Chapter 15
Auditing Governments and Not-for-Profit Organizations

Questions for Review and Discussion 
1.
The Yellow Book, (Government Auditing Standards), is the primary source of generally accepted government auditing standards. The GAO has no authority to regulate the audits of either state or local governments or not-for-profit organizations. Nevertheless, it issued the Yellow Book in the hope that the standards would elevate the audit practices of governments at all levels. More importantly, the Single Audit Act requires that all audits conducted under its provisions meet the Yellow Book standards. Therefore, the audits of all federal funds recipients subject to the Single Audit Act — which include most state and local governments and many not-for-profits — have been influenced by the standards.

2.
The main distinction between audits of governments and not-for-profits and audits of businesses is that those of governments and not-for-profits are far more concerned with assuring that the auditee has complied with applicable provisions of laws, regulations, and provisions of grants and contracts.

  3.
The State Auditor of Missouri is part of the same governmental unit (i.e., the state) as the University of Missouri. Hence he or she could not meet the AICPA criteria of independence. The GAO standards have addressed this apparent conflict by stating that a government audit organization may be considered independent as long as it is:

· from a different branch (e.g., legislative, executive) of the government than the particular units that it is to examine; or

· is headed by an auditor who is elected by the citizens of the government’s jurisdiction or who is accountable to the government’s legislative body.


Therefore he or she would not be in violation of the GAO standards.

  4.
The GAO standards require that all accountants who perform government audits have at least 80 hours of continuing professional education (CPE) hours every two years. Of these 24 must be directly related to the governmental environment. The AICPA standards include no comparable requirements for CPE hours in specialized areas.

  5.
The GAO, but not the AICPA, standards require that the complete audit report, including deficiencies in internal control and instances of illegal acts, irregularities or noncompliance be made public.  Sarbanes-Oxley has not changed the AICPA standards, but requires a firm within the jurisdiction of the PCAOB to report on its client’s internal control structure and to have its auditor both issue an opinion on the firm’s reports on internal control and issue its own report on internal control.  

The GAO, but not the AICPA, standards, require that the auditors explicitly describe (either in their reports on the financial statements or in separate reports) the scope of their compliance and internal control testing. They must also indicate any irregularities, illegal acts and other instances of material noncompliance that they found.

  6.
A single audit is an audit designed to assure that:

· the financial statements of the entity as a whole can be relied upon;

· the entity is adhering to the common set of federal laws and regulations that apply to all recipients of federal aid; and

· the entity is satisfying the laws, regulations and provisions that apply to each specific federal award received by the auditee, even though the awards are from different agencies.


A single audit is typically performed by one independent CPA firm or government audit organization. The auditors furnish reports to each of the agencies providing the awards. Prior to the enactment of the Single Audit Act, each federal agency making an award would audit the federal funds recipient itself to assure that the entity complied with the provisions relating to its own awards. The result was both duplication of audit effort and inadequate focus on the entity as a whole.

  7.
The two main components of a single audit are:

· an audit of the financial statements conducted under generally accepted government auditing standards; and

· an audit of federal financial assistance (i.e., one that assures compliance with the provisions of federal awards)

  8.
Compliance requirements apply to all federal awards and “involve significant national policy and for which failure to comply could have a material impact on an organization’s financial statements including those prepared for federal programs.” The 14 requirements relate to:

· allowable activities

· prevailing wages

· cash management

· required reports

· relocation assistance and real property acquisition

· allowable costs

· eligibility

· equipment and real property management

· matching level of effort and earmarking

· period of availability of funds

· procurement, suspension and disbarment

· program and income

· subrecipient monitoring

· special tests and provisions

  9.
Specific compliance requirements relate to matters such as:

· the individuals or groups that are eligible to participate in the program or to receive financial assistance;

· the types of goods or services that may be acquired;

· the percentage of its own funds that an entity must contribute to a program; and

· any special reports that the organization must submit to  the sponsoring agency.

10.
Financial audits are characterized by the attest function. The auditors attest to (vouch for) the fairness of assertions made by others (i.e., management). In a performance audit, however, the auditors make their own independent assertions; they do not attest to those of others.

11.
The four main types of reports are:

· an opinion as to whether the financial statements are fairly presented in accord with generally accepted accounting principles and an opinion as to whether a schedule of expenditures of federal awards is presented fairly;

· a report on compliance and on internal controls relating to the financial statements;

· an opinion as to whether the organization complied with laws, regulations, and the provisions of contracts or grant agreements applicable to major programs;

· a schedule of findings and questioned costs

12.
A single audit is risk based in that the auditors are required to direct their attention mainly to major programs. Major programs are those that make up a relatively large proportion of the total federal awards received by the entity and for which there is a high risk of noncompliance. In addition, in planning the engagement, the auditors must give explicit consideration to audit risks — inherent risk, control risk, fraud risk and detection risk.

13.
Performance audits differ from financial audits in terms of:

· Focus. Financial audits focus on the entity as a whole; performance audits focus on specific programs or activities.

· Timing. Financial audits are carried out routinely, usually at the end of each year; performance audits are conducted only occasionally, usually as often as audit resources permit.

· Evidence. In financial audits auditors examine a few well-delineated types of evidence, most of which are common to all entities; in performance audits the evidence is more varied and may be unique to each engagement.

· Auditor skills. Financial audits are conducted mainly by CPAs or others with accounting backgrounds; performance audits are often performed by teams with more varied backgrounds.


It might be noted that financial audits of all types of organizations are increasingly focusing on administrative and accounting systems and controls, rather than direct verification of account balances. Consequently, the distinctions between performance and financial audits are gradually becoming less pronounced.

14.
The general criterion for selecting programs or activities for audit is the potential for the greatest cost savings (or increased accomplishment). Therefore they look for programs with large expenditures and/or substantial risk of inefficiencies or noncompliance.

15.
The steps that auditors can take to discern the objectives of a program or activity include the following:

· Examine the legislation that created the program or authorized funds for it.

· Study the “legislative history” of the program, including committee reports, the various versions of the authorization bills as they passed through the legislative process, statements of the bills’ sponsors, and transcripts of committee and floor debates.

· Review budgets, especially if they are in a program format.

· Read internal performance reports, memos and other documents in which objectives may have been either explicitly stated or implied.

· Interview program managers and other key personnel.

16.
The key features of a performance audit report include:

· an explanation of the audit’s objectives and of its scope and methodology;

· the significant auditing findings, including the reasons for any deficiencies and their impact on the organization’s operations and financial statements.

· an indication of all significant instances of illegal acts or noncompliance with regulations and contractual provisions;

· a description of any significant deficiencies in management controls, including the consequences of such deficiencies;

· recommendations as to how to correct problems and improve operations;

· a description of any noteworthy accomplishments;

· views of officials responsible for the program or activity.
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Problems
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1.
The general standards state that each audit organization must undergo an external quality control review.

2.
The field work standards state that auditors should design the audit to provide reasonable assurance of detecting “material misstatements resulting from direct and material illegal acts.”

3.
The general standards state that the staff assigned to conduct the audit should collectively possess adequate professional proficiency for the tasks required. As indicated in the text, to meet this standard, auditors that perform government audits must complete at least 24 hours of CPE related directly to the government environment and to government auditing.

4.
The general standards says that the audit organization and the individual auditors must be independent. Although not explicitly discussed in the text, the relationship described — that of an auditor working for a client under audit as a financial administrator — would impair independence.

5.
The field work standards state that the auditors should design the audit to provide reasonable assurance of detecting “material misstatements resulting from noncompliance with provisions of contract or grant agreements.” Relying on the work of internal auditors, without at least conducting sample tests to assure that it was properly carried out, would not satisfy this standard.

6.
The reporting standards indicate that “in some circumstances, auditors should report irregularities and illegal acts directly to parties external to the audited entity.” As made clear in supporting OMB circulars, a pattern of violations, even if none was material or serious by itself, would warrant reporting to granting agencies.

7.
The reporting standards indicate that auditors must explicitly describe (either in their report on the financial statements or in a separate report) the scope of their internal control testing.
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The following is an illustrative approach to obtaining the evidence to support or reject the findings of the preliminary survey:

· Review the legislative history of the program, including preliminary versions of the authorization measures, committee reports, transcripts of committee hearings, speeches made in support of the bill, etc., so as to discern the intent of Congress as to what areas should be targeted for assistance.

· Review the policies of HUD as to how areas should be selected. These policies should set forth specific criteria (e.g., between 30 and 60 percent of buildings in the area should be in violation of specified building code provisions; 50 percent of the streets fail to be rated “acceptably” on an objective scale of cleanliness; 20 percent or more of street lights are not in working order; 20 percent or more of sidewalks are rated as being in “unacceptable” condition). Assess whether the policies reflect the intent of Congress. If they do not, then the conflict between Congress’ intent and the policies is itself a reportable finding and evidence that program’s objectives are not being achieved. Similarly, a failure of HUD to develop specific selection criteria would be evidence of an administrative deficiency.

· Review manuals or other written documents that set forth the specific procedures for selecting areas for participation in the program. Assess whether these procedures are consistent with the selection policies. If they are not, then this inconsistency is also evidence of a serious flaw in the implementation of the program.

· Obtain summary statistics as to the extent of deterioration in the areas participating in the program. Determine whether they are consistent with the HUD selection criteria.

· Obtain a list of the areas in which the program was implemented.

· For all, or a sample, of the areas selected, review the files to make certain that the selection procedures have been properly carried out and documented.

· Obtain the assistance of a qualified building inspector. Visit a sample of the properties within a targeted area. Verify the reliability of the inspection reports (e.g., that properties were reasonably evaluated as to the number and extent of code violations and cost to rehabilitate)

· Test the accuracy of the summary statistics by making certain that they properly reflect the data on individual areas.

· Summarize and report the results, recommending ways to improve the program and correct any administrative deficiencies.
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1.
The auditors should request from district officials written policy statements as to how they determine eligibility and assure that only eligible students receive the free lunches. They should review the policies and assess whether, if implemented as designed, they would achieve their objective. Assuming that the district maintains lists of students receiving the free lunches and requires program applicants to submit evidence of eligibility, one possible approach to testing compliance would be as follows:

· Request a list of students participating in the program.

· From the list, select a sample of students and request copies of the applications and supporting documents that they submitted.

· Assure that the application forms are complete and that the information provided is consistent with the eligibility requirements.

· Examine the supporting documentation, (e.g., tax returns, certifications from welfare departments, and signed declarations of parents). Make certain that it agrees with the information provided on the application.

· Check for evidence that the application was reviewed and approved by an appropriate school district official.

· If appropriate, observe cafeteria procedures (or interview cafeteria employees) to assure that only approved students are actually receiving the free lunches.

2.
Material instances of noncompliance must be set forth in the Schedule of Findings and Questioned Costs. In this report the auditors should describe the violations and put them in perspective by indicating the percentage of students and dollars affected. The violations should also be noted in the report on compliance with requirements of major programs. In addition, if they would materially affect the financial statements they should be noted in the report on compliance and on internal control over financial reporting.
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1.
The failure to audit the Office of Investments is surprising since audit organizations typically target for audit mainly programs or activities in which the dollar amounts are substantial and/or the risk of loss is significant. The Office of Investments is in charge of resources that are large in dollar amounts and are liquid. They are subject to loss through theft or fraud as well as through inappropriate investment policies and practices.

2.
The audit might be carried out in two parts. In the first, the auditors would review and test the administrative controls to assure that the office acquires only suitable securities. In the second, they would calculate and compare the rate of return on the portfolios maintained by the office with that of various indices (such as the Standard and Poor’s 500) and that of similar institutions.


The review of the controls could take the form of questions, such as the following:

· Has the office established an investment policy with clearly defined goals and objectives? Have appropriate officials approved this policy? Do both the office and the appropriate officials periodically review the policy to take into account changes in market conditions? Does the policy specify the extent to which the portfolio should be diversified, the types of permissible investments and the degree of risk to be assumed?

· Is there a system in place to assure that all investments are consistent with the policy? For example, are all investments approved by appropriate officials?

· How does the office assure that persons responsible for making investment decisions possess necessary qualifications and expertise commensurate with their responsibilities and they understand the risks associated with the transactions in which the office engages?

· Is an ethics policy in place so that officials making investment decisions have no conflict of interest?

· How does the office assure that all potential purchases are properly analyzed and priced?

· Is the portfolio periodically evaluated to assure that it is consistent with policies as to risk, allowable securities and diversity? Is performance (taking into account changes in market prices) periodically reviewed?

· Are procedures in place to assure that all transactions, including the purchase and sale of securities and the receipt of investment income are properly carried-out and recorded?

· Are periodic reports prepared that accurately reflect all investment activity?

· Are securities safeguarded from theft through the use of a trustee or by being placed at a secure location?


Having obtained answers to these questions the auditor should carry out the audit procedures necessary to assure that the controls are actually operating as represented by the officials responding to the questions.


As part of the second phase of the audit, the auditors would independently calculate (or verify the office’s calculation of) return on investment. Inasmuch as there is no way to assess whether the office has “maximized” investment returns, they should compare the returns with indices such as those of Standard and Poor’s stock index and with those of institutions with similar investment goals. If the return, is out-of-line they should discern the reason why. An unusually high rate of return could indicate that the office is assuming excessive risk; an unusually low rate could indicate that the office is unnecessarily conservative or is mismanaging its portfolio. In their report the auditors should indicate the results of their comparisons and any related findings.
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To:
Chief, GAO New York City Field Office

From:
Manager, GAO’s Office of Economic Opportunity Audits

Subject:
Audit of Bedford-Stuyvesant special impact program

Your office has been assigned to conduct a performance audit of the Bedford-Stuyvesant special impact program which is described in an attached report on a preliminary survey carried out by our office. As you can see, our survey indicated that the program is intended to create at least 1,700 new jobs and to provide financing to 73 new or existing businesses. After reviewing the report on our preliminary survey we suggest that you consider the following audit procedures.

1.
Discern any operational objectives of the program in addition to those noted in the preliminary survey. We suggest that you interview key officials and examine:

· the program’s legislative history as set forth in Congressional testimony, hearings, floor debates and the enabling legislation and appropriation measures;

· internal memos (such as from the Washington headquarters of the OEO to the officials in-charge of the Bedford-Stuyvesant office) that describe the program;

· the program’s budgets and financial statements;

· other program plans and projections;

· audit reports of internal auditors or independent CPAs;

· other internal performance reports or reviews.

2.
Review the policies and procedures for making loans or investments including those applicable to:

· standards for selecting participants;

· loan applications;

· selection process;

· demands placed on borrowers (e.g., promises to hire new workers);

· participant reporting requirements;

· loan repayments procedures;

· monitoring and auditing;

· periodic reviews of program performance;

3.
Ascertain (by interviewing employees, preparing flow charts, and administering questionnaires) that management controls are in place and are properly designed to assure that:

· the program is meeting its objectives, especially those relating to job creation and employee training and retention;

· the data regarding the programs are valid and reliable;

· the organization has complied with all laws, regulations, and contractual provisions;

· resources are being properly safeguarded.

4.
Prepare a schedule of all loans or investments made. Test the accuracy of the schedule by reconciling the data to appropriate accounting records.

5.
Select a sample of loans made (using appropriate sampling procedures). Review the file of each loan selected to assure that:

· the application was properly filed, and that the applicant satisfied the selection criteria;

· correspondence between the participant and program administrators reveal no special problems that were not satisfactorily resolved;

· required payments have been made on a timely basis, or if they have not been, that appropriate follow-up measures have been taken. Payment information, as well as loan balances, should also be verified with reference to accounting records and by written confirmation with program participants);

· the participant has filed periodic financial statements and other required reports, including those containing information on number of jobs created, training of employees and employee job performance;

· the loan was properly monitored and audited.

6.
Visit program participants and interview them as to their experiences with the program;

7.
Summarize results indicating:

· number of loans made;

· number of businesses which have succeeded;

· dollar amount, number, and percentage of loans defaulted upon;

· number of jobs created;

· available information on employee training and job retention.

8.
Prepare a report, in accordance with GAO standards, that:

· summarizes the conclusions and puts them in proper perspective (e.g., by presenting data on program costs per job created);

· indicates all instances of noncompliance and deficiencies in management controls;

· describes any overall program deficiencies and recommends how they can be corrected;

· describes any noteworthy accomplishments.
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In the absence of specific quantifiable objectives, it is not possible to make definitive judgments as to the performance of the athletic department during the tenure of the current athletic director. However, the department’s performance can be compared with that in previous periods and with that of athletic departments of comparable schools. Therefore, data on the proposed performance indicators should be obtained not only from the university for prior periods (perhaps the previous five years) but also from peer institutions (such as those in the same athletic conference or of those of the same size and having the same mission).

1.
The pledge to win national championships implies an objective of having teams with winning records. Therefore, the auditors should obtain the records of teams in all major sports and present data on won-loss records, conference standings, conference championships, national rankings, post-season tournament results, special honors, etc.

2.
Data on graduation rates should be presented, by sport, and should be compared to those of the student body at large and athletes at other institutions. To the extent possible, information on students leaving the university should be categorized by reason for their leaving. For example, the percentage of athletes leaving because of unsatisfactory academic progress should be compared to that of students in the general population leaving for the same reason — not to those leaving to study abroad. The data on graduation rates should also be supplemented by information on overall academic achievement, such as grade-point averages and majors.

3.
Data on sales of student tickets should be presented by sport.

4.
Data on TV appearances and revenues should also be presented by sport.

The overall purpose of this exercise is to reinforce the point that as long as measurable performance criteria can be established, virtually any activity is auditable.
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1.
To determine whether the system is operating as intended the auditors first have to learn what was intended. The funds for the system were appropriated by the legislature. Therefore, it can be assumed that the system’s expectations could be discerned from the appropriation’s legislative history. Accordingly, the auditors should review the appropriations bill, the initial budget request, memos and other documents relating to the budget request and transcripts of legislative hearings held on the appropriation.

2.
One possible approach to discerning the reasons for the failure and the parties responsible for it would be to ask, and answer, the questions that follow. Answering the questions would involve interviewing appropriate officials and verifying their responses with appropriate documentation. The auditors would also have to assess whether the measures that the officials took, as revealed by their answers, were reasonable in the circumstances.

a.
How were the needs of the Tax Division assessed?

  i.
What were the specific deficiencies of existing systems?

 ii.
On what basis was the general outline of the division’s needs determined? How was the reasonableness of this outline verified? Were the division’s needs tied to its overall objectives?

b.
Were the recommendations of the consulting firm appropriate?

  i.
How was the “request for proposal” (RFP) for the consulting firm developed and approved?

 ii.
Based on what criteria was the consulting firm selected? Were the RFPs properly evaluated and approved?

iii.
How were the recommendations of the consulting firm evaluated and how was the decision to accept them made?

iv.
What guarantees did the consulting firm provide that the system it designed would meet the Tax Division’s needs?

c.
Did the software and hardware that was installed meet the specifications as set forth by the consulting firm?

  i.
How were vendors selected? Did the selection process assure that the hardware and software were of appropriate quality and were acquired at the lowest possible prices? Did the vendors provide appropriate warranties?

 ii.
How were the hardware and software tested? Did they meet specifications?

iii.
What measures were taken in the event that the hardware and software did not meet specifications?


d.
Did the employees of the Tax Division properly operate the new system?

  i.
Were they properly trained?

 ii.
Did they have proper instructions?

iii.
Was there proper coordination among departments and individual employees?

e.
What corrective measures were taken when it became apparent that the system was not operating properly?
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The following is one of many possible approaches that the auditor can take:

   I.
Review the projections on which the decision to construct the convention center was made (i.e., determine whether the objective of operating self-sufficiency is reasonable).

A.
Determine the basis for the overall projection as to number and size of events. Make certain that the projections were properly supported. (If there was inadequate support for the projections, it is possible that the projections themselves were ill-founded. )

B.
Examine each of the underlying assumptions and projections and determine which of these have proven to be unrealistic or have not been fulfilled.

C.
Compare the projections with the actual experience of similar convention centers.

  II.
Attempt to discern whether the marketing and other programs are adequate, as designed, to meet the projections.

A.
Identify the specific objectives of the marketing department.

B.
Review the marketing program to make certain that it is consistent with the objectives

1.
Compare the program with that of other successful centers.

2.
Consult convention marketing specialists as needed to assess the program’s overall scope and quality.

III.
Test the program to ascertain whether it is operating as intended.

A.
Assess the adequacy of the center’s marketing staff. Compare their backgrounds and experience with those of other, successful, convention centers.

B.
Review the budget of the marketing staff and assess whether it is adequate to carry out the program; compare it with that of successful centers.

C.
Test selected elements of the marketing program to assure that they are being carried out efficiently and effectively (e.g., review mailings to evaluate whether they are attractive, informative, and of professional quality; determine the percentage of potential customers that have been contacted).

D.
Survey a sample of associations that held conventions at the center as to:

1.
why they held their convention at the center

2.
whether they were satisfied with the facilities and the reasons why they were either satisfied or dissatisfied.

E.
Survey a sample of associations that were solicited by the marketing staff but chose not to hold a convention at the center as to why they rejected the center.

F.
Insofar as the surveys indicate any operating problems or limitations of the center, determine the reasons for them and how they can be overcome.

Ethics Cases

Case #1 — Conflicting responsibilities
1.
Relevant facts
· Watkins is a member of a professional committee, expected to exercise his own independent judgment, not serve as a representative of his employer.

· Watkins’ view on a particular issue is contrary to the interests of his firm.

2.
Major parties affected (other than Watkins)
· The committee on which he serves and, indirectly, all the constituents of the committee (the members of the GFOA).

· Watkins’ firm, and particularly the partner-in-charge.

3.
Ethical values in conflict
· Obligation to his employer and the partner-in-charge to advance the interests of the firm; possible implied promise to the partner-in-charge to represent the firm when he allowed the partner to recommend him for the committee appointment.

· Obligation to the committee to exercise his own best judgment and act in the interests of the profession, not any one firm.

· Integrity, in that one should be faithful to his or her own beliefs.

4.
Possible courses of action available to Watkins
· Vote his conscience.

· Vote the position of the firm.

· Resign from the committee.

· Abstain from voting and explain the apparent conflict of interests.

5.
Consequences of actions
· If Watkins votes his conscience, he may violate the trust placed in him by his colleagues and thereby jeopardize his relations with the firm and the partner-in-charge.

· If he votes the position of the firm, he will violate the trust placed in him by the association.

· If he resigns from the committee, he may also violate the trust placed in him by the firm. By accepting the position on the committee he may have prevented the firm from placing another member of the firm on the committee — one who would have more faithfully voted the firm’s position.

· If he abstains from voting and explains the conflict he may violate the implicit terms of his appointment, in that the association expects that he not be a representative of his firm. Hence the association may not be sympathetic with what he sees as a conflict of interests.

Case #2 — Audit failure
1.
Relevant facts
· In its management letter the hospital’s independent auditor questioned the adequacy of the allowance for bad debts, even after the hospital reduced the receivables balance by 7 percent. By warning that further write-offs might be required in the future it implied that the 7 percent write-off was insufficient and that it was aware that the receivables balance was thereby overstated.

· The hospital was subsequently forced to write off 30 percent of its receivables.

· The partner-in-charge is asked by a reporter, who is unaware of the management letter, why the audit failed to detect the apparent overstatement.

2.
Major parties affected (other than the auditor)
· The reporter (who expects an honest and complete answer) and, indirectly, the public who relies on the press for information.

· The hospital, which would be embarrassed by the disclosures that it was warned by auditors as to the potential deficiency.

· The audit firm, which may be subject to litigation for failing to qualify its opinion on statements that it apparently knew (or should have known) were not fairly presented in that receivables were overstated.

3.
Ethical values in conflict
· Obligation of full disclosure to the public, including the existence of the management letter which, per the generally accepted government auditing standards, is in the public domain.

· Obligation to the firm’s client, the hospital, not to volunteer embarrassing information.

· Obligation to the firm (including its partners and employees) not to volunteer information that would not only be embarrassing, but which might undermine its case in potential litigation.

4.
Possible courses of action available to auditor
· Place the blame on the hospital by telling the reporter that the firm had informed the hospital of the potential problem in the management letter.

· Tell the reporter that there was no audit failure; that the write-off of the receivables was attributable to events occurring subsequent to the audit.

· Admit that, in hindsight, the firm should have demanded that the receivables be written down more than they were.

5.
Consequences of actions (None of the proposed actions is likely successfully to shield the auditor firm from litigation. By revealing in the management letter that it suspected that the receivables were overstated, but apparently doing nothing to allay its suspicions, the firm weakened what defenses it might otherwise have had.)

· Blaming the hospital would violate the trust implied by the firm-client relationship and would almost certainly cost the firm a client.

· Telling the reporter that the write-off was attributable to events subsequent to the audit is, at best, misleading and, at worst, dishonest. It is likely only to be a temporary “fix,” as the management letter is certain eventually to be made public.

· Admitting that the firm made an error would be honest, but in practice foolhardy as it would undermine whatever legal defenses the firm might have had.

Case #3 — Charity begins with the auditor
1.
Relevant facts
· Auditor King discovered a discrepancy that would be considered a “reportable condition.” The discrepancy, while both material in dollar amount and intentional, might be considered by some to be a relatively minor indiscretion.

· If King reported the discrepancy, then the entity would be ineligible for future grants, a penalty that King apparently considers out of proportion to the severity of the offense.

2.
Major parties affected (other than King)
· Field of Dreams, which stands to lose future grants.

· The grantor, which expects the auditor to adhere to generally accepted audit standards and thereby make it aware of “reportable conditions.”

· King’s audit firm (or organization), which, if it fails to adhere to generally accepted auditing standards, stands to have its reputation impaired and may be subject to litigation, professional sanctions and other penalties.

· The community, which benefits from the good work of the organization.

3.
Ethical values in conflict
· King’s integrity as an auditor and his commitment to adhere to professional standards.

· His obligation to his firm not to put it at risk.

· Commitment to both charity and justice.

· Concern for the welfare of the community.

4.
Possible courses of action available to King
· Describe the discrepancy as a “reportable condition” in the audit report; put it into proper perspective and present it in a way that minimizes its severity.

· Overlook the discrepancy and do not report it.

5.
Consequences of actions
· If the auditor describes the condition then it is almost certain that the organization would be ineligible for future grants, and both it and the community that it serves would suffer.

· If he overlooks the discrepancy and it is never detected, then both the organization and the community benefits. The auditor, however, has compromised the standards of his profession.

· If he overlooks the discrepancy and it is eventually detected anyway, then both he and his firm would face litigation, professional sanctions and other penalties.

Case #4 — Undisclosed losses
1.
Relevant facts
· The Office of the Treasurer operates an investment pool. Owing to risky investments and an increase in interest rates, the market value of pool securities has substantially declined.

· By publicizing the decline, the office would likely cause a run on the pool, thereby assuring that all participants would incur losses. By concealing the decline and preventing the run, the office would likely be able to recover its losses.

· The treasurer has obviously opted to conceal the losses.

2.
Major parties affected (other than Ruiz)
· The treasurer, Ruiz’s superior, who would undoubtedly be subject to disciplinary measures and possible criminal penalties, if the losses were disclosed.

· The pool participants (including their constituents), who collectively might stand to gain if the losses were not disclosed and a run on the fund averted, but who individually might be better-off withdrawing from the pool as soon as possible (while the pool still has assets to distribute).

3.
Ethical values in conflict
· Loyalty to the treasurer and implicit commitment not to reveal information not intended for public disclosure.

· Honesty and integrity (giving an incomplete answer may be as dishonest as telling an outright falsehood).

· Obligation to disclose practices that might be unethical, illegal, or detrimental to pool participants.

· Responsibility to act in the best interests of employer and pool participants.

4.
Possible courses of action available to Ruiz
· Disclose the recent losses.

· Remain silent as to the recent losses.

5.
Consequences of actions
· If Ruiz discloses the losses, then there will likely be a run on the fund, all participants will incur losses, and the treasurer will be subject to disciplinary measures, and possible criminal penalties. Ruiz may be either honored or ostracized for her candor.

· If Ruiz does not disclose the losses and the market recovers, then there will be no immediate consequences. However, if the treasurer continues to engage in these practices and there are subsequent losses, then all parties who were involved, including Ruiz may be subject to sanctions. Moreover, the ultimate losses to pool participants may be even greater than they would be if the practices were halted now.

· If Ruiz does not disclose the losses and the market does not recover, then the losses to participants might be even greater than had she revealed them. Moreover, she would likely be considered an accomplice to the treasurer’s wrong-doing (if not legally then at least morally) for intentionally misleading pool participants.

Case #5 — Politically uncomfortable conclusion
1.
Relevant facts
· The staff auditor determined that various fixed assets should be written off and so informed her supervisor. The supervisor told her that she had already addressed with the internal auditor the issue of whether the equipment should be written off. For various “political” (as opposed to legitimate accounting) reasons, the two decided that it should not be written off.

· The staff auditor documented her findings in a working paper, but the paper was removed from the audit binder.

2.
Major parties affected (other than Hanson)
· Hanson’s manager and the internal auditor, who are responsible for carrying out the audit in accordance with generally accepted auditing standards.

· Various city officials, who would be embarrassed by the write-offs.

· The internal audit department, the budget of which was coming up for consideration.

· The users of the annual report (including the citizenry), who will have to bear the consequences of any dysfunctional decisions that are based on misleading reports.

3.
Ethical values in conflict
· Obligation to adhere to generally accepted auditing standards.

· Obligation to abide by decisions of superiors, even if their judgment is poor (but not necessarily so poor as to place them in violation of laws or generally accepted auditing standards).

· Pursuit of excellence and desire to be associated with organizations of the highest professional integrity.

4.
Possible courses of action available to Hanson
· Do nothing.

· Discuss the issue with a higher authority within the city (e.g., a sympathetic member of the city council) or, if that is not feasible, with the press.

· Demand that the working paper be restored to the binder and if it isn’t, report the situation to appropriate authorities and/or resign from organization.

5.
Consequences of actions
· If Hanson does nothing, then the financial statements will be misstated. If the misstatement is eventually detected then Hanson may have to share the blame inasmuch as there would be no working paper to indicate that she discovered the overstatement of assets. Even if it is not, she will have to live with her conscience, knowing that she acquiesced to an apparent cover-up.

· If Hanson discusses the incident with a higher authority:

· she will obviously place her job in jeopardy.

· she might create a serious scandal, causing great embarrassment to the internal auditor as well as to the other city officials who were involved.

· she might not necessarily get a sympathetic hearing from the higher authorities. After all, the issue had been addressed at higher levels and in the opinion of her superiors (who are more experienced than she), no write-off was required. Decisions as to whether and when assets should be written-down are often within the realm of professional judgment.

· If Hanson demands that the working paper be restored she will cause a confrontation with her superiors and:

· even if they agree to her request (which is certainly legitimate ), she places her job in jeopardy.

· if they do not agree and she reports the situation to a higher authority then the consequences would be similar to those discussed above.

Case #6 — Managing earnings

1. Relevant facts
· The county is using accounting that is “aggressive,” albeit in accord with GAAP to turn deficits into surpluses.

· Green is uncomfortable with such practices and takes his concerns to the business officer who informs him that they have been approved by relevant higher authorities.

2. Major parties affected (other than Green)
· County executive and comptroller who encouraged and approved the accounting practices

· County taxpayers (who may benefit, in the short run from the practices, by avoid tax increases or cuts in services but will eventually have to pay for the services they receive) 

3. Ethical values in conflict
· Green’s apparent belief that it is not enough to “follow the letter of the [accounting] ‘law;’” one must also adhere to its spirit.

· Green’s obligation as an employee not to embarrass or undermine his superiors.

4. Possible courses of action available to Green
· Remain silent.

· Express concerns to county executive.

· Express concerns to one or more members of the county’s legislative body.

· Express concerns to press.

5. Consequences of actions
· If Green remains silent the county will balance its budget and suffer whatever long-term economic consequences result from the operating deficits incurred but not reported.

· If he expresses his concerns to either the county executive or members of the legislature, he will likely be seen as an employee who has a negative attitude and is not a “team player.”  His protests will likely be rejected by the county executive as he has already approved the accounting and budgetary maneuvers.  Whether he will receive a favorable reception from members of the legislative body will depend largely as to whether they were aware of the techniques, the extent to which they are in favor revenue increases or service decreases, and the political dynamics of the county.  

· If he were go around county officials and speak directly to the press he would embarrass them and likely incur their wrath. 

Case #7 — Split bids
1. Relevant facts

· The district superintendent split an order, which should apparently have been considered a single order, so as to avoid having to put it out for bids.  His did so, not for any personal gain, but only to advance the best interests of the district.  

· Bidright is required to sign off on all purchase orders but is reluctant to sign off on this order because it has not been put out for bids.

2. Major parties affected (other than Bidright)
· the superintendent.

· the school district at-large and its citizens and taxpayers.

3. Ethical values in conflict
· Loyalty to superiors and obligation not to undermine their judgments.

· Whether to allow school officials to violate what is clearly the spirit (and possibly the letter of the law) by splitting purchase orders in order to achieve results that are apparently in the best interests of the district.

4. Possible courses of action available to Bidright
· Sign-off on the split purchase orders.

· Refuse to sign-off unless the computers are ordered on a single purchase order and put out for bid.  

5. Consequences of actions
· If Bidright signs-off on the split purchase orders then he sets a precedent for similar transactions in the future.  Moreover, if this or future transactions are deemed to be illegal or in violation of district policy then Bidright opens himself up to disciplinary or legal measures.

· If Bidright refuses to sign-off and the superintendent reluctantly consolidates the order then Bidright antagonizes his superior and, in addition, forces the district to take the risk of dealing with a supplier that does not provide adequate service.

· If Bidright refuses to sign-off and the superintendent insists that he do so, then he would have to take his case to higher authority, obviously angering his superior.  

Case #8 — Opulent convention
1. Relevant facts
· Members of the town council incurred extraordinary expenses, but violated no obvious laws or policies.

· The town manager, who owes his job to the council refuses to address the apparent problem.

2. Major parties affected (other than Hamilton)
· Members of the town council.

· The town manager.

· The taxpayers.

3. Ethical values in conflict
· Obligation to report what is apparently excessive spending — a violation of implicit, if not explicit, laws, policies, or (at the very least) Hamilton’s sense of responsibility to the town.

· Responsibility as an employee not to circumvent supervisor.

4. Possible courses of action available to Hamilton
· Do nothing.

· Take the facts to the press (assuming that there is no higher government authority which would be concerned with “excessive” but not “illegal” spending.

5. Consequences of actions
1. If Hamilton remains silent,  then he is setting the precedent for future “violations” of this type and indeed, turning a blind eye, to unethical conduct on the part of council members.

2. If he takes the facts to the press, he will likely antagonize, not only members of the council,  but also the town manager and (unless protected by a whistle-blower statute) will not be long in his job.

Case #9 — Balancing the budget the easy way
1. Relevant facts
· The school superintendent, with the concurrence of the school board president, has apparently gotten the district’s budget in balance by arbitrarily increasing estimates of school attendance, and hence, revenues.

· Wilson, who has to prepare the budget, believes that the change in estimate is merely an expedient means of achieving balance.

2. Major parties affected (other than Wilson)
· The school superintendent and school board president
· Other members of the school board.
· District taxpayers.
3. Ethical values in conflict

· Responsibility as business officer to prepare budget that is based on the most reliable available information.
· Loyalty as an employee to adhere to the guidance provided by his superiors
4. Possible courses of action available to Wilson

· Prepare the budget based on the estimates agreed upon by the district superintendent and school board president
· Refuse to prepare the budget based on the estimates.  Inform the board at-large that the estimates were arbitrarily changed and therefore, based on the best information available, is not in balance.  If they do nothing, then inform the press.  
· Prepare the budget, but inform the board that he is doing so under protest and disassociating himself from the estimates.  
5. Consequences of actions

· If Wilson prepares the budget based on the arbitrary estimates, he will be associating himself with a document that he himself believes to be unreliable (and, indeed, deceptive).
· If Wilson refuses to prepare the budget and so informs the board (and/or the press) that he objects to the estimates then he would be circumventing both the board president and district superintendent and jeopardizing his job.
· If he prepares the budget but does so under protest, the consequences are likely to be similar to those if he refused to prepare the budget.  
Case #10 — Pay to play
1. Relevant facts
· Sachs, an accountant with the treasurer’s office believes (but has no proof) that the treasurer has opted for a negotiated bond sale with a particular firm owing to pressure from the mayor and members of city council, all of whom received campaign contributions from the firm that will handle the transaction. 

· Negotiated sales are legal, but Sachs believes and has evidence that an auction sale is fiscally preferable.

2. Major parties affected (other than Sachs)
· Treasurer

· Mayor and council members

· Taxpayers

3. Ethical values in conflict
· Although under no legal obligation to do so, Sachs believes he has on obligation to speak out against what he considers unethical, and costly, practices on the part of the mayor and council (i.e., engaging in a transaction that is not in the best interests of the city and is apparently motivated by campaign contributions).

· Risking making unfair and unfounded charges against the mayor council members and treasurer.

4. Possible courses of action available to Sachs
· Remain silent.

· Make known to the press his concerns.

· Investigate further.

5. Consequences of actions
· By remaining silent Sachs does not bring the practices to light and will permit them to continue in the future.

· By making known his concerns to the press, he will, in effect, be making unsubstantiated charges.  Moreover, “pay for play” practices are not necessarily illegal. 

· Although Sachs could investigate further, it is questionable what he will learn.  At worst he may find what is already known: that the council members and mayor received contributions from the investment banking firm and that they “recommended” that firm to the treasurer.  It may be exceedingly difficult to demonstrate that the mayor and council members “put pressure” on the treasurer to select the firm because they received contributions from the firm.  
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