in the design of the
system,

Roles and Responsibilities

Everyone in the organization has some role to play in the organization’s interna! control system.

Chief executive officer (CEQ). The CEO has ultimate responsibility and “ownership” of the
internal control system. The individual in this role sets the tone at the top that affects the integrity
and ethics and other factors that create the positive control environment needed for the internal
control system to thrive. Aside from setting the tone at the top, much of the day~to-day operation
of the control system is delegated to other senior managers in the company, under the leadership
of the CEO. ;

Chief financial officer (CFO). Much of the internal control structure flows through the
accounting and finance area of the organization under the leadership of the CFO. In particular,
controls over financial reporting fall within the domain of the chief financial officer. The audit
committee should use interactions with the CFO, and others, as a basis for their comfort level on
the internal control over financial reporting. :
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This is not intended to suggest that the CFO must provide the audit committee with a level of
assurance regarding the system of internal control over financial reporting. Rather, through
interactions with the CFO and others, the audit committee should get a “gut feeling” about the
completeness, accuracy, validity, and maintenance of the system of internal control over
financial reporting.

Controller/director of accounting or finance. Much of the basics of the control system come
under the domain of this position. It is key that the controller understands the need for the
internal control system, is committed to the system, and communicates the importance of the
system to all people in the accounting organization. Further, the controller must demonstrate
respect for the system though his or her actions.

Internal audit. A main role for the internal audit team is to evaluate the effectiveness of the
internal control system and contribute to its ongoing effectiveness. With the internal audit team
reporting directly to the audit committee of the board of directors and/or the most senior levels of
management, it is often this function that plays a significant role in monitoring the internal
control system. It is important to note that many not-for-profits are not large enough to employ
an internal audit team, Each organization should assess the need for this team, and employ one as
necessary.

Board of director/audit committee. A strong, active board is necessary. This is particularly
important when the organization is controlled by an executive or management team with tight
reins over the organization and the people within the organization. The board should recognize
that its scope of oversight of the internal control system applies to all the three major areas of
control: over operations, over compliance with laws and regulations, and over financial
reporting. The audit committee is the board’s first line of defense with respect to the system of
internal control over financial reporting.

All other personnel. The internal control system is only as effective as the employees throughout
the organization that must comply with it. Employees throughout the organization should
understand their role in internal control and the importance of supporting the system through
their own actions and encouraging respect of the system by their colleagues throughout the
organization,

Compensating Controls P

%
¢

It is important to realize that both the design and compliance with the internal control system is
important. The audit committee should be “tuned-in” to the tone-at-the-top of the organization as
a first indicator of the functioning of the internal control system.

In addition, audit committees should realize that the system of internal control should be scaled
to the organization. Some organizations will be so small, for example, that they will not be able
to have appropriate segregation of duties. The message here is that the lack of segregation of
duties is not automatically a material weakness, or even a reportable condition, depending on the
compensating controls that are in place.

kW -
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For example, suppose an organization’s accounting department is so small that it is not possible
to segregate duties between the person who does the accounts payable and the person who
reconciles the bank statements. In this case, it is one and the same person, so the implication is
that there are no checks and balances on the accounts payable person, who could be writing
checks to a personal account, then passing on them during the bank reconciliation process (that
is, there is no one to raise the red flag that personal checks are being written on the company
account).

Compensating controls could make up for this apparent breach in the internal control system.
Here are some examples of compensating controls in this situation:

1. All checks are hand signed by an officer of the company, rather than using a signature
plate that is in the control of the person that prepared the checks.

2. The bank reconciliation may be reviewed by the person’s manager.

3. A periodic report of all checks that are cleared at the bank could be prepared by the bank
and forwarded to an officer of the company for review.

Audit committees should be aware of situations like this and be prepared to ask questions and
evaluate the answers when an obvious breach in internal control is surfaced.

Management Override of Controls

Another area that an audit committee needs to focus on is the ability of management to override
internal controls over financial reporting to perpetrate a fraud. Examples of techniques used by
management in overriding internal controls over the financial reporting function include:

* Back dating or forward dating documents to a different period.
» Making adjusting entries during the financial reporting closing process.

* Reclassifying items improperly between the statement of activity and the statement of
financial condition. P
Some of these override techniques were used in some of the recent scandals and have gained
substantial notoriety.

An audit committee has the responsibility to help prevent or deter a management override of
controls. It is important for the audit committee to understand that there is a system to uncover an
override, as well as follow-up to determine its appropriateness. Questions about management
override, and the controls over management override, as well as audit steps to detect if a
management override has occurred, should be addressed to the CEO, CFO, and independent



AICPA Audif Conunittee Toolkit: Not-for-Profit

auditor during the respective executive sessions with the audit committee as noted elsewhere in
this toolkit.

Conclusion

This tool was intended to provide a summary of what is meant by to internal control. The
concepts are not complex, but sometimes the application of internal control can be a challenge in
an organization, depending on its size and culture. However, it is vitally important to design the
system of internal control to achieve the objectives of (1) effectiveness and efficiency of
operations, (2) reliability of financial reporting, and (3) compliance with applicable laws and
regulations.

Simply stated a strong system of internal controf (both in its design and compliance) is good
business.
Internal Control—A Tool for the Audit Committee

The following tool, “Internal Control—A Tool for the Audit Committee,” contains questions modeled on
those found in the COSO Report, fnternal Control—Integrated Framework. :

g
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Internal Control —— A Tool for the Audit Committee

Instructions for Using This Tool. This tool is created around the five interrelated components
of an internal control structure. Within each component is a seties of questions that the audit
committee should focus on to assure itself that controls are in place and functioning. These -
questions should be discussed in an open forum with the individuals who have a basis for
responding to the questions. The audit committee should ask for detailed answers and examples
from the management team, including key members of the financial management team, internal
auditors, and independent auditors to assure itself that the system is operating as management
represents. Evaluation of the internal control structure is not a one-time, but rather a continuous,
event for the audit committee—the audit committee should always have its eyes and ears open
for potential weaknesses in internal control and should continuously probe the responsible parties
regarding the operation of the system. These questions are wrilten in a manner such that a “no

response” indicates a weakness that must be addressed.

Not

ment
sure Comments

Control Environment—Tone at the Top Yes | No

ntegrity and Ethical Values

1. Does the organization have a O] 0 0
comprehensive code of conduct, and/or
other policies addressing acceptable
business practice, conflicts of interest,
and expected standards of ethical and
mora] behavior?

2. Isthe code?dxstrzbuted to all [ ] .
employees?

3. Are all employees required to annually . [l N
acknowledge that they have read,
understood, and complied with the
code?

4. Does management demonstrate through ] ] ]
actions its own commitment to the
code of conduct?

5. Are dealings with clients and other s O 0
constituents, customers, suppliers,
employees, and other parties based on
honesty and fair business practices?
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Not
sure

Control Environment—Tone at the Top Yes | No Comments

6. Does management take appropriate
L c oE O O O
action in response to violations of the
code of conduct?

7. Is management explicitly prohibited ] 0 ]
from overriding established controls?
What controls are in place to provide
reasonable assurance that controls are
not overridden by management? Are
deviations from this policy investigated
and documented? Are violations (if
any) and the results of investigations
brought to the attention of the audit
committee?

8. Is the organization proactive in ] 0 ]
reducing fraud opportunities by (1)
identifying and measuring fraud risks,
(2) taking steps to mitigate identified
risks, (3) identifying a position within
the organization to “own” the fraud
preventions program, and (4)
implementing and monitoring
appropriate preventative and detective
internal controls and other deterrent
measures?

9. Does the company use an anonymous 0 0 0
ethics and fraud hotline and, if so, are
procedures in place to investigate and
report results to the audit committee?
(See also the tool “Sample
Whistleblower Tracking Report,” in ‘4
this toolkit.) '

Commitment to Competence

1. Are the level of competence and the 0 0 ]
requisite knowledge and skiils defined
for each job in the accounting and
internal audit organizations?

e’
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Not

sure Comments

Control Environment—Tone at the Top Yes | No

Commitment to Competence (continued)

2. Does management make an effort to 03 s O
determine whether the accounting and
internal audit organizations have
adequate knowledge and skills to do
their jobs?

Board of Directors and/or Audit
Committee

1. Are the audit committee’s 0 s O
responsibilities defined in a charter? If
$0, is the charter updated annually and
approved by the board of directors?
(See also the tool “Audit Committee
Charter Matrix,” in this toolkit.)

2. Are audit committee members O 0 O
independent of the company and of
management? Do audit committee
members have the knowledge, industry
experience, and financial expertise to
serve effectively in their role?

3. Are a sufficient number of meetings 8 ' 0 0
held, and are the meetings of sufficient
length and depth to cover the agenda
and provide healthy discussion of
issues?

4. Does the audit committee
. .f U (| [J
constructively challenge management’s
planned decisions, particularly in the : R
area of financial reporting, and probe :
the evaluation of past results?
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Control Environment—Tone at the Top Yes | No SI:;(:,; Comments
Management’s Philosophy and Operating
Style
I. Is the accounting function viewed as a ] o | o

team of competent professionals
bringing information, order, and
controls to decision-making?

2. Is the selection of accounting principles [ ] 0
made in the long-term best interest of
the organization (as opposed to short-
term maximization of income)?

3. Are assets, including intellectual assets, = ] [
protected from unauthorized access and
use?

4. Do managers respond appropriately to . 0 [
unfavorable signals and reports?

5. Are estimates and budgets reasonable
and achievable? oo o

Organizational Structure

1. Is the organizational structure within ] O 0
the accounting function and the internal
audit function appropriate for the size
of the organization?

2. Are key managers in the accountin g
. ! . . J 1 O
and internal audit functions given .
adequate definition of their :
responsibilities? '

3. Do sufficient numbers of employees
. ) O 0 0]
cxist, particularly at the management
levels in the accounting and internal
audit functions, to allow those
individuals to effectively carry out thein
responsibilities?

11
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Control Environment—Tone at the Top

Yes

No

Not
sure

Comments

Assignment of Authority and Responsibility

1. Is the authority delegated appropriate
for the responsibilities assigned?

2. Are job descriptions in place for
management and supervisory personnel
in the accounting and internal audit
functions?

3. Do senior managers get involved as
needed to provide direction, address
issues, correct problems, and/or
implement improvements?

\Human Resources Policies and Practices

1. Are policies and procedures in place
for hiring, training, promoting, and
compensating employees in the
accounting and internal audit
functions?

2. Do employces understand that sub-
standard performance will result in
remedial action?

3. Isremedial or corrective action taken in
response to departures from approved
policies?

4. Do employees understand the
p » -
performance criteria necessary for
promotions and salary increases?

Risk Assessment

1. Does the organization consider risks
from external sources such as creditor
demands, economic conditions,
regulation, or labor relations?

12
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Control Environment—Tone at the Top

Yes

No

Not
sure

Comments

2. Does the organization consider risks
from internal sources such as key
employees (retention and succession
planning), financing and the
availability of funding for key
programs, competitive compensation
and benefits, information systems
security, and backup systems?

3. Isthe risk of a misstatement of the
financial statements considered, and
are steps taken to mitigate that risk?

4. If applicable, are the risks associated
with foreign/off-shore operations
considered, including their impact on
the financial reporting process?

Control Activities

1. Does the organization have a process in
place to ensure that controls as
described in its policy and procedures
manuals are applied as they are meant
to be applied? Do the policy and
procedures manuals document all
important policies and procedures? Are
these policies and procedures reviewed
and updated on a regular basis? If so,
by whom?

2. Do supervisory personnel review the
functioning of controls? If so, how is
that review conducted and what
happens to the results? Is appropriate
and timely follow-up action taken on
exceptions?

13
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Control Environment—Tone at the Top

Yes

No

Not
sure

Comments

Information and Communication

1.

[s a process in place to collect
information from external sources,
such as industry, economic, and
regulatory information, that could have
an impact on the organization and/or
the financial reporting process?

Are milestones to achieve financial
reporting objectives monitored to
ensure that timing deadlines are met?

Is necessary operational and financial
information communicated to the right
people in the organization on a timely
basis and in a format that facilitates its
use, including new or changed policies
and procedures?

[s a process in place to respond to new
information needs in the organization
on a timely basis?

Is there a process in place to collect and
document errors or complaints to
analyze, determine cause, and eliminate]

" a problem from recurring in future?

[s a process established and
communicated to officers, employees,
and others, about how to communicate
suspected instances of wrongdoing by
the company or employees of the
company? Further, does a process exist
to ensure that anyone making such a
report is protected from retaliation for
making such a report?

14
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Not

mments
sure Comm

]Control Environment—Tone at the Top Yes { No

Information and Communication
(Continued)

(See-also the tool entitled “Sample
Whistieblower Tracking Report,” elsewhere in
this toolkit.)

Monitoring

1. Do officers and employees understand

. C . L] oy d
their obligation to communicate
observed weaknesses in design or
compliance with the internal control
structure of the organization to the
appropriate supervisory or management
personnel?

2. Are interactions with external s o | o
stakeholders periodically evaluated to
determine if they are indicative of a
weakness in the internal controls
structure? (For example, consider the
frequency of complaints about
incorrect invoices, statements, and
acknowledgments.)

3. Is there follow-up on recommendations ] ol o
from the internal and external auditors
for improvements to the internal
control system?

4. Are personnel required to sign off,
I . 2. U | a
indicating their performance of critical
control activities such as performing
reconciliations?

5. Does the internal audit team have the

. O O | O ‘
right number of competent and ;
experienced staff? Do they have access
to the board of directors and audit
committee? Is the reporting structure in
place to ensure their objectivity and
independence? Is the work of the
internal audit team appropriate to the
organization’s needs, and prioritized
with the audit committee’s direction?

15
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Lvaluating the Auditor’s Engagement
Letter

Yes

No

Not Sure

Comments

2. Does the engagement letter include
a timetable for the audit work
including dates for:

Interim fieldwork, if applicable

¢ Provision of year-end trial
balance

¢ Completion of client-
prepared schedules

¢ Beginning of year-end
fieldwork

* Endof year-end field work

* Delivery of draft of
financial statements

* Delivery of final financial
statements

* Delivery of management
letter, if applicable

¢ Required communications
letter (Statement on
Auditing Standards No. 61,
Communication With Audit
Committees)

¢ Meetings with audit
committee

O

3. Does the letter discuss third-party
reliance on the auditor’s report?

4. Does the letter identify the persons
or entities that will use the audit
report and for what purpose?

5. Does the letter include estimates of
the professional fees to be charged
for the engagement and make
provision for the handling of out-of
pocket expenses?

6. Does the letter provide for an
agreed-upon process for changes in
the scope of work?

7. Does the letter indicate the payment
terms for the fees and costs? And
whether there are any finance
charges for late payment?




Evaluating the Auditor’s Engagement Letter

Evaluating the Augitor’s Engagement Yes No |Not Sure Comments
Letter
8. Are mediation or arbitration terms O 0O 0O

discussed should a dispute or claim
arise in connection with the
performance or breech of the
engagement agreement?

9. Does the letter contain a
scverability clause to address the U U U
possibility that a portion of the
letter may be determined to be
invalid?

10. Does the engagement letter require
. O 2 O
a written acceptance by the
organization?

11. Does the letter include discussion O 0 O
of assistance that is expected to be
provided during the audit by the
organization’s personnel?

12. Does the letter address how
adjustments below the auditor’s = U U
materiality threshold will be
handled? (e.g., Does it address how
they will be communicated to
management for possible recording
in the subsequent year’s financial
statements?)

13. Does the lctter address the use of e-
. . . O ] O
mail communications and related
disclaimers regarding privacy?

14, Doe§ t.he letter addresslthe 0 O O
provision of a safe environment by
the organization for the audit staff?

15. Does the letter address the auditor’s : ,
record retention policy? 0 U O ¢

16. Does the letter address how the
auditor will respond to = = =
circumstances that create a
potential or actual conflict of
interest?

g
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Evaluating the Auditor’s Engagement

Letter

Yes

Not Sure

Comments

17.

Does the letter address how the
auditor will respond to outside
inquires related to the audit
engagement?

18.

Does the letter discuss the auditor’s
privacy policy regarding the
organization’s financial
information?

19.

Does the letter include a schedule
of information to be provided by
the organization, such as permanent
file documents and schedules
prepared by the organization’s staff
in connection with the audit
engagement?

20.

Does the letter indicate that
nonattest services are excluded
from this engagement and are
subject to a separate written
understanding before any additional
services are commenced?

Other Comments, Additional Questions




Evaluating the Auditor’s Engagement Letter—Questions to
Consider

Purpose of This Tool. The board of directors or appointed committee such as the audit - - _
committee having the responsibility to hire, fire, and evaluate the independent auditors should "
discuss a series of questions about the audit engagement letter (service agreement) with the -

independent auditor in discharging this responsibility.

If this is the initial audit of the organization by' the audit firm, th'é engagement letter should be
reviewed to ensure that the terms of the letter are consistent with those that were stated in the-
proposal received by the organization in response to its request for proposal. :

| The financial management of the organization should be ‘.cons;u_lted:regarding its agreement with
the details of the audit engagement, including timing of the work and the level of assistance to be-
provided by the organization’s staff. - e s T PR S U

Instructions for Using This Tool. The sample questions included in this tool are a starting point
to evaluating the engagement letter with the independent auditors.. Audit committee members
should answer the following questions with consultation of the auditor and financial management
as needed, ' L '

Evaluating the Auditor’s Engagement Yes No [Not Sure Comments
Letter
1. Does the engagement letter address 0 O ]

the scope of work to be performed?

* Audit of financial statements

¢ Supplemental information

. ¢ Compliance reports

* GAGAS (Generally Accepted
Government Auditing Standards)

— Yellow Book

* OMB requirements — Single P
Audit OMB Circular A-133 :

e Tax filings ‘

® Other requirements

Copyright © 2005 AICPA, Inc. | 1
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Evaluating the Auditor’s Engagement
Letter

Yes

Not Sure

Comments

2. Does the engagement letter include
a timetable for the audit work
including dates for:

Interim fieldwork, if applicable

* Provision of year-end trial
balance

¢ Completion of client-
prepared schedules

e Beginning of year-end
fieldwork

» End of year-end field work

¢ Delivery of draft of
financial statements

» Delivery of final financial
statements

* Delivery of management
letter, if applicable

¢ Required communications
letter (Statement on
Auditing Standards No. 61,
Communication With Audit
Committees)

¢ Meetings with audit
committee

0

3. Docs the letter discuss third-party
reliance on the auditor’s report?

4. Does the letter identify the persons
or entities that will use the audit
report and for what purpose?

5. Does the letter include estimates of
the professional fees to be charged
for the engagement and make
provision for the handling of out-of
pocket expenses?

6. Does the letter provide for an
agreed-upon process for changes in
the scope of work?

7. Does the letter indicate the payment
terms for the fees and costs? And
whether there are any finance
charges for late payment?




Evaluating the Auditor’s Engagement Letter

Evaluating the Auditor’s Engagement Yes No |Not Sure Comments
Letter
8. Are mediation or arbitration terms
o o | o] o

discussed should a dispute or claim
arise in connection with the
performance or breech of the
engagement agreement?

9. Does the letter contain a
severability clause to address the u = &
possibility that a portion of the
Ietter may be determined to be
invalid?

10. Does the engagement letter require
. Ll O L
a written acceptance by the
organization?

11. Does the letter include discussion 0 . s
of assistance that is expected to be
provided during the audit by the
organization’s personnel?

12. Does the letter address how
adjustments below the auditor’s = = =
materiality threshold will be
handied? (e.g., Does it address how
they wiil be communicated to
management for possible recording
in the subsequent year’s financial
statements?)

13. Does the letter address the use of e~ O 0 0
mail communications and related
disclaimers regarding privacy?

14. Does the letter address the
provision of a safe environment by = = S
the organization for the audit staff?

15. Does the letter address the auditor’s 0 o
record retention policy?

16. Does the letter address how the 0
auditor will respond to
circumstances that create a
potential or actual conflict of
interest?

g g



Sample Whistleblower Tracking Report

Purpose of This Tool. Under the provisions in the Sarbanes-Oxley Act, audit committees of all =
organizations, including not-for-profit organizations, are required to establish procedures for “(a)
the receipt, retention, and treatment of comp]amts received by the issuer regarding accounting, -

internal accounting controls, or auditing matters; and (b) the confidential, anonymous submission .
by employees of the issuer regarding questionable accountmg or auditing matters.” [See Public -
Law 107-204, Title III, Corporate Respon51b111ty, Sec 301 Publlc Company Audit Commlttees 1

This tool could be used by the audit commlttee and management to 1mplement an approprlate :
policy and process, to review any complaints received regarding internal accounting controls or. .
auditing matters, and to track complaints received to an appropriate resolution.

Sample Whistleblower Policy

The following should be considered in developing and implementing a policy such as the
example that follows:

e Consider state regulatory requirements, if any, in reporting instances of complaints.

* Determine, if possible, whether the complainant notified any regulatory or other industry
and/or watchdog group(s) or press.

ABC Organization Whistleblower Policy

General

The Sarbanes-Oxley Act requires all orgamzatlons to establish procedures in accordance with
Section 301 of the Act, for:
‘ -
* The receipt, retention, and treatment of complaints received by the organization regarding
accounting, internal controls, or auditing matters. '

* The submission of concerns regarding questionable accounting or audit mattérs by

employees, directors, officers, and other stakeholders of the organization, on a
confidential and anonymous basis.

The ABC Organization Code of Conduct (hereinafter referred to as the Code) requires directors,
other volunteers, and employees to observe high standards of business and personal cthics in the

Copyright © 2005 AICPA, Inc. 1
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conduct of their duties and responsibilities. Employees and representatives of the organization
must practice honesty and integrity in fulfilling their responsibilities and comply with all
applicable laws and regulations.

Reporting Responsibility

Each director, volunteer, and employee of ABC Organization has an obligation to report in
accordance with this Whistleblower Policy (a) questionable or improper accounting or auditing
matters, and (b) violations and suspected violations of ABC Organization’s Code (hereinafter
collectively referred to as Concerns).

Authority of Audit Committee

All reported Concerns will be forwarded to the Audit Committee in accordance with the
procedures set forth herein. The Audit Committee shall be responsible for investigating, and
making appropriate recommendations to the Board of Directors, with respect to all reported
Concerns,

No Retaliation

This Whistleblower Policy is intended to encourage and enable directors, volunteers, and
employees to raise Concerns within the Qrganization for investigation and appropriate action.
With this goal in mind, no director, volunteer, or employee who, in good faith, reports a Concern
shall be subject to retaliation or, in the case of an employee, adverse employment consequences.
Moreover, a volunteer or employee who retaliates against someone who has reported a Concern
in good faith is subject to discipline up to and including dismissal from the volunteer position or
termination of employment. ‘

Reporting Concerns
Employees

Employees should first discuss their Concern with their immediate supervisor. If, after speaking
with his or her supervisor, the individual continues to have reasonable grounds to believe the
Concern is valid, the individual should report the Concern to the Director of Human

Resources. In addition, if the individual is uncomfortable speaking with his or het supervisor, or
the supervisor is a subject of the Concern, the individual should report his or her concern directly
to the Dircctor of Human Resources. ‘

If the Concern was reported verbally to the Director of Human Rcesources, the reportihg
individual, with assistance from the Director of Human Resources, shall reduce the Concern to
writing. The Director of Human Resources is required to promptly report the Concern to the
Chair of Audit Committee, which has specific and exclusive responsibility to investigate all
Concerns. If the Director of Human Resources, for any reason, does not promptly forward the
Concern to the Audit Committee, the reporting individual should directly report the Concern to
the Chair of the Audit Committee. Contact information for the Chair of the Audit Committee

‘\gwcf '



Whistleblower’s Tracking Report

may be obtained through the Human Resources Department. Concerns may be also be submitted
anonymously. Such anonymous Concerns should be in writing and sent directly to the Chair of
the Audit Committee.

Directors and Other Volunteers

Directors and other volunteers should submit Concerns in writing directly to the Chair of the
Audit Committee. Contact information for the Chair of the Audit Commitice may be obtained
from the Chief Financial Officer.

Handling of Reported Violations

The Audit Commilttee shall address all reported Concerns. The Chair of the Audit Committee
shall immediately notify the Audit Committee, the President, the Executive Director, and Chief
Operating Officer of any such report. The Chair of the Audit Committee will notify the sender
and acknowledge receipt of the Concern within five business days, if possible. It will not be
possible to acknowledge receipt of anonymously submitted Concerns,

All reports will be promptly investigated by the Audit Committee, and appropriate corrective
action will be recommended to the Board of Directors, if warranted by the investigation. In
addition, action taken must include a conclusion and/or follow-up wilh the complainant for
complete closure of the Concern.

The Audit Committee has the authority to retain outside legal counsel, accountants, private
investigators, or any other resource deemed necessary to conduct a full and complete
investigation of the allegations.

Acting in Good Faith

Anyone reporting a Concern must act in good faith and have reasonable grounds for believing
the information disclosed indicates an improper accounting or auditing practice, or a violation of
the Codes. The act of making allegations that prove to be unsubstantiated, and that prove to have
been made maliciously, recklessly, or with the foreknowledge that the allegations are false, will
be viewed as a serious disciplinary offense and may result in discipline, up to and including
dismissal from the volunteer position or termination of employment. Such conduct may also give
rise to other actions, including civil lawsuits. -

Confidentiality ;

Reports of Concerns, and investigation pertaining thereto, shall be kept confidential to the extent
possible, consistent with the need to conduct an adequate investigation,

Disclosure of reports of Concerns to individuals not involved in the investigation will be viewed
as a serious disciplinary offense and may result in discipline, up to and including termination of
employment. Such conduct may also give rise to other actions, including civil lawsuits.
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Conducting an Audit Committee Executive Session: Guidelines and
Questions

Purpose of This Tool. Although it is generally accepted that audit committees should hold
executive sessions with various mémbers of the executive management, leaders of the financial -
management team, the leader of the internal audit team, and the independent auditor, audit

committee members may not realize the type of questions and the extent of the questions they:.
should ask. This tool is intended to help the audit committee ask the right first questions, bearing,
in mind that the audit committee should have the necessary expertise to evaluate the answers and
the insight to identify the appropriate follow-up question. See the “Other Questions .-for

Management” section of this tool for possible follow-up questions audit committee members can °
ask key members of the financial management team to improve their understanding of the day-

to-day operating environment and management " teams’ decision-making processes and-
interactions. '

What Is an Executive Session?

The purpose of an executive session is to ask questions of various members of the management
team and the external auditors in a safe environment. During an executive session meeting,
minutes are (usually) not recorded, and when meeting with members of the financial
management team, anyone who is not a member of the audit committee is excluded from the
meeting. Executive sessions should occur at every meeting of the audit committee, though not
every individual nceds be in an executive session at every meeting. For example, it may be
appropriate for the chief audit executive (CAE), or equivalent, and the independent auditor to
have an exccutive session at every meeting, but the director of financial reporting might be in
executive session with the audit committee only at the meeting before the audit is accepted. The
length of these sessions obviously varies depending on the issues that need to be discussed by the
committee.

It is recommended that executive sessions be condueted with key members of the financial
management team and external auditors on a one-on-one basis. It is important that, when meeting
with the controller, for example, the chief financial officer (CFO) not be in the room. Executive
sessions should be a matter of routine at every audit committee meeting, and not be done only on
an exception basis. The audit committee should avoid situations of asking in an,open session
whether an individual has anything to discuss in an executive session—that question alone could
put the individual in an awkward position with others in the organization.

Asking open-ended questions in an executive session could be a major source of information for
the audit committee. This tool includes examples of the kinds of questions the audit committee
should ask. These are meant to be sample questions to help start a conversation and create
dialogue between the individual and the audit committee. These sample questions are not
intended to be a checklist. Audit committee members need to have sufficient financial expertise
to understand the answers to the questions and to use these answers to develop appropriate

Copyright © 2005 AICPA, Inc, 1
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follow-up questions, Since it will not be unusual to ask similar questions of key executives, the
independent auditor, and/or the internal auditor, a comparison of their respective responses could
be a good source of insight. Depending on the answers, follow-up action may also be necessary,
and the audit committee must be prepared to take that action. The most important thing to do
when conducting an executive session is to listen to the answers that are given and Jfollow up on
anything that is not clear!

Note that the questions for the executive session are such that the participants may not feel free
to answer honestly in the open environment of an executive session. Nevertheless, there may be
other information that the audit committee wants to know. Following the suggested executive
session questions is an associated section of follow-up questions, “Other Questions for
Management.” An executive session may not be required for these questions, which nevertheless
may elicit information the audit committee wants.

Audit committee members should also consider the history of the organization, the environment
n which it operates, the current economic climate, the competitive environment, and other
factors, when asking questions in executive session. Finally, each executive session should be
concluded with a reminder to the member of management, that audit committee members are
accessible even outside the meeting, and that they should feel free to reach out to the audit
committee member at other times if the need arises.

It is important to note that not every organization will have different individuals in each position,
as assumed in the following questions. Nevertheless, the audit committee should be aware of the
functions that are part of dual roles, and adjust the questions accordingly. For example, in a small
organization, the CFO and controller might share the duties of the director of financial reporting,.

The audit committee should explore how a function or role is accomplished, and compose
questions accordingly. Also, the audit committee should consider and take into account other
roles in the organization. It may be that other people within an organization should also be asked
to meet with the audit committee in executive session.



Conducting an Audit Committce Executive Session

Instructions for Using This Tool. This tool is intended to help audit committees ask the right.
first questions, bearing in mind that the audit committee should have the’ necessary expertlse 10';
evaluate the answers and the insight to ‘identify the appropriate :follow- -up question, Audit
committee members may want to use the questions in the “Other Quéstions for Management”
section in conjunction with this one to formulate and ask the appropriate follow- -up. questlon As.
a reminder, not every organization will have dlf'ferent individuals in each position, as assumed in
the following questions. Nevertheless, the audit committee should be aware of the functlons that
are part of such dual roles, and adjust the questlons accordmgly : : : B

Conducting an Executive Session—Sample

Questions

Comments

Chief Financial Officer

1.

Do you believe the financial statements
and applicable federal and state filings
fairly present the organization’s financial
position and activities?

Do you believe the disclosures are
adequate and are understandable by the
average reader?

Are you satisfied that an appropriate audit
was performed by the independent
auditors?

Are you aware of any situations of revenue
or expense manipulation in the '
organization?

Are you aware of any kird of fraud in the
organization? Do you know of any
situations in which fraud could occur?

Is there any activity at the executive level
of management that you consider to be a
violation of laws, regulations, generally
accepted accounting principles (GAAP),
federal regulations (if the organization
receives federal funding), professional, or
accepted business practices?




AICPA Audit Committee Toolkit: Not-for-Profit

Conducting an Executive Session—Sample Comments
Questions '

Chief Financial Officer (cont.)

7. Have you encountered any situations in
which the organization complied with legal
minimums of behavior, yet failed to
demonstrate its commitment to the highest
cthical standards?

8. Is there any activity in the organization that
you arc uncomfortable with or consider
unusual, or that warrants further
investigation?

9. Do you feel comfortable raising issues
without fear of retribution?

10. Are there any questions we have not asked
that should have been asked? If so, what
are those questions?

Fxecutive Director

1. Do you believe the financial statements, S
IRS Form 990, and Form 990T, fairly i
present the organization’s financial
position?

2. Do you believe the disclosures are
adequate and are understandable by the
average reader? -

3. Are you satisfied that an appropriate audit
was performed by the independent
auditors?

4. Are you aware of any situations of
revenue or expense manipulation in the
organization?

5. Are you aware of any disagreements :
between management of the organization
and the independent auditors? If any,
please provide details of the
disagrcement.

6. Are you aware of any disagreements
between management and the internal
auditors? If any, please provide details of
the disagreement.




Conducting an Audit Committee Executive Session

Conducting an Executive Session—Sample
Questions

Comments

Fxecutive Director (cont.)

7. Is there any activity at the executive level of
management that you consider to be a
violation of laws, regulations, GAAP,
federal regulations (if the organization
receives federal funding), professional
practice, or the mores of business?

8. Have you encountered any situations in
which the organization complied with legal
minimums of behavior, yet failed to go the
extra mile to demonstrate its commitment to
the highest ethical standards?

9. Is there any activity in the organization that
you are uncomfortable with or consider
unusual, or that warrants further
investigation?

10. Are there any questions we have not asked
that should have been asked? If so, what are
those questions?

Chief Audit Executive (leader of Internal Audit
Team)

1. Overall, is management cooperating with
the internal audit team? Does management
have a positive attitude in responding to
findings and recommendations, or is it
insecure and defensive of findings?

2. Has management set an appropriate “tone at
the top” with respect to the importance of
and compliance with the internal control
system around financial reporting?

3. Are you aware of any current or past
occurrence of any type of fraud in the
organization? Do you know of any
situations where fraud could occur?
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Conducting an Executive Sessien—Sample

Questions

Comments

Chief Audit Executive (leader of Internal Audit
Team) (cont.)

4.

Are you aware of any situations of revenue
or expense manipulation in the
organization? Has the organization taken
any tax positions that could be construed as
aggressive?

. the highest ethical standards?

Have you encountered any situations in
which the organization complied with legal
minimums of behavior, yet failed to go the
extra mile to demonstrate its commitment to

Do you have the freedom to conduct audits as
necessary throughout the organization?

Were you restricted or denied access to
requested information?

Have you been pressured to change findings,
or minimize the language in those findings so
as to not reflect badly on another member of
management? Are findings and
recommendations given the level of
discussion needed to properly satisfy any
issues raised, to your satisfaction?

Do you feel comfortable raising issues
without fear of retribution?

10.

Is there any activity at the executive level of
management that you consider to be a
violation of laws, regulations, GAAP, federal
regulations (if the organization receives
federal funding), professional practice, or the
mores of business?

11.

Are there any questions we have not asked
that should have been asked? If so, what are
those questions?

s
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Conducting an Executive Session—Sample Comments
Questions

Contréller

1. Do you believe the financial statements and
IRS Form 990 fairly present the
organization’s financial position?

2. Do you believe the disclosures are adequate
and are understandable to the average reader?

3. If you were the CFO, how would you change
the financial statements and accompanying
footnotes?

4. Arc you aware of any current or past
occurrence of any type of fraud in the
organization? Do you know of any situations
in which fraud could occur?

5. Are you aware of any situations of revenue or
expense manipulation in the organization?
Has the organization taken any tax positions
that could be construed as aggressive?

6. Arc you satisfied that an appropriate audit
was performed by the independent auditors?

7. Are you aware of any disagreements between
the management of the organization and the
independent auditors?

8. Has management set an appropriate “tone at
the top” with respect to the importance of and
compliance with the internal control system
around financial reporting?

9. Do you feel comfortable raising issues
without fear of retribution? . P

10. Have you encountered any situations in :
which the organization complied with legal
minimums of behavior, yet failed to go the
extra mile to demonstrate its commitment to
the highest ethical standards?
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Conducting an Executive Session—Sample

Questions

Comments

Controller (cont.)

I

Is there any activity at the executive level of
management that you consider to be a
violation of laws, regulations, GAAP, federal
regulations (if the organization receives
federal finding), professional practice, or the
mores of business?

12.

Is there any activity in the organization that
you are uncomfortable with or consider
unusual, or that warrants further
investigation?

13.

Are there any questions we have not asked
that should have been asked? If so, what are
those questions?

Director of Financial Reporting

L.

Do you believe the financial statements and
IRS Form 990 fairly present the
organization’s financial position?

Are there any issues since our last meeting
that you wish to discuss with the audit
committee?

Are you aware of any current or past
occurrences of any type of fraud in the
organization? Do you know of any situations
in which fraud could occur?

Are you aware of any situations of revenue or
expense manipulation in the organization?

Do you believe the financial statements and
related disclosures adequately convey the
financial situation in the organization to an
average reader?

Now that you have the opportunity, is there
anything you want to tell the audit
committee? Is there anything else that we
need to know?

S,

\%we/ 4
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Conducting an Executive Session—Sample Comments
Questions

Controller (cont.)

7. Are you aware of any disagreements between
management of the organization and the
independent auditors?

8. Do you feel comfortable raising issues
without fear of retribution?

9. Isthere any activity at the executive level of
management that you consider to be a
violation of laws regulations, GAAP, federal
regulations (if the organization receives
federal funding), professional practice, or the
mores of business?

10. Is there anything going on in the organization
with which you are uncomfortable?

11. Are there any questions we have not asked
that should have been asked? If so, what are
those questions?

General Counsel

1. Are you aware of any issues that could cause
embarrassment to the organization?

2. Have you ever been told anything in
confidence or otherwise that would embarrass;
the organization if it were known publicly?

3. Are you aware of any situations of revenue
or expense manipulation in the organization?

4. Are there any items that have significant
financial statement impact that you have
discussed with the executive director, CFO or
other officers, or outside counsel, that the
audit cornmittee is not already aware of?

5. Are you aware of any disagreements between
management of the organization and the
independent auditors?

6. Do you feel comfortable raising issues
without fear of retribution?
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Conducting an Executive Session—Sample
Questions

Comments

Gef_zeral Counsel (cont.)

7. Is there any activity at the executive level of
management that you consider to be a
violation of laws, regulations, GAAP, federal
regulations (if the organization receives
federal funding), professional practice, or the
mores of business?

8. Have you encountered any situations in

which the organization complied with legal
minimums of behavior, yet did not go the
extra mile to demonstrate its commitment to
the highest ethical standards?

9. Is there any activity in the organization that

you are uncomfortable with, consider unusual
or warrants further investigation?

10. Are there any questions we have not asked
that should have been asked? If so, what are
those questions?

Chief Information Officer

1. Is there any activity in the organization that
you are uncomfortable with or consider
unusual, or that warrants further
investigation?

2. Do you feel comfortable raising issues

without fear of retribution?

3. Has management set an appropriate “tone at

the top” with respect to the importance of and
compliance with the internal control system
around financial reporting?

4. Are there any items that have financial

statement impact that you have discussed
with the executive director, CFO or other
officers, or outside counsel, that the audit
committee is not already aware of?

10
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Conducting an Executive Session—Sample Comments
Questions

Chief Information Officer (cont.)

5. Are there any questions we have not asked
that should have been asked? If so, what are
those questions?

Conducting an Executive Session—Sample Questions

Independent Auditor

Note that there are certain communications that are required between the independent auditor

and the audit committee. A separate tool, “Discussions to Expect From the Independent

Auditors,” has been prepared for the audit committee to ensure completeness of the

committee’s required communication with the independent auditor. These suggested questions

are meant to be in addition to the required communications. _

1. Explain the process your firm goes through to ensure that all of your engagement personnel
are independent and objective with respect to our audit. Particularly, with respect to nonaudit
services, how do those services affect the work that you do or the manner in which the
engagement team or others are compensated? Are you aware of any anticipated event that
could possibly impair the independence, in fact or in appearance, of the firm and any member
of the engagement team?

Comments:

2. Has management, legal counsel, or others made you aware of anything that could be
considered a violation of laws, regulations, GAAP, federal regulations (if the organization
receives federal funding), professional practice, or the ethics of business?

Comments:

3. Are there any areas of the financial statements and the notes that you believe could be more
explicit or transparent, or provide more clarity to help a user better understand our financial
statements? F

Comments. i

4. Have you expressed any concerns or comments to management with respect to how our
financial statement presentation could be improved?
Comments:

i1
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Conducting an Executive Session—Sample Questions

Independent Auditor (cont.)

5. Which accounting policies or significant business transactions do you think a reader will
have trouble understanding based on our disclosure? What additional information could
(should) we provide?

Comments:

6. Based on your auditing procedures, do you have any concerns about how management may
be recording revenues and expenses? Have you noticed any biases as a result of your audit
tests with respect to estimates?

Comments:

7. Are there areas in which you and management have disagreed?
Comments: .

8. Discuss your impressions of the performance of the chief audit executive in terms of the
completeness, accuracy, and faithfulness of the financial reporting process.

o

Comments:

9. Has the firm been engaged to provide any services besides the independent audit and
preparation of the IRS Form 990 or Form 990T of which the audit committee is not already
aware?

Comments.:

10. How can management improve in terms of setting an appropriate “tone at the top”?

Comments: o

3

11. Describe the ideas you have discussed with management for improving the internal control
system over financial reporting,

Comments:

12



Conducting an Audit Committee Executive Session

Conducting an Executive Session—Sample Questions

Independent Auditor (cont.)

12. Describe for us any situation in which you believe management has attempted to
circumvent the spirit of GAAP, but has yet complied with GAAP.
Comments:

13. Is there anything going on in the organization that you are uncomfortable with or consider
unusual, or that warrants further investigation?

Comments:

14. Are there any questions we have not asked that you wish to share with the audit committee?

Comments:

i3
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Other Questions for Management

Purpose of This Section, It is important for the audit committee to have a solid familiarity with
the management team, since the committee relies heavﬂy on them. In some large organizations,
there is an expectation that members of the board will mteract ‘with members of management
one-on-one on a regular basis. However, such mtcractlon is not always possible. This section.
lists other questions that the audit committee may ‘wish to address to key members of the:
financial management team. These questions need not be asked inan executwe sessxon but can
be addressed more informally as opportumtles anse L : :

Other Questions for Management Comments
Chief Financial Officer

1. Describe your working relationship with the
executive director.

2. If you were the partner-in-charge of the audit, what
would you do differently?

3. Are you aware of any disagreements between
management of the organization and the
independent auditors?

4. How frequently do you meet with the lead audit
partner? Describe your relationship with him or her.

5. Are you aware of any disagreements between
management and the internal auditors?

6. Describe your relationship with the chief audit
executive (CAE). Discuss your impressions of his
or her performance.

7. How do you interface with the internal audit
function?

8. Has the independent auditor been engaged for any ,
services other than the annual audit and preparation \
of the IRS Form 990 of which the audit committee
is not already aware?

9. Are the computer systems upon which you rely
integrated, or is manual intervention required to
integrate your systems?

10. Which systems are the most difficult to work with?

14
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Other Questions for Management

Comments

Fxecutive Director (cont.}

4, What are the biggest risks facing the
organization over the long term? What measures
do you believe the organization should take to
address those risks?

Chief Audit Executive (leader of Internal Audit function)

1.

What procedures do you apply to the review of
manual journal entries made during the book-
closing process, and to other entries that could be
termed as a management override of the internal
confrol system around financial reporting?

If you were the executive director, how would you
do things differently in the internal audit
department?

Do you believe you have adequate resources
available to you to fulfill the charge of the
department? If not, what additional resources are
needed?

Did you encounter any disagreements or difficulties
between the internal audit team and the independent
auditors in connection with the recently completed
audit of the organization’s financial statements?
How will you approach the financial statement
audit differently next year?

What critical risks are being monitored by the
intemnal audit team on a periodic or regular basis?
How do you address the continuous auditing of
these eritical risks, and is automation and integrated
system reporting assisting you in this effort?

Are you aware of'any other disagreements between
management of the organization and the
independent auditors?

Are there any disagreements between the internal
audit team and management?

Has the independent auditor been engaged for any
services other than the annual audit and preparation
of the IRS Form 990 of which the audit committee

is not already aware?

16
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Other Questions for Management Comments

Chief Audit Executive (leader of Internal Audit function)
(cont.)

9. Are the computer systems upon which you rely
integrated, or is manual intervention required to
integrate your systems?

10. Do you monitor payments to the independent audit
firm to ensure that the auditor is only providing .
services that are related to the audit, or other
services that have been preapproved by the audit
committee (e.g., preparation of the IRS Form 990
and/or Form 990T)?

11, What are the biggest risks facing the organization in
the next year? What steps do you think the
organization should take to address those risks?

12. What are the biggest risks facing the organization
over the long term? What measures do you believe
the organization should take to address those risks?

1Controller

L. Has the independent auditor been engaged for any
services other than the annual audit and preparation
of the IRS Form 990 and/or Form 990T of which
the audit committee is not already aware?

2. If you were the partner-in-charge of the audit, what
would you do differently?

3. Discuss your impressions of the performance of the
chief audit executive.

4. Are the computer systems upon which you rely
integrated, or does it require manual intervention to .
integrate your systems? ' ‘

5. What procedures do you apply to review manual
journal entries proposed during the book-closing
process, or to other entries that could be termed as a
management override of the internal control system
around financial reporting?

17
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Other Questions for Management

Comments

Controller (cont.)

6. What are the biggest risks facing the organization in
the next year? What steps do you think the
organization should take to address those risks?

7. What are the biggest risks facing the organization
over the long term? What measures do you believe
the organization should take to address those risks?

Director of Financial Reporting

1. How could the financial statements and related
disclosures be improved?

2. Are the computer systems upon which you rely
integrated, or is manual intervention required to
integrate your systems?

General Counsel

1. Discuss your impressions of the performance of the
chief audit executive.

2. Has the independent auditor been engaged for any
services other than the annual audit and preparation
of the IRS Form 990 of which the audit committee
is not already aware?

3. What are the biggest risks facing the organization in
the next year? What steps do you think the
organization should take to address those risks?

4. What are the biggest risks facing the organization
over the long term? What measures do you believe
the organization should take to address those risks?

Chief Information Officer

I. Are you satisfied with the integrity of the
information running through the systems in the
organization? How could technology improve the
integrity of the information?

2. What exposure is associated with the organization’s
firewalls?

3. If you had an unlimited budget, how would you
spend money to improve the organization’s
information architecture?

18
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Other Questions for Management Comments

Chief Information Officer (cont.)

4. 'What do you consider your critical risk areas?

5. Describe your relationship with the CFO and other
key people in the accounting and finance
departments.

6. Are manual journal entries identified and approved?
Are they brought to the attention of the CAE, or
other officer(s) that did not have a hand in creating
the journal entries?

7. Is documentation updated every time there is a
change to the internal controls process?

8. What are the biggest risks facing the organization in
the next year? What steps do you think the
organization should take to address those risks?

9. What are the biggest risks facing the organization
over the long term? What measures do you believe
the organization should take to address those risks?

Independent Auditor

1. What role, if any, did your firm have in
management’s documentation and assessment of
the organization’s internal control structure?

2. What audit procedures do you apply to manual
Jjoumnal entries that are proposed during the book-
closing process, or to other journal entries that
could be termed as a management override of the
internal control system around financial reporting?

3. Was any audit work not performed due to any
limitations placed on you by management (e.g., any
areas scoped out by management, or any restriction
on fees that limited the scope of your work)?

4. What, if any, changes do you believe need to be
made in these areas?

5. What are the biggest risks facing the organization in
the next year? What steps do you think the
organization should take to address those risks?

6. What are the biggest risks facing the organization
over the long term?
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Issues Report From Management

Purpose of This Tool. This tool is to be used by audit commitiees in considering significant
issues, estimates, and Judgments that may have a material lmpact on the organization’s ﬁnanczal
statements, among other concerns. Management should be encouraged to use this tool as a means
to document any significant issues, _]udgments and estimates for dlscussmn with the audlt
committee. Each matter should be prepared as a separate. issues report Statements should be
clear and concise. Some issues may carry over (o subsequent meetmgs in whtch case, any "
updated information should be included in bold. : :

Defining Significant Issues, Estimates, and Judgments

As a first step to any discussion of this nature among the audit committee members, it is
important for the audit committee to define its threshold for a significant issue, judgment, and
estimate. The following are some points that the audit committee should consider in its quest to
define a significant issue, estimate, or judgment.

A significant issue, estimate, or judgment is one that:

1. Creates controversy among members of the management team, or between management
and the internal or independent auditors.

2. Has or could have a material impact on the financial statements.
3. Is or could be a matter of public interest or exposure.

4. May be reported in an external release of financial information and management is
unclear or undecided on its presentation. (This may include the Annual Report, federal
and state filings, and any bond filings.)

5. Applies a new accounting standard. (Note: the application of a new accounting standard
may or may nof be considered a significant issue, estimate, or judgment for the
organization. However, for the record, the audit committee may ask management to use
this format as a means to brief the audit committee on the application of the new
standard.) H

6. Relates to the application of an accounting standard in a way that is not consistent with
general practice.

7. Relates to key controls over financial information that are being designed or redesigned,
have failed, or otherwise are being addressed by the organization.
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Discussions With the Independent Auditors: What to Expect

Purpose of This Tool. Auditing standards issued by the AICPA require that the auditor )
communicate, either orally or in writing, certain information to an audit committee of the board, -

or another designated party that performs oversight of the financial reporting process, -

Communications with the audit committees have engendered more public scrutiny in light of
what is considered to be best practices for governance. Independent auditors, in the wake of
well-documented audit failures, are required to increase their documentation and communication
efforts as they relate to their interactions with the audit committee. The following sections list
matters that must be communicated. This list is not meant to indicate that this is all that the
auditor is communicating to the audit committee,

Auditor’s Responsibility Under Generally Accepted Auditing Standards

It is important for audit committees to understand what an audit is and what it is not. Usually,
audit committees are most concerned about the system of internal control and that the
organization’s financial statements are free of material misstatement. The auditor should make
sure the audit committee understands the level of responsibility that the auditor assumes for the
system of internal control and the financial statements under generally accepted auditing
standards (GAAS). It is also important that the auditor makes sure that the audit committee
understands that an audit is designed to obtain reasonable rather than absolute assurance about
the financial statements.

Significant Accounting Policies

The auditor should determine that the audit committee is informed about all significant
accounting policies and how they are applied in the organization. To make sure, the audit
committee should expect that the auditors will communicate the following:

1. All significant accounting policies, including those that applied for the first time
during the year.
P
2. How those accounting policies are applied in the organization.

3. Methods the organization used to account for significant unusual transactions.
4. The effect of significant accounting policies in controversial or emerging areas for

which there is lack of authoritative guidance or consensus (for example, revenue
recognition, off-balance-sheet financing).

Copyright © 2005 AICPA, Inc, I
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Guidelines for Audit Conunittee Discussions with the Independent Auditors

Although objective criteria for evaluating the quality of an organization’s accounting practices
have not been established, the auditor’s judgments about the quality, not just the acceptability of
the organization’s accounting principles as applied in its financial statements, including
disclosures, should be discussed. The discussion should be open and frank, and tailored to the
organization’s specific circumstances. It should include the following topics:

1. Consistency of the organization’s accounting principles and their application
2. Clarity of the financial statements and related disclosures
3. Completeness of the financial statements and related disclosures

4, Any items that have a significant impact on the representational faithfulness, verifiability,
and neufrality of the accounting information included in the financial statements,
examples of which follow: '

a. Selection of new accounting policies or changes to current ones
b. Estimates, judgments, and uncertainties
¢. Unusual fransactions

d. Accounting policies relating to significant financial statement items, including the
timing of transactions and the period in which they are recorded

5. A discussion of accounting practices that are not specifically addressed in the accounting
literature, for example, those that may be unique to the not-for-profit industry.

Other Information Contained in Audited Financial Statements

Although the notes to the financial statements are an integral part of the financial statements and
therefore are included in the scope of the auditing procedures, other information prepared by
management that may accompany financial statements is not necessarily included in the scope of
the auditing procedures.

The auditor should discuss the responsibility, if any, that he or she has for other information in
documents containing audited financial statements, any procedures performed, and the results.

Disagreements With Management

Disagreements may arise between the auditor and management over the application of
accounting principles to specific transactions and events, as well as the basis for management’s
judgments about accounting estimates, or even the scope of the audit or disclosures to be made in
the financial statements or footnotes. Differences of opinion based on incomplete facts or
preliminary information that are later resolved are not considered disagreements for this purpose.
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When meeting with the audit committee, the auditors should discuss any disagreements with
management, whether or not resolved, about matters that individually or in the aggregate could
be significant to the organization’s financial statements or the auditor’s report.

" Consultation With Other Accountants

Sometimes, management of the organization may consult with other accountants about
accounting and auditing matters. If the auditor is aware that such consultation has occurred, the
auditor should discuss with the audit committee their views about the significant matiers that
were the subject of the consultation. The audit committee may wish to ask management whether
they have consulted with other accountants about accounting and auditing matters.

Major Issues Discussed With Management Prior to Retention

The auditor should discuss with the audit committee any major issues that were discussed with
management in connection with the initial or recurring retention of the auditor. This includes any
discussions regarding the application of accounting principles or auditing standards.

Difficulties Encountered in Performing the Audit

The auditor should inform the audit committee about any sertous difficulties encountered in
working with management during the audit. Examples include, but are not limited to:

1. Unreasonable delays by management in allowing the commencement of the audit

2. Unreasonable delays by management in providing needed information to the auditor
3. Unreasonable timetable set by management for the conduct of the audit

4, Unavailability of client personnel

5. Failure of client personnel to complete client-prepared schedules on a timely basis

Illegal Acts

The auditor has the responsibility to assure himself or herself that the aq’di‘t committee is
adequately informed about illegal acts that come to the auditor’s attention (this communication
need not include matters that are clearly inconsequential). The communication should describe
(1) the act, (2) the circumstances of its occurrence, and (3) the effect on the financial statements.

What is an illegal act for purposes of this communication? Statement on Auditing Standards
- (SAS) No. 54, llegal Acts by Clients (AICPA, Professional Standards, vol. 1, AU sec. 317),
defines it as violations of laws or government regulations attributable to the entity, or acts by
management or employees on behalf of the entity. Iilegal acts do not include personal
misconduct by the entity’s personnel unrelated to their business activities.

. ¥
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Evaluating the Independent Auditors: Questions to Consider

Purpose of This Tool. The audit committee or the board 6f directors should have the -
responsibility to hire, fire, and evaluate the independent auditors. In discharging these
responsibilities, the audit committec should answer a series of questions about its relationship
with the independent auditor and should ask key executives m the orgamzatlon for their
comments as well,

In considering information gathered through the process of evaluating the independent auditors,
it is important that the audit committee give consideration to the source of the information. For
example, if the chief financial officer (CFO) or controller comments that he or she believes the
auditor went too far in certain areas, that would probably carry less weight in audit committee
deliberations than if the CFO or controller comments that certain areas were not tested
adequately. As with all deliberative processes, the audit committee should consider the different
perspectives and motivations of those having input into the deliberations.

Instructions for Using This Toel. The sample questions included in this tool are only a starting -~
point to evaluating the performance and effectiveness of the independent auditors. Audit
committee members should ask follow-up questions as appropriate and required.

valuation of the Independent Auditors | Yes | No. | Not Comments
Sure

Questions for Audit Committee Members

1. Did the auditors meet with the audit
. U O o
committee when requested?

2. Did the auditor address issues of . 0 .
“tone at the top” and antifraud
programs and controls in place in
the organization?

3. Did the auditors inform the audit 0 0 0
commiltee of any risks of which the
committee was not previously ‘o
aware? '

4. Did the auditor adequately discuss O 0O 0O
issues of the quality of financial
reporting, including the
applicability of new and significant
accounting principles?

- 5. Did the auditor communicate issues 0 ] 0
freely with the audit committee, or
did he or she seem protective of
management?

Copyright © 2005 AICPA, Inc. 1



Evaluating the Independent Auditors

valuation of the Independent Auditors | Yes | No | Not Comments
Sure

Questions for Audit Committee Members

(cont.)

10. a. How is the concurring partner (if
applicable) compensated?

b. Is the concurring partner “protected” s ==
in the event a tough call needs to be
made?

11. Is the audit committee satisfied ] 0 ]
with its relationship with the
auditors? In making this
determination, the audit committee
should consider (a) whether the
partner-in-charge of the audit
participated in audit committee
meetings, (b) whether the auditors
were frank and complete in the
required discussions with the audit
committee, (¢) whether the auditors
were frank and complete during
executive sessions with the audit
committee, (¢} whether the auditors
are on-time in their delivery of
services to the organization.

12. Was the audit fee fair and
reasonable in relation to what the
audit committee knows about fees
charged to other nonprofit
organizations, and in line with fee
benchmarking data the audit 1

committee might have available to :

it?

13. Did the independent auditors
provide constructive observations,
implications, and recommendations
in areas needing improvement,
particularly with respect to the
organization’s internal control
system over financial reporting?




Evaluating the Independent Auditors

Evaluation of the Independent Auditory Yes No | Not Comments
Sure

Questions for the Executive Director
{cont.)

6. Are you satisfied with the quality ] ] 0
and quantity of information
provided by the independent
auditor relative to the general
progress of the audit?

7. Were identified problems or N 0 n
potential issues brought to your :
attention in sufficient time to be
addressed without delaying or
extending the completion of the
audit?

Chief Audit Executive

1. From your perspective in working ] ] 0
with the independent auditors, are
you satisfied with the scope, nature,
extent, and timing of testing
performed by the independent
auditors?

2. Did the independent auditors work
. . O O ]
with you to ensure the coordination
of audit efforts to assure the
completeness of coverage,
reduction of redundant efforts, and
the effective use of audit resources?

3. a. Are you satisfied with the
knowledge, skills, and abilities of U U a
the staff assigned to do the audit
work?

b. Are you satisfied with the ‘ -
engagement eadership assigned, = s s
including the partner(s), manager(s) :
and fieldwork leaders?

4. a. Did the independent auditors
work with the internal auditors = = =
according to the plan?




Evaluating the Independent Auditors

Evaluation of the Independent Auditors | Yes No | Not Comments
Sure

CFO (or Finance Director)(cont.)

2. Are you satisfied with the
knowledge, skills, and abilities of U U U
the staff assigned to the audit
work?

3. Are you satisfied wntb the . ] B ]
engagement leadership assigned,
including the partner(s),
manager(s), and fieldwork leaders?

4. Did the independent auditors
. . . O 0O o

provide constructive observations,
implications, and recommendations
in areas needing improvement,
particularly with respect to the
organization’s internal control
system over financial reporting? .

5. a.If the choice were yours, would ] 0O 0
you hire the firm to conduct next
year’s audit?

b. If yes, are there any changes you
would make?

5. Are you satisfied with the quality
and quantity of information . U U
provided by the independent
auditor relative to the general
progress of the audit?

6. Were identified problems or 0 0 0
potential issues brought to your
attention in sufficient time to be
addressed without delaying or
extending the completion of the
audit? P

Controller (or Chief Accounting ¢
Professional)

1. From your perspective in working s B ]
with the independent auditors, are
you satisfied with the scope, nature,
extent, and timing of testing
performed by the independent
auditors?

g\qw;f



Evaluating the Internal Audit Team: Guidelines and Questions

Purpose of This Tool. The sample questions included in this tool are only a starting point to assist .
the audit committee in evaluating the performance and cffcctlvcncss of the internal audit team.’
Follow-up questions should be considered as appropriate. Please also note that many not-for-
profit organizations are not large enough to necessitate the formation of an internal audit team.
Each organization’s audit committee should cvaluate thc need for sucha team before
implementing one. - w

Audit Committee or Board Relationship With Internal Audit Team

It is in the best interest of all concerned for the audit committee or board of directors and the
internal audit team to maintain a strong positive relationship. The audit committee should view
the internal audit team as their eyes and ears about what is going on within the company. The
audit committee should promote a relationship of healthy professional skepticism between the
chief audit executive and the chief financial officer (CFO), though it is these two individuals that
will likely spend the most time working with the audit committee.

The audit committee chair and the leader of the internal audit team (the chief audit executive, or
CAE) should have frequent contact between meetings of the audit committee. In fact, the CAE
should have a “solid-line” reporting relationship to the audit committee (with a “dotted-line”
reporting relationship to a senior executive in the organization for administrative purposes), and
the audit committee should be consulted before the CAE can be hired, fired, or reassigned.

At every audit committee meeting the committee should hold an executive session with the CAE
to ask specific questions (see “Conducting an Audit Committee Executive Session: Guidelines
and Questions™). It is best for the audit committee to ask specific, yet open-ended questions, and
to probe deeper with the CAE on answers that might be puzzling or incomplete, The CAE should
be forthcoming with information including the results of audits conducted as well as audit
currently underway. The internal audit team must recognize that it is an agent of the audit
committee and not management.

The CAE should be the keeper of the audit committee charter and should consult with the
committee chair and the CFO in developing meeting agendas. -
Periodically, the CAE should review with the audit committee the staffing necds of the internal
audit team, and the competencies of the individuals filling those positions. As a best practice, the
internal audit team should not be the victim of a downsizing; in fact, it is at precisely.this time
that the internal audit team should be doing extra monitoring regarding the safeguarding of
assets, the integrity of the internal control system, and related matters.

Discussions between the CAE and the audit committee should also address the competencies of

the {inancial management team. The internal audit team is in the best position to determine
whether the financial management tcam is able to address complex accounting issues on its own,
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Evaluating the Internal Audit Team

Instructions for Using this Tool. The sample questions inclided in this tool arc only a starting -
point to evaluating the performance and effectiveness of the mtemal audlt team. Audit commlttee
members should ask follow-up questions where appropriate. - ' L e

ﬁva[uation of Internal Audit Team

Yes

No

Not
Sure

Comments

1.

Does the department appear to
be using its time and resources
effectively and efficiently?

0O

O

O

Are the department’s size and
structure adequate to meet its
established objectives?

Is the experience level of the
internal auditors adequate?

Does the department appear to
be objective, and what
procedures are performed to
ensure objectivity?

Is the technical knowledge of
the department members
sufficient to ensure that duties
are performed appropriately?

Does the department have an
appropriate continuing
education program?

Are there department members
with sufficient information
systems auditing expertise to
address the level of
technology used by the
organization?

Is the department’s work
planned appropriately?




Evaluating the Internal Audit Team

IEva[uation of Internal Audit Team

Yes

No

Not
Sure

Comments

17.

To what extent is the internal
audit team involved with
management and the independent
auditors to plan the scope of the
external audit, with reference to
internal audit areas reviewed by
the team since the last external
audit?

18.

Was the department’s
involvement in the annual
audit effective?

19.

What could be done in the
future to maximize the
department’s effectiveness and
efficiency?

20.

To what extent is outsourcing
used in the internal audit
function, what areas are
outsourced, and to whom are
they outsourced?

21.

Does the internal audit team
have a periodic “peer review”
performed and, if so, what
were the results of the latest
review?

22,

What criteria are used to
establish and prioritize the
annual and long-range internal
audit plan?




Evaluating the Internal Audit Team

Evaluation of Internal Audit Team

Yes

No

Not
Sure

Comments

29. To what extent is the internal
audit team involved with the
- “exit conferences” between
management and regulatory
and/or compliance auditors?

30. To what extent does the
internal audit team “sign off”
on resolutions of
management comments by
outside independent
auditors?

Other Questions or Comments
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Instructions for This Tool. The sample questions provided in this tool are.only a starting point -
to evaluating the performance and effectiveness of the audit commlttce Before completion, the -
committee should determine how it can best ensure that r responses reﬂect a forthrlght exchangc
of ideas and opinions among audit committee members. The committee should determine how
the process should be completed. The following sample questions can be.completed
anonymously, before attending an evaluation discussion meeting or during a session of the
committee. Discuss the following questions and include notes and comments if you feel further-
action is appropriate.

Audit Committee Self-Evaluation Tool Yes | No | Not Comments
Sure '

1. Does the andit committee have the appropriate number| — | s
of members? We would suggest a minimum of three
members. The audit committee should not be so large that:

« Its ability to operate efficiently and effectively is reduced.

* Members’ ability to raise issues is hampered.

» It is difficult to get a quorum when a time-sensitive issue
arises.

The audit committee should have a sufficient number of
members to ensure needed skill sets and knowledge are
represented on the committee. An independent
nominating/governance committee or independent directors
have responsibility for appointing audit committee members
and selecting the chair. :

2. Do all members continue to be independent, as defined
by policies applicable to the organization? In addition to
meeting the technical definitions of independence,
committee members demonstrate their objectivity during
meetings, through behaviors such as driving agendas,
rigorous probing of issues, consulting with other parties,
and hiring experts, as necessary.

3. Are differences of opinion on issues resolved to the
satisfaction of the committee?

4. Do the members challenge the chair as appropriate?

5. Is the audit committee charter used as a document to : H
guide the committee in its efforts, and to help guide the
committee’s agenda? Is the audit committee charter
matrix used to document compliance with the precepts
of the charter?
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Audit Committee Self-Evaluation Tool

Yes

No

Not
Sure

Comments

8. Are the organization’s financial reporting processes
stronger as a result of management’s interactions with
the audit committee?

For example:

(a) The audit committee understands and agrees with the board
on which categories of internal control it oversees.
Categories include (from the COSO standards):

» Integrity of financial reporting

* Compliance with laws and regulations

* Operational efficiency and effectiveness

The committee and the board concur with any changes to the
committee’s internal control oversight mandate.

(b) The audit committee understands the current high-risk areas
— including information technology and computer systems
— in the categories of controls it oversees, as well as how
management addresses those areas.

9. Is the committee cognizant of the line between oversight
and management, and does it endeavor to respect that
line?

10. Does the commiitee conduct executive sessions in a
manner that offers a “safe haven” to the individual,
while at the same time asking tough and necessary
questions, evaluating the answers, and pursuing issues
that might arise to a satisfactory resolution?

11. Do audit commmittee members participate in some form
of continuing education to stay abrcast of changes in the
financial accounting and reporting, regulatory and
cthics arcas?

12. Does the committee do its part to ensure the objectivity
of the internal audit team?

13. Does the committee provide constructive feedback to
the chief audit executive at least annually?

o



Single Audits — Circular No. A-133: Audits of States, Local
Governments, and Non-Profit Organizations

Purpose of This Tool. Office of Management and Budget (OMB) Circular A~133 was issued
pursuant to the Single Audit Act of 1984 and subsequent amendments. Tt establishes the . - -
standards in order to obtain consistency and uniformity among federal agencies for the audit of :

states, local governments, and not for~proﬁt orgamzatlons expendmg federal awards '

This tool is intended to aid not-for-profit orgaruzations in complymg the requxremcnts and
expectations of the Single Audit Act as we]l as to assxst w:th complzance of the pr0v1smns of the
Act. : o

The Single Audit Act requires that nonfederal entities that expend $500,000 or more in a year in
federal awards have a single or program-specific audit in accordance with the provisions of the
Act’s audit requirements. The determination of when an award is expended should be based on
when the award activity occurs. Expenditures include cash transactions, loans, loan guarantees,
federally restricted endowment funds, and various other types of noncash assistance, such as
interest subsidies. A program-specific audit may be elected only when an auditee expends federal
awards under one federal program (excludmg research and development, which is considered as
one major program) and the federal program’s laws, regulations, or grant agreements do not
require the auditee to have a financial statement audlt

Requirements and Responsibilities
Recipients of federal awards are required to:

Q Maintain a system of internal control over all federal programs in order to
demonstrate compliance with pertinent laws and regulations.

0 Identify all grant programs by Catalog of Federal Domestic Assistance (CFDA)
number and title, awarding agency, year of award, and any pass-through entities
if applicable.

a Ensure that audits mandated under OMB Circular A-133 are performed and filed
with appropriate federal entities as required.

a Follow up on any audit findings, questioned costs, or compliance issues. This
involves specific responses and, when necessary, taking corrective action that

will resolve current and/or previous findings.

w] ngn the official data collection and single audit submission form that is prepared
in conjunction with the independent auditor. The recipient organization is legally

Copyright © 2005 AICPA, Inc. I
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responsible for the accuracy and timely submission of these forms even if the
auditor prepares the forms.

Auditors of recipients of federal awards are required to:

]

a

Plan and conduct the audit in accordance with GAAS (generally accepted auditing
standards) and GAGAS (generally accepted government auditing standards).

Determine if the organization-wide and federal awards financial statements are
presented fairly in accordance with GAAS and GAGAS.

Determine if Schedule of Expenditures of Federal Awards is presented fairly in
relation to the organization’s financial statements as a whole,

Perform tests that demonstrate an understanding of the recipient’s internal
controls in order to support a “low assessed risk” for major programs.

Determine that the recipient has complied with laws, regulations, and grant
agreements through review and testing procedures.

Follow up on the status of previous audit findings.

Awarding agencies have the following responsibilities in the audit process:

a

a

Ensure that audits are completed and filed on time.

Provide technical assistance to auditors and recipients who may have audit
questions.

TIssue a management decision on financial and compliance audit findings within

six months after an audit report has been submitted.

Ensure that recipients follow up on audit findings and develop and implement a
corrective action plan if necessary. :

P

Reporting ;

The auditor’s report may be in the form of either combined or separate reports. The
auditor’s report will state that the audit was conducted in accordance with OMB Circular
A-133 and include the following:

a

An opinion (or disclaimer of opinion) about whether the financial statements and
schedules of expenditures are fairly presented in accordance with GAAP.

Report on the status of internal controls relative to the financial statements and
major programs.
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G Compliance report that describes the degree to which the recipient has complied
with laws, regulations, and the terms and conditions of the federal assistance
awards.

g Schedule of findings and questioned costs.
0 List of major programs using the required risk-based methodology.

0 Determination conceming federal programs as to whether the recipient of the
federal award is a “high risk” or “low risk.”

Conclusion

The specific requirements and responsibilities of federal agencies and nonfederal
recipients are detailed in OMB Circular A-133 (see the Circular available at
www.whitehouse.gov/omb/circulars/a133/a133 html). Federal agencies are required to
apply the provisions of Circular A-133 to all nonfederal entities that receive and expend
federal awards either directly from federal awarding agencies or as sub-recipients who
receive federal awards from a pass-through entity.



AICPA Audit Committee Toolkit: Not-for-Profit

Association of Audit Committee Members, Inc. www.aacmi,org

The Association of Audit Committee Members (AACMLI) is a not-for-profit association of audit
committee members dedicated to strengthening the audit committee by developing national best
practices. They are devoted exclusively to improving audit committee oversight.

Association of Certified Fraud Examiners www.cfenet.com

The Association of Certified Fraud Examiners (ACFE) is a global professional organization is
dedicated to fighting fraud and white-collar crime. With chapters around the globe, the
Association is networked to respond to the needs of anti-fraud professionals everywhere. They
offer guidance on fraud prevention, detection, and investigation, as well as internal controls,

Association of Community College Trustees www.acct.org

The Association of Community College Trustees (ACCT) is a not-for-profit educational
organization of governing boards, representing more than 6,500 elected and appointed trustees
who govern over 1,200 community, technical, and junior colleges in the United States, Canada,
and England,

Association of Governing Boards of Colleges and Universities www.agb.org

The Association of Governing Boards of Universities and Colleges (AGB) is a national
organization providing university and college presidents, board chairs and individual trustees of
both public and private institutions with the resources they need to enhance their effectiveness.

BoardSource www.boardsource.org

BoardSource is a resource for practical information, tools and best practices, training, and
leadership development for board members of not-for-profit organizations worldwide. Through
their programs and services, BoardSource enables organizations to fulfill their missions by
helping build strong and effective nonprofit boards,

Committee of Sponsoring Organizations of the Treadway Commission WWW.C0S0.0rg

P
The Committee of Sponsoring Organizations of the Treadway Commission (COSO) is a
voluntary private-sector organization dedicated to improving the quality of finafcial reporting
through business ethics, effective internal controls, and corporate governance. Originally formed
in 1985 to sponsor the National Commission on Fraudulent Financial Reporting, COSO has
released numerous influential publications including Internal Control—Integrated Framework.

Conference Board www.conferenee-board.com

The Conference Board is a global, independent membership organization that creates and
disseminates knowledge about management and the marketplace to help businesses strengthen
their performance and better serve society. They conduct research, convene conferences, make
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forecasts, assess trends, publish information and analysis, and bring executives together to learn
from one another.

Council on Foundations www.cof.org

The Council on Foundations (COF) is a membership organization of more than 2,000
grantmaking foundations and giving programs worldwide. They provide leadership expertise,
legal services, and networking opportunities.

Ethics Officers Association www.coa.org

The Ethics Officers Association (EQA) is the professional association exclusively for managers
of ethics, compliance and business conduct programs. The EOA provides ethics officers with
training and a variety of conferences and meetings for exchanging best practices in a frank,
candid manner.

Ethics Resources Center www.ethics.org

The Ethics Resource Center (ERC) is a nonprofit, nonpartisan educational organization whose
vision is a world where individuals and organizations act with integrity. Their mission is to
strengthen ethical leadership worldwide by providing leading-edge expertise and services
through research, education and partnerships. Especially useful are their resources on business
and organizational ethics,

Financial Executives International www.fei.org

The Financial Executives Institute (FEI) is the preeminent professional association for senior
level financial executives including Chief Financial Officers, VPs of Finance, Controllers,
Treasurers, and Tax Executives. They provide peer networking opportunities, emerging issues
alerts, personal and professional development and advocacy services.

Harvard Business School’s Corporate Governance, Leadership & Values www.cglv.hbs.edu

Harvard Business School’s Corporate Governance, Leadership & Values Web site is a
comprehensive overview of research, educational programs, and other activities at Harvard
Business School aimed at providing new frameworks for thought and practice in the interrelated
areas of corporate governance, leadership, and values. It includes links to the ohgoing workshop
series; background papers; research programs, such the Corporate Governance Initiative;
executive education programs; viewpoints on key issues published in the national press; faculty
comments in the media; and an on-line forum for exchanging views on emerging issues.

Independent Sector www.independentsector.org

The Independent Sector (IS) is committed to strengthening, empowering, and partnering with
nonprofit and philanthropic organizations in their work on behalf of the public good.
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Institute of Internal Auditors www.theiia.org

The Institute of Internal Auditors (IIA) is an international organization that meets the needs of a
worldwide body of internal auditors. IIA focuses on issues in internal auditing, governance and
internal control, IT audit, education, and security worldwide. The Institute provides internal audit
practitioners, executive management, boards of directors and audit committees with standards,
guidance, best practices, training, research, and technological guidance for the profession.

Institute of Management Accountants www.imanet.org

The Institute of Management Accountants (IMA) is a professional organization devoted to
management accounting and financial management. The IMA influences the concepts and ethical
practices in management accounting and financial management. Its ethical standards provide
guidance to practitioners for maintaining the highest levels of ethical conduct.

f

Internal Revenue Service www.irs.ustreas.gov/charities/index. html

The Internal Revenue Service (IRS) has tax information for charities and other not-for-profit
organizations.

IT Governance Institute www.itgi.org

Established by the Information Systems Audit and Control Association and Foundation (ISACA)
in 1998, the IT Governance Institute (ITGI) exists to assist enterprise leaders in understanding
and guiding the role of IT in their organizations. ITGI helps senior executives to ensure that IT
goals align with those of the business, deliver value, and perform efficiently, while IT resources
are properly allocated and its risks mitigated. Through original research, symposia and clectronic
resources, ITGI helps ensure that boards and executive management have the tools and
information they effectively manage the IT function,

National Association of College and University Business Officers www.nacubo.org

The National Association of College and University Business Officers (NACUBO) represents
chief administrative and financial officers thmugh a collaboration of knowledge and professional
development, advocacy, and community. Their vision is to define excellence in hlgher education
business and financial management.

National Association of Corporate Directors www.nacdonline.org

Founded in 1977, the National Association of Corporate Directors (NACD) is an educational,
publishing and consuiting organization in board leadership and the only membership association
for boards, directors, director-candidates and board advisors. The NACD promotes high
professional board standards, creates forums for peer interaction, enhances director effectiveness,
asserts the policy interests of directors, conducts research, and educates boards and directors
concerning traditional and cutting-edge issues.

- -,
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Unique Transactions and Financial Relationships

Purpose of This Tool. Some transactions and financial relationships put an organization at -
increased financial risk. Generally accepted accountmg principles (GAAP) provide guidance
about how an organization should account for and report these transactions and relationships -
as a means to fully inform the entity’s constituents. It is 1mp011ant that the audlt comm1ttee;f 8
understand the nature and the reason for these transactions-and re!atlonshlps and’ ensure that -

management adequately discloses them' in its financial statements. ThlS tool is mtended to -
assist audit committee members 1n gaining an understandlng of these umque transacnons ‘and -
relationships so they may assess the apprOpnateness of management 8 accountmg treatment
for them and whether it meets the objectives of financial reporting. . S

Some transactions and financial arrangements put an organization at increased financial risk. The
audit committee should be aware of these transactions, relationships, and circumstances that may
require recognition in the organization’s financial statements and should ensure that those
transactions and events have been accounted for properly. Some of the more common of these
transactions and relationships that the audit committee should be aware of are;

1. Tax-exempt ﬁnancing

2. Investments in derivative financial instruments

3. Securities lending transactions

4. Relationships with legally separate entities

5. Joint ventures with other governments or organizations

The following information provides background about these types of transactions and
relationships. -

Tax-Exempt Financing i’

Many NPOs enjoy the benefit of tax-advantaged borrowing through the use of tax-exempt bonds.
In the typical tax-exempt bond transaction, a conduit govemmental agency issues bonds carrying
interest rates below those of taxable bonds on behalf of the NPO. Upon issuance, the bonds are
purchased by an underwriter and sold to institutional investors, the general public, or both. The
conduit agency simultaneously lends the proceeds to the NPO at repayment terms specified in
the loan agreement and the bond indenture. Some tax-cxempt bonds are issued with credit
enhancement, giving the investors in such bonds assurance regarding their credit worthiness.
NPOs use credit enhancement to lower the overall cost of borrowing. Such enhancement may be
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employed in the form of bond insurance or a letter of credit from a highly rated financial
institution. In such cases the provider of credit enhancement usually requires certain fees,
financial covenants, collateral, or any combination of such, from the NPQ in return for providing
the enhancement,

To assure success, the typical tax-exempt bond transaction involves the services of many experts.
For example, the NPO should employ the services of competent borrower’s counsel having an
excellent track record in transactions similar to the proposed deal. The NPO will also need a
highly experienced underwriter to help structure the deal, guide the process, and eventually seil
the bonds. Often, an NPO borrower will engage a financial consultant to assist in developing
financial pro-formas. In consultation with the conduit govermnmental issuer, the NPO will select
the bond counsel; whose role is to protect the interests of bondholders and certify the bonds as
tax exempt. If credit enhancement is part of the plan, the NPO will select an appropriate provider
and negotiate the best possible credit deal. In addition, the conduit issuer and the credit
enhancement provider will be represented by legal counsel. The fees for all these professionals
are normally paid by the NPO borrower and become part of the bond issuance costs.

Bond issuance costs generally should not exceed 2 percent of the total face amount issued.
Additionally, the repayment term for tax-exempt bonds usually cannot exceed the average
esttmated economic life of the project costs funded by such bonds and proceeds from the tax-
exempt financing generally cannot be used to fund costs for which specific resources have been
dedicated, such as restricted contributions received from institutional and individual donors,
Many regulatory issues are operative in issuing tax exempt bonds, Audit committees of NPO tax-
exempt bond borrowers should obtain assurance from management, competent advisers, or both
that all applicable laws and regulations have been observed. Specific consideration should be
given to:

1. State laws governing issuance and the use of tax-exempt bond proceeds - Although tax-
exempt borrowing is allowed by federal law (under certain circumstances), each state
must enact enabling legislation to designate conduit issuets and regulate the use of tax-
exempt bond proceeds. For example, some states may restrict the use of tax-exempt bond
proceeds to housing programs.

2. IRS regulations concerning;

M
a. Use of proceeds—IRS regulations include specific qualified uses for tax-exempt
bond proceeds. Generally, proceeds must be used primarily for capital projects,
with certain exceptions. No more than 2 percent of proceeds may be used to
finance issuance costs. -

b. Qualifying borrowers and issuers—Issuance of tax-exempt bonds and use of the
proceeds therefrom is restricted to certain types of entities. The IRS is the
watchdog agency to ensure that the substantial benefits provided by tax-exempt
borrowing accrue only to the intended beneficiaries.
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Financial Accounting Standards Board (FASB) Statement of Financial Accounting Standards
No. 133, Accounting for Derivative Instruments and Hedging Activities, is the source for
technical guidance about accounting for derivatives and required reporting disclosures.

Securities Lending Transactions

Sometimes, organizations have large amounts of long-term investments in their portfolios. If an
organization wants to eam additional income, it might lend some securities to brokers or
financial institutions that need to borrow those securities to cover a short position (that is, they
sold a security without owning it} or to avoid a failure to receive a security it purchased for
delivery to a buyer. In these transactions, the organization transfers its securities for collateral,
which may be cash or other securities, and agrees to return the collateral for its original securities
at some time in the future.

When an organization lends its securities, it reports these securities as pledged assets in its
financial statements. If the organization receives cash as collateral on the securities lending
transactions, makes investments with that cash, or can sell the securities it received as collateral,
these amounts are also reported as asscts in the financial statements, Of course, because the
collateral must be retumed in the future, the organization also reports a liability for these
transactions in the financial statements. In addition, the notes to the financial statements should
disclose: :

e The policy for requiring collateral or other security

¢ The carrying amount and classification of assets not reported separately in the statement of
financial position

¢ The fair value of collateral and the amount sold or repledged as of the statement date in
situations in which the transferor has received collateral that it is permitted to sell or
repledge.

FASB Statement No. 140, Accounting for Transfers and Servicing of Financial Assets and
Extinguishments of Liabilities, provides specific guidance on accounting and reporting for
securities lending transactions. - o

Relationship With Legally Separate Entities

Separate entities are created by not-for-profit organizations for a variety of reasons. Some of the
more common reasons include greater efficiency in financing and administering debt backed by
revenue-generating  activities and providing additional services that may not have been
envisioned when the organization’s charter was written.
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Financial reporting standards require an organization to determine when a separate entity should
be included as part of the organization’s financial reporting entity through consolidation.
Although detailed and complex analyses ultimately determine which legally separate entities
should be consolidated, entities are generally included if they are controlled by the organization.

AICPA Statement of Position 94-3, Reporting of Related Entities by Not-for-Profit
Organizations, provides specific guidance on financial reporting under such circumstances.

Joint Ventures

y
A joint venture is a legal entity that results from a contractual arrangement to pool resources and
share the costs, risks, and rewards of an activity with other organizations. In a joint venture, cach
of the participants retains an ongoing financial interest, an ongoing financial responsibility, or
both.

Joint ventures typically are accounted for using the equity method of accounting. Under the
equity method the organization recognizes its respective share of the joint venture’s income or
loss and any changes in the value of the joint venture.

Accounting Principles Board Opinion No. 18, The Equity Method of Accounting for Investments
in Common Stock, provides specific guidance on financial reporting under such circumstances.

gt

Instructions for Using This Tool. The sample questions included in this tool are a starting point

for understanding unique transactions and special _relationships_ that may be present in a not-for- -
profit organization. Audit committee members should answer the following questions in-":- "

discussion with management and consultation with the independent auditor or other experts as
needed. o e ' N

Audit Committee Questions of Notes
Management ‘

Tax-Exempt Bond Offerings
1. Please describe the proposed tax- :

exempt bond transaction deal points,
including use of funds, bond
structure, interest rate mode, credit
enhancement, covenants, collateral,
repayment terms, and source of
repayment funds, for example.
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Audit Committee Questions of
Management

Notes

Tax-Exempt Bond Offerings (cont.)

2. Describe the process for selection
and qualifications of expert advisers
engaged to assist with the tax-exempt
bond transaction:

* Borrower’s counsel

e Financial consultant
Underwriter

¢ Bond counsel

¢ (redit enhancement provider

* Arbifrage rebate compliance
consultant

e Bond trustee

3. Describe the procedures management
will implement to ensure compliance
with state and federal laws and IRS
and SEC regulations governing tax-
exempt bond transacions.
Specifically, how will management
protect the organization from the risk
of noncompliance default?

4. Describe management’s proposed
accounting treatment of issuance
costs and review tax-exempt bond
footnote disclosure in the financial
statements.

5. Review the initial offering statement.
Discuss compliance with SEC
regulations including Rule 15¢2-12
disclosures, if applicable.
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Audit Committee Questions of
Management

Notes

Tax-Exempt Bond Offerings (cont.)

6. Review IRS Form 8038, Information
Return for Tax Exempt Private
Activity Bond Issues. Discuss
ongoing compliance with IRS
regulations with respect to arbitrage
rebate rules.

7. Describe all debt covenants resulting
from the tax-exempt bond transaction
and procedures to ensure compliance
on an ongoing basis. Review
financial statement footnote
disclosure of material debt
covenants.

Derivatives

1. Please describe the organization’s
policies for investing in derivative
financial instruments. Are there any
restrictions regarding the type,
maturity length, or percentage of
total portfolio?

2. Describe how management has
valued its derivatives for financial
statement presentation. Discuss the
types of risks these investments have
and how management has decided to
manage those risks.

Securities Lending

1. Please describe the organization’s
policies for entering into securities
lending agreements.
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Audit Committee Questions of
Management

Notes

Securities Lending (cont.)

2. Please describe how any securities
lending transactions have been
accounted for and whether they have
been included in the organization’s
financial statements. Include whether
collateral can be used to purchase
securities, whether maturities of
original and collateral securities
match, and the credit risk associated
with the securities.

Legally Separate Entities

1. Has the organization created,
authorized, or become aware of any
legally separate organizations that
have financial relationships with the
organization? If so, please provide
details of the arrangement.

Joint Ventures

1. Has the organization entered into any
agreement with another organization
to share resources, costs, and risks
for providing goods and services or
other purposes? If so, please describe
the details of the arrangement.

2. For any such agreements, please
describe how the organization

the effects of such participation are
displayed or disclosed in the
organization’s financial statements.

accounts for its participation and how




