Fundamentals

Ways and means for the public sector
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If you've served as an auditor or have been on the receiving
end of an audit, you know the process can go really well or
really badly — for a variety of reasons. So no matter which
side of the next audit you're on, the following tips can help
you navigate your way to a great audit.
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Nobody likes surprises when it comes to the audit process,
which usually results in embarrassment and unpleasant
ynancial consequences. As the CFO of an organization,
the last thing that you want is to be bowled over during
the audit — whether it's a large audit adjustment or news
about a new accounting pronouncement that affects your
organization € this year. Audit adjustments happen,

and can be warranted, but they’re much more palatable
if identiyed and discussed & as early as possible, such as
during preliminary yeldwork, rather than during the
year-end audit & with management and the audit
committee. There’s no reason why a new pronouncement
should be a shock to anyone. Not only is new guidance
issued yrst in the form of an exposure draft, but typically
numerous communications are written about updates and
can be found on Financial Accounting Standard Boardis
Web site. As well, pending new pronouncements are
required to be disclosed in your audit report annually
and are also discussed in American Institute of Certiyed
Public Accountants industry alerts (published yearly).
However, despite the notiycations, new guidance
sometimes falls through the cracks and sneaks up.
Usually, it isn’t the new pronouncement that’s
problematic, but CPA yrmsi interpretation. As with
potential audit adjustments, proper planning and
announcements are the best way to prevent surprises.
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First, the collaborative development of the audit

timeline is crucial. Without agreement on the deliverables
and timing of the work to be completed, it’s easy for

audit delays to occur, resulting in missed deadlines.
Second, potential audit issues need to be pushed out

and discussed — and the sooner the better. Third, there’s
no reason not to have regular progress meetings with
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your auditors. Weekly meetings or conference

calls between management and the auditor are
helpful to discuss the progress of each audit phase,
identify potential adjustments and talk about

passed adjustments, control and management letter
comments. Management shouldn’t rely on their
auditors to plan their audits, but should take an active
interest in the planning process, particularly the
discussion of key dates, risk areas and potential

audit issues.
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All right, not all auditors are the best communicators.
As a result, management teams sometimes ynd
they’re working with an audit team that may not be
as forthcoming as they’d like. This lack of interaction
becomes abundantly clear when the following occurs:

e Reports are delivered late with no warning

A Adjustments are brought up at the last minute

A Additional billings seem to appear from nowhere
without prior conversation

¢ Management letter comments are not discussed
with management until just before the audit
committee meeting

Unfortunately, human nature is to put off difycult
conversations, sometimes at the auditee’s expense.
To avoid the unexpected, management should
communicate frequently with their auditors &

ask questions and be persistent if you donit like
the answers you receive.
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Nothing slows down the wrap up of an audit
engagement more than untimely manager and
partner reviews. With proper planning and
commitment, both manager and partner reviews can
take place while the audit team is fistill in the yeld.o
When this doesn’t occur, numerous complications
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This is a companion article to the second quarter
Fundamentals article “New Form 990: The schedules.”

After months of fear, loathing and negative letters to
the IRS, the exempt organization community ynally has
closure on what executive compensation reporting will
look like for the new Form 990 & and the news is
pretty good.

Historically, not-for-proyts were required to report
compensation amounts for ofycers, directors,

trustees and key employees on Part VV of Form 990.
Compensation amounts were broken down into salaries,
contributions to employee beneyt plans and allowances.
Further, for 501(c)(3) organizations, the top yve
employees who were paid more than $50,000 had

to be listed on Schedule A, Part 1.

For years, the IRS) deynition of key employee was,
“any person having responsibilities, powers, or
inpuence similar to those of ofycers, directors or
trustees. The term includes the chief management
and administrative ofycials of an organization.o

The CEO/president, the chief operations ofycer and
the chief ynancial ofycer were generally considered to
be key employees.

On the 2008 Form 990, total compensation for ofycers,
directors, trustees and key employees must be reported
in Part VII. In addition, the top yve fiother employeeso
making greater than $100,000 in compensation must be
reported in this section. This means that organizations
exempt under sections 501(c)(4), 501(c)(6), 501(c)(7) and
others will be required to list total compensation for fikey
employeeso plus, potentially, yve employees that they
havenit been required to disclose in the past.

With the initial draft of Form 990 and its instructions,
one of the biggest concerns was with the IRS) deynition
of key employee. Most NFPs had been living under the
impression that a key employee would be any employee
who met the responsibilities/powers/inpuences threshold
above; plus any employee who managed a discrete
segment/activity of the organization that represented 5
percent or more of activities, assets, income or expenses;
or had or shared responsibility to control or determine

5 percent or more of capital expenditures, operating
budget and employee compensation. This deynition would
have had caused quite a burden on most NFPs since itis
estimated that most 501(c)(3) organizations would have
to report between three and 12 key employees on

Form 990, Part VII.

When the ynal 2008 Form 990 instructions came in
August 2008, many NFPs were pleased (by comparison)
with the changes. The reyned deynition of key employee
is a deynite improvement over what was in the April 2008

draft instructions. No one who has less than $150,000 in
total compensation will be considered a key employee.
(Note: iOrganization/corporate ofycerso will have to be
reported on Part VII regardless of compensation.)

The just-released instructions use a three-facet test

as follows:

Deynes key employee for purposes of reporting executive
compensation in Part VIl and Schedule J, Compensation
Information; transactions with interested persons in
Schedule L, Transactions With Interested Persons;

Part VI, Governance, Management, and Disclosure;

and other items. In general, the three-part key employee
deynition will require reporting as a key employee only
those employees, other than ofycers, directors and
trustees, who:

1. had reportable compensation exceeding $150,000 for
the year (the fi$150,000 testo);

2. had or shared organizationwide control or inpuence
similar to that of an ofycer, director, or trustee or
managed or had authority or control over at least
10 percent of the organizationis activities (the
firesponsibility testo); and

3. were within that group of the organizationis top 20
highest paid employees for the year who satisyed both
the $150,000 test and the responsibility test (fitop
20 testo).

This deynition should reduce the yling burden for Form
990, Part VII and Schedule J.

If a person is listed on Part VIl and makes $150,000 in
total compensation (automatic for a key employee), they
will trigger additional reporting on the new Schedule

J, Compensation Information. (Note: For any ofycer,
director, trustee or key employee required to be included
on Schedule J, a number of somewhat intrusive items of
information must be provided for each person listed.)
Among these items are whether the organization

paid for: yrst class travel, travel for companions,

tax indemniycation/gross-up payments, a discretionary
spending account, housing allowance or provided

a residence, payments for business use of personal
residence, paid health or social club dues or initiation
fees and/or paid for personal services (i.e. maid,
chauffeur, chef).

Finally, on Form 990, Part VI and Schedule J, questions
are asked about how the organization arrived at and
approved the compensation of the CEO/executive director.
It would be wise to review these questions and the IRSb
rebuttable presumption rules before yling your 2008
Form 990.
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can arise; the audit team moves on to another job,
audit documentation is requested after the team

has left & just as issues are raised, or worst of all,
adjustments are proposed just prior to delivering the
draft audit report. These complications can result in
engagement inefyciencies, but scheduling conpicts and
other priorities often prevent jobs from being properly
reviewed in the yeld. CFOs should ask about the status
of the review process and request that manager and
partner reviews take place before the audit team leaves.
It's a great way to help ensure your audit is wrapped up
in a timely manner.
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With today’s auditing standards and the importance of
planning, a signiycant amount of preliminary or interim
work is a must in order to ensure potential audit issues
are identiyed early in the audit process. Management
usually prefers an adjustment-free audit, so an
appropriate amount of interim audit work is a great way
to ensure the audit will be free of audit adjustments and
other bombshells.
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A steady dialogue between the auditing yrm and the
organizationis management should occur throughout the
year & not just at year end. Midyear meetings & formal
or informal & afford management the opportunity to
ask questions and discuss such matters as new revenue
sources, changes in programs or activities and potential
ynancings. Likewise, such midyear meetings give the
auditor the chance to introduce fresh ideas, discuss the
latest accounting and auditing standards, and moreover,
stay in touch with your organizationis team.
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Great audits almost always require a working knowledge
of the organization being audited, such as critical risk
areas and key internal controls. Staff continuity within
the audit team is critical to retaining this organizational
knowledge and avoiding the reeducation of team
members on your operations, accounting procedures
and internal controls. Likewise, continuity is also
critical to a successful audit. While turnover can't
always be avoided, either within the organization or

audit team, plan accordingly for the potential impact
it may have on the year-end audit. If turnover occurs,
consider increasing the number of progress meetings
with the audit team so that questions and issues can
be resolved on a timely basis.
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Most CFOs and audit committees appreciate a
management letter that conveys meaningful and
useful information that management and the audit
committee can act on to either make signiycant
improvements in internal controls, operations or
proytability. Thereis a tendency for management
letters to be much more focused on internal control
matters and less focused on business advice. This is a
result of the Sarbanes-Oxley Act of 2002 and issuance
of new auditing standards that re-emphasize the
auditor’s responsibility regarding internal control.

A great management letter can certainly be one thatis
focused on control issues. But, most management
teams still place a high value on operational advice
that allows them to better achieve their organizational
goals and missions.
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Since the passage of SOX, many organizations have
established audit committees that meet with their
auditors at least once a year. Great audits normally
involve interaction with an active audit committee
which typically consists of a minimum of two
meetings annually between the audit committee
and the organizationis auditors; once during the
planning phase and another at the end of the audit.
Frequent meetings are useful in keeping the

audit committee up-to-date on matters discussed with
management during the year, such as at

midyear meetings.

When it comes time for your next audit, make
sure these nine attributes are factored into your
audit process.

If your recent audit was anything but great, it may be
time to have a candid discussion with your auditor.
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