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[bookmark: _GoBack]Description: The Governmental Accounting and Auditing Update is designed to provide its participants with a comprehensive, in-depth review of what’s happening at the GASB and AICPA, including GASB Statements and Interpretations, Statements on Auditing Standards, Auditing Interpretations, and exposure drafts, with emphasis on the practical application and impact on practitioners in small to medium sized firms and members in government.  

Learning objectives: To enable participants to understand and apply the recently adopted pronouncements of the GASB and AICPA’s Auditing Standards Board, whose pronouncements affect the preparation and audit of financial statements of state and local governments.  

Experience/Prerequisites:  Minimum to intermediate level of accounting and auditing experience.

Recommended CPE Credit:  3 hours (150 minutes)






I.  GOVERNMENTAL ACCOUNTING STANDARDS BOARD (GASB) PRONOUNCEMENTS


STATEMENT 59 	FINANCIAL INSTRUMENTS OMNIBUS

In June 2010, the GASB adopted Statement 59 to revise existing standards regarding financial reporting and disclosure requirements of certain financial instruments and external investment pools for which significant issues have been identified in practice.  The following amendments are included:

· NCGA 4, Guarantees of the Indebtedness of Others, is amended to state that “Those claims include contractual actions, such as claims for delays or inadequate specifications on contracts or for guarantees of the indebtedness of others that are not investment derivative instruments entered into primarily for the purpose of obtaining income or profit, property tax appeals, and unemployment compensation claims.”  

This amendment is designed to provide guidance on guarantees that is consistent with GASB Statement 53, Accounting and Financial Reporting for Derivative Instruments.  NCGA 4 is therefore limited to guarantees of debt instruments that are not derivative investments.

· Statement 25, Financial Reporting for Defined Benefit Pension Plans and Note Disclosures for Defined Contribution Plans, and Statement 43, Financial Reporting for Postemployment Benefit Plans Other Than Pension Plans, are amended to provide guidance consistent with GASB Statement 31, Accounting and Financial Reporting for Certain Investments and for External Investment Pools.  Under the revisions, unallocated insurance contracts are to be measured at fair value as interest-earning investment contracts.  Allocated insurance contracts are excluded from plan assets.

Statements 25 and 43 had provided that employee benefit plan assets should be measured at fair value, with the exception of unallocated insurance contracts, which were measured at contract value (a cost-based measure).  The primary difference between an allocated insurance contract and an unallocated insurance contract is how the resources are held by an insurance company.  An allocated insurance contract is one in which the payments to the insurance company are used to purchase immediate or deferred annuities for a specific member.  An unallocated insurance contract is one in which the payments to the insurance company are accumulated in a pooled account and are not allocated to a specific member of the plan, and are thus investments of the plan.



· Statement 31, Accounting and Financial Reporting for Certain Investments and for External Investment Pools, is amended to indicate that investments in a Rule 2a7-like pool (as described in Statement 31) should be measured at the net asset value per share provided by the pool.  A Rule 2a7-like pool is an external investment pool that is not registered with the SEC as an investment company, but that operates in a manner compliant with the SEC’s Rule 2a7.  2a7-like pools generally measure their investments at amortized cost, and governments that invest in such pools will do likewise.  Investments held by Rule 2a7-like pools are of very high credit quality (limiting credit risk) and short maturity (limiting interest rate risk). These requirements are designed to keep the pool’s net asset value measured on a fair value basis to be very close to the pool’s value on an amortized cost basis.

· Statement 40¸ Deposit and Investment Risk Disclosures, is amended to indicate that interest rate risk information should be disclosed only for external bond mutual funds and investment pools that do not meet the requirements of a Rule 2a7-like pool.

· Statement 53, Accounting and Financial Reporting for Derivative Instruments, is amended to:

· Clarify that the net settlement characteristic of Statement 53 that defines a derivative instrument would not be satisfied by a contract provision for a penalty payment for nonperformance, such as in purchase or construction contracts.

· Provide that certain financial guarantees are included the scope of Statement 53, only if they are considered to be investment derivatives.  Thus, federal guarantees of a university's student loans, a state’s guaranty of the debt of an industrial development corporation, or bond insurance (where the government pays the premium to insure its debt, and the debt holder is the beneficiary) would be excluded from the scope of Statement 53.  Financial guaranty contracts are included in the scope of Statement 53 if they meet the definition of a derivative instrument and an investment derivative instrument entered into primarily for the purpose of obtaining income or profit.  The effect of this amendment is that certain financial guarantees, and specifically certain credit default swaps, would be measured at fair value, unless the government is using the credit default swap as a form of bond insurance.

· Clarify that certain contracts based on a specific volume of sales or service revenues would be excluded from the scope of Statement 53.  Governments may enter contracts such as leases related to concessions at sports facilities, where the lease payments are contingent upon the tenant’s level of sales.  Another example is a royalty payment such as a patent or oil and gas contract, which depends on the volume of an item’s sales.  Some of these contracts may have met the definition of a derivative instrument, but the Board did not intend that they be within the scope of Statement 53, and has therefore decided to specifically exclude them.

· Provide that the “leveraged yield” criteria of Statement 53 would be met if the initial rate of return on the companion instrument has the potential for at least a doubled yield.  Some financial instruments may consist of an embedded derivative instrument and a companion instrument.  The Board decided to clarify the original guidance after considering circumstances in which the economic characteristics and risks of the embedded instrument would not be considered closely related to the economic characteristics and risks of the companion instrument.

Effective date

The effective date for the standard is periods beginning after June 15, 2010, with earlier application encouraged.  The standard should be applied by restating prior periods presented, if practical, and if not, by reporting the cumulative effect of application as a restatement of beginning net assets for the earliest period restated.  The nature and effect of the restatement should be disclosed in the first period in which the standard is applied.


STATEMENT 60	ACCOUNTING AND FINANCIAL REPORTING FOR SERVICE CONCESSION ARRANGEMENTS

In November 2010, the GASB adopted Statement 60 to establish guidance for service concession arrangements (SCAs), which are a type of public-private or public-public partnership arrangement.  

As defined in the Statement, an SCA is an arrangement between a transferor (government) and an operator[footnoteRef:1] in which all of the following criteria are met: [1:  An operator may be governmental or nongovernmental.  References to governmental operators include only governmental entities.] 


· The transferor conveys to an operator the right and related obligation to provide public services[footnoteRef:2] through the use and operation of a capital asset[footnoteRef:3] (referred to as a “facility”) in exchange for significant consideration, such as an up-front payment, installment payments, a new facility, or improvements to an existing facility; [2:  These services relate to the primary function of the facility, e.g., operating a municipal zoo, as opposed to operating a souvenir stand at a municipal zoo.]  [3:  A capital asset may be infrastructure, equipment and other tangible or intangible assets.  ] 

· The operator collects and is compensated by fees from third parties (this excludes agency relationships);
· The transferor determines or has the ability to modify or approve what services the operator is required to provide, to whom the operator is required to provide the services, and the prices or rates that can be charged for the services; and
· The transferor is entitled to significant residual interest in the service utility of the facility at the end of the arrangement.

SCAs include, but are not limited to:

· Arrangements in which the operator will design and build a facility and will obtain the right to collect fees from third parties (such as construction of a municipal complex for the right to lease a portion of the facility to third parties)
· Arrangements in which the operator will provide an up-front payment or a series of payments in exchange for the right to access an existing facility (such as a parking garage) and collects fees from third parties for its usage
· Arrangements in which the operator will design and build a facility (such as a new tollway), finance the construction costs, provide the associated services, collect the associated fees, and return the facility to the government at the end of the arrangement.

The provisions of the statement are applied in the financial statements of state and local governments that are prepared using the economic resource measurement focus (the government-wide and proprietary fund financial statements).

Transferor accounting and financial reporting for facilities and related payments received from an operator

If the facility associated with the SCA is an existing facility, the transferor should continue to report the facility as a capital asset.

If the facility associated with the SCA is a new facility purchased or constructed by the operator, or an existing facility that has been improved by the operator, the transferor should report (a) the new facility or the improvement as a capital asset at fair value when it is placed in operation, (b) any contractual obligations as liabilities, and (c) corresponding deferred inflow of resources equal to the difference between (a) and (b).

A transferor should recognize a liability for certain obligations to sacrifice financial resources under the terms of the arrangement.  Liabilities associated with the SCA should be recorded at their present value if a contractual obligation is significant and meets either of the following criteria:

· The contractual obligation directly relates to the facility (such as obligations for capital improvements, insurance or maintenance of the facility).  This obligation could relate to ownership of the facility or could arise from the transferor’s responsibility to ensure that the facility remains fit for the particular purpose of the arrangement.
· The contractual obligation relates to a commitment made by the transferor to maintain a minimum or specific level of service in connection with the operation of the facility (such as providing a specific level of police and emergency services for the facility or provided a minimum level of maintenance to areas surrounding the facility).



After the initial measurement, the capital asset is subject to general guidance on depreciation, impairment and disclosures.  However, the capital asset should not be depreciated if the arrangement requires the operator to return the facility to the transferor in its original or an enhanced condition.  The corresponding deferred inflow of resources should be reduced and revenue should be recognized in a systematic and rational manner over the term of the arrangement, beginning when the facility is placed in operation.  If a liability is recorded to reflect a contractual obligation to sacrifice financial resources as described above, the liability should be reduced as the transferor’s obligations are satisfied.  As obligations are satisfied, a deferred inflow of resources should be reported and the related revenue should be recognized in a systematic and rational manner over the remaining term of the arrangement.  Improvements made to the facility by the operator during the term of the SCA should be capitalized as they are made, and are also subject to the requirements for depreciation, impairment and disclosures.

If an SCA requires up-front or installment payments from the operator, the transferor should report (a) the up-front payment or present value of installment payments as an asset, (b) any contractual obligations as liabilities, and (c) related deferred inflow of resources equal to the difference between (a) and (b).  Revenue should be recognized as the deferred inflow of resources is reduced.  This revenue should be recognized in a systematic and rational manner over the term of the arrangement.  A liability should be recognized if the transferor has contractual obligations meeting the criteria described above.

Governmental operator accounting and financial reporting for the right to access facilities and related payments to a transferor

A governmental operator should report an intangible asset[footnoteRef:4] for the right to access the facility and collect third-party fees from its operation at cost (i.e., the amount of up-front payments or the cost of construction of or improvement to the facility).  The cost of improvements to the facility made by the governmental operator during the term of the SCA should increase the governmental operator’s intangible asset if the improvements increase the capacity or efficiency of the facility.  The intangible asset should be amortized in a systematic and rational manner. [4:  The intangible assets referred to are not subject to the provisions of Statement 51, Accounting and Financial Reporting for Intangible Assets, and should be reported outside of the capital assets classification.] 


Some agreements require a facility be returned in a specified condition.  If information that is prominent (conspicuous or known to the governmental operator) indicates the facility is not in the specified condition and the cost to restore the facility to that condition is reasonably estimable, then a liability and, generally, an expense to restore the facility should be reported.  Governmental operators are not required to perform additional procedures to identify potential condition deficiencies beyond those already performed as part of the normal operations or those that may be require by the agreement.

Accounting for revenue sharing arrangements

Some SCAs include provisions for revenue sharing.  A governmental operator that shares revenues with a transferor should report all revenue earned and expenses incurred, including the amount of revenue shared with the transferor, that are associated with the operation of the facility.  In those circumstances, the transferor should recognize only its portion of the shared revenue when earned in accordance with the terms of the arrangement.  If revenue sharing arrangements contain amounts to be paid to the transferor regardless of revenue earned, then the present value of those amounts should be reported by the transferor and governmental operator as if they were installment payments at the inception of the arrangement, consistent with guidance provided above.

Disclosures related to SCAs

The notes to the financial statements of both the transferor and governmental operators should disclose:

· A general description of the arrangement in effect during the reporting period, including management’s objectives for entering into it, and, if applicable, the status of the project during the construction period.
· The nature and amounts of assets, liabilities, and deferred inflows of resources related to an SCA that are recognized in the financial statements.
· The nature and extent of rights retained by the transferor or granted to the governmental operator under the arrangement.

Some arrangements may include provisions for guarantees and commitments.  For example, a transferor may become responsible for paying the debt of the operator in the event of default, or the arrangement may include a minimum revenue guarantee to the operator.  For each period in which a guarantee or commitment exists, disclosures should be made about guarantees and commitments, including identification, duration and significant contract terms of the guarantee or commitment.

Disclosure information for multiple SCAs may be provided individually or in the aggregate for those SCAs that involve similar facilities and risk.

Effective date

The effective date for the standard is for periods beginning after December 15, 2011.  In the first period it is applied, changes made should be treated as an adjustment of prior periods, and financial statements presented for the periods affected should be restated.  If restatement is not practical, the cumulative effect of application, if any, should be reported as a restatement of beginning net assets for the earliest period restated.  The notes should disclose the nature of any restatement and its effect in the first period the Statement is applied.

Application flowchart

Appendix C to Statement 60 provides the following flowchart for applying the provisions:



FLOWCHART FOR DETERMINING THE APPLICABLE GUIDANCE FOR PUBLIC-PRIVATE OR PUBLIC-PUBLIC PARTNERSHIP ARRANGEMENTS

Arrangement does not have the potential to be an SCA within the scope of the Statement
Does the arrangement involve a transferor conveying to an operator the right and obligation to provide a service in exchange for significant consideration?										

							No								



Yes						Arrangement is a service, management, or service and management arrangement (SMA) and existing guidance for accounting for revenues and expenses should be applied.

Is infrastructure or another public asset, existing or to be constructed or acquired, used in providing the services?													

						No							
																											Yes
Arrangement is an SMA or construction contract.  The service and management portion should be accounted for using existing guidance for revenues and expenses. The construction or acquisition portion should be accounted for using existing guidance for construction activities and capital assets

						Transferor																																																											Users orIs the operator compensated by the transferor or by users or service recipients?

 service recipients																																												No																																																										Transferor does not retain control over the facility.  The arrangement should be accounted for using lease accounting, if appropriate.
Does the transferor determine or have the ability to modify or approve the service the operator can provide, to whom the operator can provide the services and the rates that can be charged?


	Yes 																																													No																																																												Yes
Illustrations		Arrangement is a privatization, potentially with regulatory oversight, which is accounted for as a sale/purchase of a capital asset and a regulatory arrangement.
Arrangement is an SCA within the scope of the Statement.
Does the transferor retain a significant residual interest in the asset?


Illustration 1 – Service concession arrangement involving existing tollway:

Facts:  

The State, through its Department of Transportation (DOT, the transferor) enters into an arrangement with the Metropolitan Tollway Authority (MTA), a governmental operator, involving the ABC Tollway, a capital asset currently being reported by the State in the Tollway Authority Enterprise Fund at a carrying amount of $1 billion.  The DOT receives an up-front payment of $3 billion from the MTA, in return for which the MTA receives the right to operate the tollway and receive and retain toll revenues for 75 years.  The arrangement meets all the criteria of Statement 60 to qualify as an SCA.  The transferor has no obligation to sacrifice financial resources under the agreement.  The MTA is not a component unit of the State’s financial reporting entity.

Accounting at commencement of the arrangement:

1. The State continues to report the tollway as a capital asset.  The state would recognize a deferred inflow of resources in the amount of $3 billion for the up-front payment from MTA.
2. The MTA would recognize an intangible asset in the amount of $3 billion, the amount paid for access to the tollway.

Accounting in future years:

1. The State continues to apply existing capital asset guidance, including depreciation, applicable to the tollway.  If the State elects to use straight-line, it would recognize $40 million (the $3 billion up-front payment divided by 75 years) in revenue and reduce the related deferred inflow of resources in the same amount each year of the arrangement.
2. If the MTA elects to use straight-line, it would amortize the intangible asset and recognize expense in the amount of $40 million each year of the arrangement.  The MTA would also recognize revenue and expenses for tollway operations based on applicable revenue and expense recognition guidance. 

Note disclosures for this case are illustrated in the appendix to the Statement.



Illustration 2 – SCA to design, build and operate a new tunnel

Facts:

The State, through its Department of Transportation (DOT, the transferor) enters into an arrangement with the Local Tunnel Authority (LTA), a governmental operator, in which the LTA has agreed to design, build, and operate a tunnel (the XYZ Tunnel) for 40 years.   During the term of the arrangement, the LTA is entitled to collect and retain tolls generated by the tunnel.  The arrangement meets all criteria to qualify as an SCA.  The cost to the LTA to construct the tunnel is $4 billion.  The fair value of the tunnel when it is placed in operation is $5 billion.  The fair value is based on the present value of expected net cash flows over the 40 year operating period.  The DOT has a contractual obligation to insure the tunnel each year over the course of the arrangement beginning when the tunnel is placed in operation.  The present value of the insurance obligation is estimated at $500,000.  The LTA is not a component of the State’s financial reporting entity.

Accounting at commencement of the arrangement:

1. The State would recognize a $5 billion asset for the fair value of the tunnel, a $500,000 liability for the insurance obligation, and a deferred inflow of resources of $4,999,500,000 (the difference between the asset and liability).
2. The LTA would recognize an intangible asset in the amount of $4 billion, its cost to design and build the tunnel.

Accounting in future years:

1. The State would apply existing capital asset guidance, including depreciation, if applicable to the tunnel.  If the State elects straight-line, it would recognize $125 million (the fair value of the tunnel, less the insurance obligation, divided by the 40 year term of the arrangement) in revenue and reduce the related deferred inflow of resources in the same amount each year.  The State would also recognize revenue and expenses and reduce the liability as it satisfies the obligation to insure the facility over the term of the arrangement.
2. If the LTA elects straight-line, it would amortize the intangible asset and recognize expense in the amount of $100 million (its $4 billion cost divided by 40 years) each year.  The LTA would recognize revenue and expenses on tunnel operations based on applicable revenue and expense recognition guidance.

Note disclosures for this case are illustrated in the appendix to the Statement.


STATEMENT 61				THE FINANCIAL REPORTING ENTITY:
						OMNIBUS


In November 2010, the GASB adopted Statement 61, which amends Statement 14, The Financial Reporting Entity, and Statement 34, Basic Financial Statements – and Management’s Discussion and Analysis – for State and Local Governments.  

Statement 61 modifies certain requirements for inclusion of component units in the financial reporting entity.  For organizations that previously were required to be included as component units by meeting the fiscal dependency criterion, a financial benefit or burden relationship also would need to be present between the primary government and that organization for it to be included in the reporting entity as a component unit.  Further, for organizations that do not meet the financial accountability criteria for inclusion as component units but that, nevertheless, should be included because the primary government’s management determines that it would be misleading to exclude them, the Statement clarifies the manner in which that determination should be made and the types of relationships that generally should be considered in making the determination.

The Statement also amends the criteria for blending component units in certain circumstances.  For those component units that are currently blended because their governing bodies are substantially the same, it additionally requires that (1) the primary government and the component unit have a financial benefit or burden relationship or (2) management (below the level of elected officials) of the primary government have operational responsibility for the activities of the component unit.

Amendments to the “misleading to exclude” criterion

The principle amendments to this criterion are to paragraphs 12 and 39 of Statement 14, and note that “the primary government may determine, through exercise of management’s professional judgment, that the inclusion of an organization that does not meet the financial accountability criteria is necessary in order to prevent the reporting entity’s financial statements from being misleading.  In such instances, that organization should be included as a component unit.”  

Paragraph 20 was amended to change “misleading or incomplete” to simply “misleading.”

Paragraph 39 also now notes that the determination of whether exclusion of a component unit would cause the financial statements of the reporting entity to be misleading “should be based on the nature and significance of the organization’s relationship with the primary government.”



Amendments to inclusion under the financial accountability concept

A primary government is now financially accountable for a component unit if:

· It appoints a majority of the organization’s governing board and (1) is able to impose its will on that organization or (2) there is a potential for the organization to provide specific financial benefits to, or impose specific financial burdens on, the primary government, or

· The organization is fiscally dependent on, and there is a potential for the organization to provide specific benefits to, or impose specific financial burdens on, the primary government.

Amendments the major component unit requirements

Paragraphs 51 and 63 of Statement 14 are amended to clarify the types of relationships that affect the determination of major component units and to eliminate a requirement that the determination include consideration of each component unit’s significance relative to other component units.

Paragraph 51 now notes that the determination of a “major” component unit is solely based on the nature and significance of its relationship to the primary government, considering the following factors (any of them could result in classification of a component unit as major):

· The services provided by the component unit to the citizenry are such that separate reporting as a major component unit is considered to be essential to financial statement users;
· There are significant transactions with the primary government; or
· There is a significant financial benefit or burden relationship with the primary government.

Major component unit reporting requirements may now be satisfied by any one of the following:

· Presenting each major component unit in a separate column in the reporting entity’s statements of net asset and activities;
· Including combining statements of major component units in the reporting entity’s basic financial statements after the fund financial statements; or
· Presenting condensed financial statements in the notes to the reporting entity’s financial statements.

Nonmajor component units should be aggregated in a single column.  A combining statement for the nonmajor component units is not required but may be presented as supplementary information.



Amendments to the criteria for blending component units

Paragraph 53 of Statement 14 is amended to add additional criteria that would require blending of component units.  Blending is generally reflective of the fact that, even though the component unit is legally separate from the primary government, the operations and activities of the component unit are so intertwined with those of the primary government that they are essentially the same as those of the primary government.

Paragraph 53 now requires blending of a component unit when:

· The component unit’s governing body is substantively the same as the governing body of the primary government and there is a financial benefit or burden relationship between the primary government and the component unit or management of the primary government has operational responsibility for the component unit.[footnoteRef:5] [5:  Management of the primary government would be deemed to have operational responsibility for the component unit if it manages the activities of the component unit in essentially the same manner in which it manages its own programs, departments or agencies.  “Management” for this purpose consists of persons below the level of the governing board responsible for the day-to-day operations of the primary government, such as a county executive or city manager.] 

· The component unit provides services entirely, or almost so, to the primary government or otherwise exclusively, or almost so, benefits the primary government even though it does not provide services to it.  The essence of this type of relationship is much the same as an internal service fund, where the goods or services are provided to the primary government itself rather than to the citizenry.  Usually such services are financing services provided solely to the primary government, such as a building authority created to finance construction of office buildings for the primary government.  If a component unit provides services to more than just the primary government should also be blended if the services provided to others are insignificant to the overall activities of the component unit.  A component unit that provides services exclusively, or almost so, that benefit the primary government indirectly should also be blended.  An example is a component unit that provides services on behalf of the primary government to its employees, rather than directly to the primary government.
· The component unit’s total debt outstanding, including leases, is expected to be repaid entirely or almost entirely with resources of the primary government.  Such repayment is generally provided through a continuing pledge and appropriation by the primary government to the component unit, who, in turn, pledges those appropriation payments as the primary source of repayment of its debt.

Amendments to the requirements for reporting the funds of a blended component unit

Paragraph 54 of Statement 14 is amended to clarify that funds of a blended component unit have the same financial reporting requirements as a fund of the primary government.  In addition, guidance is provided (by adding paragraph 54a) on blending a component unit when the primary government is a business-type activity that reports in a single column.

It now notes that “some component units account for their activities in a single fund; others use all or several fund types.  If a component unit is blended, the funds of the component unit are subject to the same financial reporting requirements as the primary government’s own funds.  The funds of a blended component unit should be presented by including them with the primary government’s other funds in the appropriate fund financial statements and combining statements, if presented.  However, because the primary government’s general fund is usually the main operating fund of the reporting entity and often is a focal point for report users, its general fund should be the only general fund for the reporting entity.  The general fund of a blended component unit should be reported as a special revenue fund.”

“For governments engaged only in business-type activities that use a single column for financial statement presentation, a component unit may be blended by consolidating its financial statement data within the single column of the primary government and presenting condensed combining information in the notes to the financial statements.  The condensed combining information should include the following details, at a minimum:

(1) Condensed statement of net assets:
a. Total assets – distinguishing between current assets, capital asset, and other assets.  Amounts receivable from the primary government or other component units should be reported separately.
b. Total liabilities – distinguishing between current and long-term amounts.  Amounts payable to the primary government or other component units should be reported separately.
c. Net assets – distinguishing among amounts invested in capital assets, net of related debt; restricted (separately reporting expendable and nonexpendable components); and unrestricted.
(2) Condensed statement of revenues, expenses, and changes in net assets:
a. Operating revenues (by major source)
b. Operating expenses – identifying depreciation (including any amortization) separately
c. Operating income (loss)
d. Nonoperating revenues (expenses) – with separate reporting of major revenues and expenses
e. Capital contributions and additions to permanent and term endowments
f. Special and extraordinary items
g. Transfers
h. Change in net asset
i. Beginning net assets
j. Ending net assets
(3) Condensed statement of cash flows:
a. Net cash provided (used) by:
i. Operating activities
ii. Noncapital financing activities
iii. Capital and related financing activities
iv. Investing activities
b. Beginning cash and cash equivalent balances
c. Ending cash and cash equivalent balances”

Amendments to the requirements for the reporting entity’s equity interests in component units

Paragraph 55 of Statement 14 is amended to clarify the reporting of equity interests in legally separate organization.  It specifically requires that a primary government report an asset for its equity interest in a discretely presented component unit.  It further replaces the term “investment” with “equity interest.”

It now provides that if a government owns a majority of the equity interest in a legally separate organization (such as via acquisition of its voting stock), the government’s intent for owning the equity interest should determine whether the organization is presented in the financial statements of the primary government as a component unit or as an investment.  If the primary government’s intent is to enhance its ability to provide services, the separate organization should be reported as a component unit.  As an example, if a government purchases all outstanding stock of a concrete plant it order to provide a controlled source of concrete for its capital projects, it should report the concrete company as a component unit.  When such a component unit is presented discretely, the equity interest should be reported as an asset in the fund that has the equity interest, subject to the guidance for governmental funds on reporting participation in joint ventures.  Changes in the equity interest should be reported consistent with the requirements related to participation in joint ventures.  When such a component unit is blended, in the period of acquisition, the purchase typically should be reported as an outflow if the fund that provided the resources for the acquisition, and in that and subsequent reporting periods, the component unit should be reported consistent to the blending requirements above.  

On the other hand, if the government acquired the equity interest for the purpose of obtaining income or profit, it should report its equity interest as an investment, regardless of the extent of its ownership.

Amendments to note disclosures

Paragraph 61 of Statement 14 is amended to require that the notes should include a brief description of each of the component units included in the reporting entity and their relationship to the primary government, including:

· The rationale for inclusion
· Whether the component unit is presented discretely, blended or included in fiduciary activities

Component units may be disclosed together if they have common characteristics, as long as each is identified separately.  The notes should include information about how a user may obtain the separate financial statements of the individual component units.



Paragraph 63 is amended to identify the notes deemed essential to fair presentation:

· Governmental and business-type activities, major funds individually, and nonmajor funds in the aggregate of the primary government (including its blended component units)
· Major discretely presented component units considering the nature and significance of each component unit’s relationship to the primary government

The determination of which discretely presented component unit disclosures are essential to fair presentation is still a matter of judgment, and is made component unit-by-component unit.  A specific type of disclosure may be appropriate for one component unit but not for another, depending on the component unit’s relationship with the primary government.  For example, if the primary government is obligated for the debt of a particular component unit, it is likely that the debt-related disclosures should be made for that component unit.

Amendments for component units and related organizations with joint venture characteristics

Paragraph 78 is amended to state that although an organization may have multiple participants, if one participating government appoints a voting majority of its governing body (and joint control is precluded because that participant has the power to make decisions unilaterally), the organization is either a component unit or a “related organization” of that participating government and should be reported in that participating government’s financial statements, following the general guidance on reporting component units or related organizations.  The other (minority) participants should report their participation in the organization in accordance with the requirements for reporting joint ventures or jointly governed organizations.  

The organization itself, when it is presented as a component unit in the majority participant’s financial reporting entity, should report any equity interests of the minority participants as “restricted net assets, nonexpendable.”  In addition, there may be instances in which a jointly controlled organization (such as a regional government) is considered a component unit of one of the participating governments because it is fiscally dependent on and has a financial benefit or burden relationship with that participating government.

Effective date and transition

The provisions of Statement 61 are effective for financial statements for periods beginning after June 15, 2012, with earlier application encouraged.  In the first period applied, changes made to comply should be treated as an adjustment of prior periods by restating all prior periods presented.  If restatement is not practical, the cumulative effect of application should be reported as a restatement of beginning net asset, fund equity or fund balance, as appropriate, for the earliest period restated (generally the current period).  The notes should disclose the nature of the restatement and its effect in the period first applied.




EXPOSURE DRAFT	FINANCIAL REPORTING OF DEFERRED OUTFLOWS OF RESOURCES, DEFERRED INFLOWS OF RESOURCES AND NET POSITION

In November 2010, the Board released an exposure draft which would provide financial reporting guidance for deferred outflows of resources and deferred inflows of resources.  Concepts Statement No. 4, Elements of Financial Statements, introduced and defined those elements as follows:

· Deferred outflows of resources - a consumption of resources of net assets by the government that is applicable to a future reporting period
· Deferred inflows of resources - an acquisition of net assets by the government that is applicable to a future reporting period

Current standards do not generally include guidance for reporting those financial statement elements, which differ from assets and liabilities.  Statement 53, Accounting and Financial Reporting for Derivative Instruments, provides for the reporting of deferred outflows of resources and deferred inflows of resources for the changes in fair value of qualified hedging derivatives.  The Board is deliberating additional projects that may result in the recognition of deferred outflows and deferred inflows of resources.

Concepts Statement No. 4 also identifies net position as the residual of all other elements presented in a statement of financial position.  It is the difference between (a) assets and deferred outflows of resources and (b) liabilities and deferred inflows of resources.

The proposed Statement would amend the net asset reporting requirements in Statement 34, Basic Financial Statements  - and Management’s Discussion and Analysis – for State and Local Governments, and other pronouncements by incorporating deferred outflows and inflows into the definitions of the required components of the residual measure and by renaming that measure as net position, rather than net assets.

The provisions of the Statement would be effective for periods beginning after June 15, 2011.  Earlier application would be encouraged. The list of pronouncements that are affected is extensive.

Financial reporting for deferred outflows and deferred inflows

Deferred outflows of resources should be reported in a statement of financial position in a separate section following assets.  Deferred inflows of resources should be reported in a separate section following liabilities.  Deferred outflows of resources should not be combined with assets to provide a subtotal, nor should deferred inflows be combined with liabilities to provide a subtotal.

Deferred outflows of resources and deferred inflows of resources that are required to be presented in governmental fund balance sheets should be presented in a format that displays assets plus deferred outflows of resources equals liabilities plus deferred inflows of resources plus fund balance.

Statement of net position

In financial statements that use the economic resources measurement focus, governments should present a statement of net position in a format that displays assets, plus deferred outflows of resources, less liabilities, less deferred inflows of resources, equals net position.  Net position is displayed in three components:  net investment in capital assets, restricted and unrestricted.

Net investment in capital assets component of net position

The net investment in capital assets component of net position consists of capital assets, including restricted capital assets, net of accumulated depreciation reduced by the outstanding balances of bonds, mortgages, notes or other borrowings and deferred inflows of resources that are attributable to the acquisition, construction or improvement of those assets.  If there are significant unspent related debt proceeds or deferred inflows of resources at the end of the reporting period, the portion of the debt or deferred inflow of resources attributable to the unspent amount should not be included in the calculation of net investment in capital assets.  Instead, that portion of the debt or deferred inflow of resources should be included in the same net position component as the unspent amount.

Restricted component of net position

The restricted component of net position consists of restricted assets, other than capital assets as noted above, reduced by liabilities and deferred inflows of resources related to those assets.  Generally, a liability relates to restricted assets if the asset results from a resource flow that also results in the recognition of a liability or if the liability will be liquidated with the restricted assets reported.  A deferred inflow of resources relates to a restricted asset if that asset is a resource inflow that results in the recognition of a deferred amount.

Unrestricted component of net position

The unrestricted component of net position is the net amount of the assets, deferred outflows of resources, liabilities and deferred inflows of resources that are not included in either of the other two categories of net position.

Disclosures 

Balances of deferred outflows of resources and deferred inflows of resources reported in a statement of net position or a governmental fund balance sheet may be aggregations of different types of deferred amounts.  Governments should provide details of the different types of deferred amounts in the notes to the financial statements if significant components of the total deferred amounts are obscured by aggregation.  Disclosure in the notes is required only if the information is not displayed on the face of the financial statements.

If the reported amount for a component of net position is significantly affected by deferred outflows of resources or deferred inflows of resources, governments should disclose in the notes an explanation of the effect of those deferred amounts on the net position balances.

Effective date

This Statement would be effective for periods beginning after June 15, 2011, with earlier application encouraged.  The accounting changes required should be applied retroactively by reclassifying the statement of net position and balance sheet information, if practical, for all periods presented.  In the period first applied, the notes should disclose the nature of any reclassification and its effect.  If reclassification cannot be accomplished, the reason should be disclosed.

Illustration of a statement of net position

The exposure draft provides the following illustration of a statement of net position:

Illustrated statement of net position

	
	                Primary Government             
	

	
	
Governmental Activities
	
Business-Type Activities
	

Total
	
Component Units

	ASSETS
	
	
	
	

	Cash and equivalents
	$    11,712,829
	$    10,516,820
	$    22,229,649
	$     303,935

	Investments 
	      29,250,291
	             64,575
	      29,314,866
	    7,428,952

	Derivative instruments – rate swap
	        1,040,482
	                  -
	        1,040,482
	              -

	Receivables (net)
	      11,792,650
	        3,609,615
	      15,402,265
	    4,042,290

	Internal balances
	           313,768
	          (313,768)
	                  -
	              -

	Inventories
	           322,149
	           126,674
	           448,823
	         83,697

	Equity interest in joint venture
	        2,303,256
	                   -
	        2,303,256
	              -

	Capital assets:
	
	
	
	

	  Land and construction in progress
	      28,435,025
	         6,408,150
	      34,843,175
	       751,239

	  Other, net of depreciation
	    141,587,735
	     146,513,065
	    288,100,800
	  36,993,547

	    Total capital assets
	    170,022,760
	     152,921,215
	    322,943,975
	  37,744,786

	      Total assets
	    226,758,185
	     166,925,131
	    393,683,316
	  49,603,660

	
	
	
	
	

	DEFERRED OUTFLOWS
	
	
	
	

	Accumulated decrease in fair value of hedging derivatives 
	
                   -
	
           127,520
	
          127,520
	
                -

	
	
	
	
	

	LIABILITIES
	
	
	
	

	Accounts payable and accrued expenses
	        7,538,543
	           659,592
	       8,198,135
	     1,803,332

	Advances from grantors
	        1,435,599
	                  -
	       1,435,599
	          38,911

	Forward contract
	                  -
	           127,520
	          127,520
	               -

	Long-term liabilities:
	
	
	
	

	  Due within one year
	        9,236,000
	        4,426,286
	     13,662,286
	     1,426,639

	  Due in more than one year
	      83,302,378
	      74,482,273
	   157,784,651
	   27,106,151

	      Total liabilities
	    101,512,520
	      79,695,671
	   181,208,651
	   30,375,033

	
	
	
	
	

	DEFERRED INFLOWS
	
	
	
	

	Accumulated increase in fair value of hedging derivatives
	
       1,040,482
	
                   -
	
       1,040,482
	
                -

	
	
	
	
	

	NET POSITION
	
	
	
	

	Net investment in capital assets
	   103,711,386
	      79,088,574
	   182,799,960
	   15,906,392

	Restricted for:
	
	
	
	

	  Transportation and public works
	     10,655,737
	                  -
	     10,655,737
	                -

	  Debt service
	       3,076,829
	        1,451,996
	       4,528,825
	                -

	  Housing and community development
	       6,845,629
	                   -
	       6,845,629
	                -

	  Other purposes
	       1,483,387
	                   -
	       1,483,387
	        492,445

	Unrestricted (deficit)
	     (1,567,785)
	        6,816,410
	       5,248,625
	     2,829,790

	      Total net position
	$ 124,205,183
	$    87,356,980
	$ 211,562,163
	$ 19,228,627

	
	
	
	
	






PRELIMINARY VIEWS DOCUMENT	PENSION ACCOUNTING AND FINANCIAL REPORTING BY EMPLOYERS

In June 2010, the GASB issued a preliminary views document (prelude to an exposure draft) to address several issues regarding public pension plans.  This document is a follow up to the Invitation to Comment issued the previous year.  The most obvious issue addressed (and one which the FASB dealt with some years ago) is whether the unfunded accrued actuarial liability should be reported in the government’s financial statements.

In the “plain-language supplement” to the PV document, it is noted that Concepts Statement No. 4, Elements of Financial Statements, provides that liabilities are “present obligations to sacrifice resources that the government has little or no discretion to avoid.”  Based on that definition, the GASB has taken the position that the portion of the pension obligation not covered by assets in the pension plan (the unfunded obligation) is a liability of the government that should be reported in the accrual-basis financial statements.

Specifically, the document poses these questions to respondents, based on the Board’s preliminary views:

1. Is the employer primarily responsible for the portion of the obligation for defined pension benefits in excess of the plan net assets available for benefits?

2. a. Does the unfunded portion of a sole or agent employer’s pension obligation to its employees meet the definition of a liability (referred to as the net pension liability)?

b. Is the net pension liability measurable with sufficient reliability to be recognized in the employer’s basic financial statements?

3. a. Should the projection of pension benefit payments for purposes of calculating the total pension liability and the service-cost component of pension expense include the projected effect of (i) automatic cost-of-living adjustments (COLAs), (ii) future ad hoc COLAs in circumstances in which they are not substantively different from automatic COLAs, (iii) future salary increases, and (iv) future service credits?

b. What criteria should be considered in determining whether ad hoc COLAs are substantively different from automatic COLAs?
	
c. Should the discount rate for accounting and financial reporting purposes be a single rate that produces  a present value of total projected benefit payments equivalent to that obtained by discounting projected benefit payments using (i) the long-term expected rate of return on plan investments to the extent that current and expected future plan net assets available for pension benefits are projected to be sufficient to make benefit payments and (ii) a high-quality municipal bond index rate for those payments that are projected to be made beyond the point at which plan net assets available for pension benefits are projected to be fully depleted?

	d. Should a single actuarial method (the entry-age method, applied on a level-percentage-of-payroll basis) be used for determining the present value of projected benefit payments over each employee’s projected service life for purposes of determining the total pension liability of a sole or agent employer, as well as the service-cost component of pension expense?

4. a. Do you agree that the effects on the net pension liability of changes in the total pension liability resulting from (1) differences between the expected and actual experience with regard to economic and demographic factors affecting measurement, (2) changes of assumptions regarding the future behavior of these factors, and (3) changes of plan terms affecting measurement should be recognized as components of pension expense over weighted-average periods representative of the expected remaining service lives of individual employees, considering separately (a) the aggregate effect on the liabilities of active employees to which the change applies and (b) the aggregate effect on the liabilities of inactive employees?

b. Do you agree that the effects on the net pension liability of projected earnings on plan investments, calculated using the long-term expected rate of return should be included in the determination of pension expense in the period in which the earnings are projected to occur?  Do you agree that earnings on plan investments below or above the projected earnings should be reported as deferred outflow or inflows unless cumulative net deferred outflows or inflows resulting from such differences are more than 15 percent of the fair value of plan investments, in which case the amount of cumulative deferred outflows or inflows that is greater than 15 percent of the fair value of plan investments should be recognized as an increase or decrease in expense immediately?

5. a. Is each employer in a cost-sharing plan implicitly primarily responsible for (and should the employer therefore recognize as its net pension liability) its proportionate share of the collective unfunded pension obligation, as well as its proportionate share of the effects of changes in the collective unfunded pension obligation?

b. Do you agree that the determination of the proportionate shares of the collective net pension obligation based on the employers’ respective shares of the total annual contractually required contributions to the plan would provide a reliable basis for measurement?  If not, what basis do you believe would be appropriate?

6. Do you agree that a comprehensive measurement (an actuarial valuation for both accounting and financial reporting purposes) should be made at least biennially, as of a date not more than 24 months prior to an employer’s fiscal year-end?

Origins of pension benefits and relationships among parties

As is apparent from the questions posed, the issues are complex (and get more so throughout the document).  Underlying the preliminary views is a reaffirmation by the Board of a conclusion previously expressed in earlier standards related to pension benefits:  Defined pension benefits are a component of an exchange transaction between an employer and its employees of salaries and benefits for employees’ services.

The Board believes that an employer has an obligation to its employees for pension benefits by virtue of the employment exchange, and that obligation is not satisfied until the defined benefits have been paid to the employees or their beneficiaries.  The Board believes that an employer remains primarily responsible for the portion of its benefit obligation to employees in excess of the plan net assets available for pension benefits that have been accumulated in a pension plan (trust).  To the extent that plan net assets have been accumulated, the employer becomes secondarily liable, and the pension plan is primarily responsible for the obligation.

Sole and agent employers

Recognition of a liability The Board believes that the unfunded pension obligation to employees, for which a sole or agent employer is primarily responsible for financial reporting purposes does in fact meet the definition of a liability.  The Board believes that the unfunded pension obligation (referred to as the net pension obligation) of a sole or agent employer is sufficiently measurable as to be recognized in the financial statements of the sole or agent employer.

Measurement The net pension liability of a sole or agent employer is calculated as the difference between two components:

· The employer’s total pension liability to its employees by virtue of the employment exchanges through the end of the financial reporting period, and
· An amount equal to the plan assets, net of other plan liabilities, that are available for payment of pension benefits as of the end of the employer’s financial reporting period.

Projection of benefit payments  For financial reporting purposes, the Board believes that the projection of benefit payments would include the projected effects of each of the following types of future changes:

· Automatic cost-of-living adjustments (COLAs)
· Projected future ad hoc COLAs (those that are dependent on a decision to grant by a responsible authority) when relevant facts and circumstances indicate that such COLAs are not substantively different from automatic COLAs
· Projected future salary increases in circumstances in which the pension benefit formula is based on future compensation levels
· Projected future service credits both in determining an employee’s probable eligibility for benefits and in projecting benefit payments in circumstances in which the pension benefit formula is based on years of service.

Discount rate  The Board believes that the total pension liability can be viewed as derived from two benefit payment streams with different measurement implications:

· Benefit payments to employees currently in the plan that are projected to be paid from plan net assets held in trust and available for pension benefits, adjusted for relevant projected increases and decreases, and
· Benefit payments to those employees that are expected to occur beyond the point at which plan net assets available for pension benefits are projected to be fully depleted.  

Therefore, the Board believes that the discount rate for accounting and financial reporting purposes should be a single rate that produces a present value of total projected benefit payments equal to that obtained by discounting projected benefit payments using:

· The long-term expected rate of return on plan net assets to the extent that current and expected future pension plan net assets available for pension benefits are projected to be sufficient to provide for payment of benefits in future periods
· A high-quality municipal bond index rate for those payments that are projected to be made beyond the point at which plan net assets available for pension benefits are projected to be fully depleted.

Attribution of the present value of projected benefit payments to periods  The Board believes that for purposes of determining the total pension liability of a sole or agent employer, as well as determining the service-cost component of pension expense, the present value of projected benefit payments for an employee would be attributed to that employee’s expected periods of service as a level percentage of payroll using the method described in the current standards as the entry age actuarial cost method.

Pension expense and deferred pension outflows (inflows)  Changes in an employer’s net pension liability from period to period can occur as a result of several types of transactions or other events, including:

· Employee services during the period
· Interest on the beginning total pension liability
· Differences between the expected and actual experience with regard to economic and demographic factors affecting measurement of the total pension liability
· Changes of assumptions regarding the expected future behavior of economic and demographic factors affecting measurement of the total pension liability
· Changes in plan terms that affect the amount of pension benefits associated with employee services in past periods
· Changes in plan net assets available for pension benefits

The Board believes that the amount of projected pension benefits attributed to a period of employee service (service cost) and interest on the beginning total pension liability should be recognized as pension expense in that period.  Other changes in total pension liability should be recognized as deferred pension outflows (inflows) in the period of the change and recognized as pension expense over periods representative of the expected remaining service lives of individual employees, considering separately (1) the aggregate effect on the liabilities for active employees to which the change applies, and (2) the aggregate effect on the liabilities for inactive employees.  To the extent to which such changes relate to past periods of service of active plan employees, the amortization period would be an average expected remaining service life with weighting to approximate the result that would be obtain if such changes were amortized individually for each active employee.  Current-period changes related to past periods of service of inactive (including retired) employees would be recognized as expense immediately in the period of the change.

Expected earnings on plan investments, calculated using the expected long-term rate of return, would be included in the determination of pension expense in the period in which the earnings are projected to occur.  Earnings on plan investments that differ from the expected earnings for a period would be reported as deferred outflows (inflows) unless cumulative net deferred outflows (inflows) resulting from such differences are more than 15 percent of the fair value of plan investments. If cumulative net deferred outflows (inflows) are more than 15 percent of the fair value of plan investments at the end of a financial reporting period, the amount of cumulative net deferred outflows (inflows) that is greater than 15 percent of the fair value of plan investments would be recognized immediately as an addition to (or reduction of) pension expense.

Changes in plan net assets available for pension benefits that are not associated with investments would be recognized immediately as additions to (or reductions in) pension expense.

Cost-sharing employers

The Board believes that each employer in a cost-sharing plan is primarily responsible for a part of the collective net pension liability representing its implicit proportionate share of the shared benefit risks and pooled plan assets.  The Board believes that a cost-sharing employer should recognize as its net pension liability, pension expense, and deferred pension outflows (inflows) its proportionate share of the collective net pension liability, pension expense, and deferred pension outflows (inflows).  For that purpose, the collective net pension liability, pension expense, and deferred outflows (inflows) would be calculated using the same measurement and attribution approaches discussed above for application to measurements for sole and agent employers.

Frequency and timing of pension measurements

The Board believes that an employer would report its net pension liability measured as of its fiscal year-end.  Measurement of the employer’s total pension liability would be as follows:

· A comprehensive measurement (an actuarial valuation for accounting and financial reporting purposes) of the total pension liability would be required at least every other year (biennially).
· A comprehensive measurement of the total pension liability would not be required to be as of an employer’s fiscal year-end; however, the comprehensive measurement used as the basis for determining an employer’s net pension liability reported at its fiscal year-end would need to be as of a date no more than 24 months prior to the employer’s fiscal year-end.
· If a comprehensive measurement of the total pension liability is not made as of the employer’s fiscal year-end, the most recent comprehensive measurement would need to be updated to that date.  Updated measures would be required to reflect the effects of all significant changes since the most recent comprehensive measurement date.  Professional judgment would need to be applied to determine the procedures required to reflect the effects of such changes.  Determination of the procedures appropriate in the particular circumstances would include consideration of whether a new comprehensive measurement was needed.





II.  AICPA 

AUDITING STANDARDS BOARD (ASB) PRONOUNCEMENTS


As of the date of this writing, the ASB has completed a number of the “clarified” Statements on Auditing Standards.  The clarity project was undertaken in 2004 to make U.S. GAAS easier to read, understand and apply.  The ASB is also converging U.S. GAAS with the International Standards on Auditing (ISAs) issued by the International Audit and Assurance Standards Board (IAASB), while avoiding unnecessary conflict with Public Company Accounting Oversight Board (PCAOB) standards.

The ASB expects to complete the project in the second half of 2011, with the possible exception of two sections:

· AU 341, The Auditor’s Consideration of the Entity’s Ability to Continue as a Going Concern, whose redraft and revision is being delayed in order to enable the proposed standards to align with expected U.S. accounting standards, and
· AU 322, The Auditor’s Consideration of the Internal Audit Function, whose redraft and revision is delayed in order to enable the proposed standard to align with the IAASB revision to ISA 610, Using the Work of Internal Auditors.

When the clarified standards have been completed, they will be issued in one SAS, codified in AU sections (just as it did in 1972, when SAS 1 was issued).  All AU sections that are clarified subsequent to the issuance of that one SAS will be assigned a number and a title. To address certain practice issues, certain SASs have been issued in advance (see SAS 117 through 120 below).  All of the other clarified SASs will have effective dates for periods ending on or after December 15, 2012.  The single SAS that will contain the clarified SASs will not allow early adoption.

The following clarified standards have been finalized at the date of this writing:

· Forming an Opinion and Reporting on Financial Statements
· Modifications to the Opinion in the Independent Auditor's Report
· Emphasis-of-Matter Paragraphs and Other-Matter Paragraphs in the Independent Auditors Report
· Special Considerations - Audits of Financial Statements Prepared With Special Purpose Frameworks
· Special Considerations - Audits of Single Financial Statements and Specific Elements, Accounts, or Items of a Financial Statement
· Engagements to Report on Summary Financial Statements
· Special Considerations  - Audits of Group Financial Statements (Including the Work of Component Auditors)
· Auditing Accounting Estimates, Including Fair Value Accounting Estimates and Related Disclosures
· Audit Evidence - Special Considerations for Selected Items
· Using the Work of an Auditor's Specialist
· Analytical Procedures (Redrafted)
· Reports on Application of Requirements of an Applicable  Financial Reporting Framework
· Consideration of Fraud in a Financial Statement Audit (Redrafted) 
· Opening Balances - Initial Audit Engagements, Including Reaudit Engagements
· Consideration of Omitted Procedures After the Report Release Date
· Quality Control for an Engagement Conducted in Accordance With Generally Accepted Auditing Standards
· Terms of Engagement
· Written Representations 
· Communicating Internal Control Related Matters Identified in an Audit (Redrafted) 
· Audit Sampling (Redrafted)
· Subsequent Events and Subsequently Discovered Facts 
· External Confirmations
· Related Parties (Redrafted)
· Consideration of Laws and Regulations in an Audit of Financial Statements 
· Audit Considerations Relating to an Entity Using a Service Organization 

Risk Assessment: 
· Planning an Audit 
· Materiality in Planning and Performing an Audit 
· Evaluation of Misstatements Identified During the Audit 
· Understanding the Entity and Its Environment and Assessing the Risks of Material Misstatement (Redrafted) 
· Performing Audit Procedures in Response to Assessed Risks and Evaluating the Audit Evidence Obtained (Redrafted) 
· Audit Evidence (Redrafted) 

· Preface to Codification of Statements on Auditing Standards, Principles Underlying an Audit Conducted in Accordance With Generally Accepted Auditing Standards; and Statement on Auditing Standards, Overall Objectives of the Independent Auditor and the Conduct of an Audit in Accordance With Generally Accepted Auditing Standards 
· Audit Documentation (Redrafted) 
· The Auditor's Communication With Those Charged With Governance (Redrafted) 


SAS 117	COMPLIANCE AUDITS

In December 2009, the ASB adopted SAS 117, which supersedes SAS 74, Compliance Auditing Considerations in Audits of Governmental Entities and Recipients of Governmental Financial Assistance.  In essence, this standard brings the risk-based audit to the compliance arena.

Introduction 

Governments frequently establish audit requirements for entities to undergo and audit of their compliance with applicable compliance requirements.  This standard is applicable when an auditor is engaged to perform a compliance audit in accordance with all of the following:

· Generally accepted auditing standards (GAAS)
· Government Auditing Standards (the GAO Yellow Book, otherwise referred to as GAGAS)
· A governmental audit requirement

This standard addresses the requirements of GAAS to a compliance audit, which is usually performed in conjunction with a financial statement audit.  This SAS does not apply to the financial statement portion of the audit.  Nor does it apply when the audit requirement calls for an examination of an entity’s compliance, performed under the Statements on Standards for Attestation Engagements (SSAEs).

GAGAS and other governmental audit requirement contain standards that are supplementary to those in GAAS, as well as guidance on how to apply those standards and requirements.

Management’s responsibility

A compliance audit is based on the fact that management is responsible for compliance, including:

· Identifying the entity’s government programs, as well as understanding  and complying with the compliance requirements
· Establishing and maintaining controls that provide reasonable assurance that the entity manages government programs in compliance with the compliance requirements
· Evaluating and monitoring the entity’s compliance with the compliance requirements
· Taking corrective action on audit findings that result from the compliance audit



Effective date

The effective date is for periods ending on or after June 15, 2010, with earlier application permitted.

Objectives 

The auditor’s objectives in a compliance audit are:

· To obtain sufficient appropriate audit evidence to form an opinion and report at the level specified in the governmental audit requirements on whether the entity complied in all material respects with the applicable compliance requirements
· To meet the supplementary audit requirements of the governmental audit requirement, if any

Definitions

Applicable compliance requirements are those requirements that are subject to the compliance audit.

Audit findings are the matters that are required to be reported by the auditor in accordance with the governmental audit requirement.

Audit risk of noncompliance is the risk that the auditor may unknowingly fail to appropriately modify his or her opinion on the entity’s compliance when material noncompliance exists.  It consists of inherent risk of noncompliance, control risk of noncompliance and detection risk of noncompliance.

Compliance audit is a program specific or organization-wide audit of an entity’s compliance with applicable compliance requirements.

Compliance requirements are the laws, regulations, rules and provisions of contracts and grant agreements that are applicable to the government programs with which the entity is required to comply.

Control risk of noncompliance is the risk that material noncompliance will not be prevented to detected and corrected in a timely manner by the entity’s control over compliance.

Deficiency in internal control over compliance is a deficiency in the design or operation of a control over compliance that does not allow management or employees, in the normal course of performing their assigned functions, to prevent or detect and correct noncompliance in a timely manner.  Design deficiencies exist when a control necessary to meet the control objectives is missing or an existing control is not properly designed so that, even if it operates as designed, the control objective would not be met.  Operating deficiencies exist when a properly designed control does not operate as designed or the person performing the control does not possess the necessary authority or competence to perform the control effectively.

Detection risk of noncompliance is the risk that the auditor will not detect material noncompliance that has occurred.  It is a function of the effectiveness of the audit procedures applied and their application by the auditor.
 
Governmental audit requirements are established by law or regulation, rule, or contract and grant agreement provisions requiring an entity to undergo an audit of its compliance with applicable compliance requirements related to one or more government programs that the entity administers.

Government Auditing Standards are the guidance issued by the Comptroller General of the United States, U.S. Government Accountability Office for financial audits, attestation engagements and performance audits.  

Government programs are the means by which government entities achieve their objectives.

Grantor is a government agency from which funding for the government originates.

Inherent risk of noncompliance is the susceptibility of an applicable compliance requirement to material noncompliance, assuming no related internal controls.

Known questioned costs are questioned costs specifically identified by the auditor, and are a subset of likely questioned costs.

Likely questioned costs are the best estimate of total questioned costs, developed by extrapolating from audit evidence obtained, for example, by projecting known questioned costs identified in an audit sample to the entire population from which the sample was selected.

Material noncompliance is the failure to follow requirements or a violation of prohibitions included in the applicable compliance requirements that results in noncompliance that is quantitatively or qualitatively significant, either individually or when aggregated with other noncompliance, to the affected government program.

Material weakness in internal control over compliance is a deficiency, or combination of deficiencies, in internal control over compliance, such that there is a reasonable possibility that material noncompliance with a compliance requirement will not be prevented or detected and corrected in a timely manner. A reasonable possibility exists when the likelihood of the event is either reasonably possible or probable as those terms are used in SFAS 5, Accounting for Contingencies.

Organization-wide audit is an audit of an entity’s financial statements and an audit of its compliance with the applicable compliance requirements as they relate to one or more government programs that the entity administers.

Pass-through entity is an entity that receives an award from a grantor or other entity and distributes all or part of it to another entity to administer a government program.

Program-specific audit is an audit of an entity’s compliance with applicable compliance requirements as they relate to one government program that the entity administers.  In addition to the compliance audit, a program-specific audit includes either an audit of the entity’s or the program’s financial statements.

Questioned costs are costs that are questioned by the auditor because of (1) violation or possible violation of the applicable compliance requirements, (2) the costs are not supported by adequate documentation, or (3) the incurred costs appear unreasonable and do not reflect the actions that a prudent person would take in the circumstances.

Risk of material noncompliance is the combined assessment of inherent and control risk of noncompliance.

Significant deficiency in internal control over compliance is a deficiency, or combination of deficiencies, in internal control over compliance that is less severe than a material weakness in internal control over compliance, yet important enough to merit attention by those charged with governance.

Requirements 

Adapting and applying the AU sections to a compliance audit

When performing a compliance audit, the auditor, using professional judgment, should adapt and apply the AU sections to the objectives of a compliance audit (except for the AU sections listed in Exhibit A).

Establishing materiality levels

The auditor should establish materiality levels for the audit based on the governmental audit requirement.

Performing risk assessment procedures

Management is responsible for identifying the entity’s government programs and understanding and complying with the compliance requirements.  The auditor should determine which of those government programs and compliance requirements to test in accordance with the governmental audit requirement.

The auditor should perform risk assessment procedures to obtain a sufficient understanding of the government program, the applicable compliance requirements, and internal control over compliance with the applicable compliance requirements.

In performing the risk assessment, the auditor should inquire of management about whether there are findings and recommendations in report or other written communications that result from previous audits, attestation engagements, and internal or external monitoring that directly relate to the objectives of the compliance audit.  The auditor should gain an understanding of management’s response to findings and recommendations that could have a material effect on the entity’s compliance with the applicable compliance requirements.  The auditor should use this information to assess risk and determine the nature, timing and extent of further procedures, including determining the extent to which testing the implementation of any corrective actions is applicable to the audit objectives.

Assessing the risk of material noncompliance

The auditor should assess the risk of material noncompliance whether caused by error or fraud for each compliance requirement.

Performing further audit procedures in response to assessed risks

If the auditor identifies a risk of material noncompliance that is pervasive to the entity’s compliance, the auditor should develop an overall response to the assessed risk of material noncompliance.

The auditor should design and perform further audit procedures, including tests of details, to obtain sufficient appropriate audit evidence about the entity’s compliance with each of the applicable compliance requirements in response to the assessed risks of material noncompliance.  In doing so, the auditor should adapt and apply the guidance of AU 318 (from the risk assessment standards) in designing and performing further audit procedures.  These procedures should include performing tests of controls over compliance if:


· The auditor’s risk assessment includes an expectation of the operating effectiveness of controls over compliance related to the applicable compliance requirements
· Substantive tests alone do not provide sufficient appropriate audit evidence, or
· Such tests of controls over compliance are required by the governmental audit requirement.

Supplementary audit requirements

The auditor should identify audit requirements specified in the governmental audit requirement that are supplementary to GAAS and GAGAS and perform procedures to address those requirements.  In instances where the audit guidance provided by a governmental agency for the performance of the compliance audit has not been updated for, or otherwise conflicts with, current GAAS or GAGAS, the auditor should comply with the most current applicable GAAS or GAGAS instead of the outdated or conflicting guidance.

Written representations

The auditor should obtain written representations from management related to the entity’s compliance with the applicable compliance requirements.  The auditor should determine that the matters addressed by the representations and the contents of the representations have been tailored to the entity, the governmental audit requirement, and the applicable compliance requirements.

Subsequent events

The auditor should consider information about subsequent events that comes to his or her attention after the end of the period addressed by the auditor’s report and prior to the issuance of the report.  Type I and Type II subsequent events are addressed.

The auditor should perform procedures to identify subsequent events, including but not limited to inquiring about and considering:

· Management’s knowledge about whether any subsequent events have occurred that might affect the auditor’s report on compliance
· Relevant internal auditor’s report issued during the subsequent period
· Other auditor’s reports identifying noncompliance that were issued during the subsequent period
· Regulatory agencies’ reports on the entity’s noncompliance that were issued during the subsequent period
· Information about the entity’s noncompliance obtained through other professional engagements performed by the auditor for that entity

The auditor is not responsible to detect noncompliance that occurs subsequent to the period being reported on; however, if the auditor becomes aware of noncompliance before the date of the auditor’s report that is of such a nature and significance that its disclosure is needed to prevent the report users from being misled, the auditor should include an explanatory paragraph in his or her report describing the nature of the noncompliance.

Forming an opinion and reporting

The auditor should evaluate the sufficiency and appropriateness of the audit evidence obtained.

The auditor should form an opinion, at the level specified by the governmental audit requirement, on whether the entity complied in material respects, with the applicable compliance requirements, and report appropriately.  In forming an opinion, the auditor should evaluate likely questioned costs, not just known questioned costs, as well as other material noncompliance that, by its nature, may not result in questioned costs.  The auditor should report noncompliance and other matters that are required to be reported in the manner specified by the governmental audit requirement.

The report on compliance should include:

· A title that includes the word “independent”
· Identification of the one or more government programs covered by the audit or a reference to a separate schedule that contains that information


· Identification of the applicable compliance requirements or a reference to where they can be found
· Identification of the period covered by the report
· A statement that compliance with the applicable compliance requirements is management’s responsibility
· A statement that the auditor’s responsibility is to express an opinion on compliance based on the audit
· A statement that the audit was conducted in accordance with U.S. GAAS, GAGAS and the governmental audit requirement
· A statement that the audit included examining, on a test basis, evidence supporting the entity’s compliance with those requirements and performing such other procedures as the auditor considered necessary in the circumstances
· A statement that the auditor believes that the audit provides a reasonable basis for the opinion
· A statement that the audit does not provide a legal determination of the entity’s compliance
· The auditor’s opinion, at the level specified by the governmental audit requirement, on whether the entity complied in all material respects, with the applicable compliance requirements
· If noncompliance is identified that results in a modification of the opinion, a description of such noncompliance or a reference to a description of such noncompliance in an accompanying schedule
· If other noncompliance that is required to be reported by the governmental audit requirement is identified (i.e., noncompliance that did not result in modification of the opinion) a description of such noncompliance or a reference to a description of such noncompliance in an accompanying schedule
· If the criteria used to evaluate compliance are
· Established or determined by contractual agreement or regulatory provisions that are developed solely for the parties to the agreement or regulatory agency responsible for the provisions, or
· Available only to the specified parties,
	A separate paragraph restricting the use of the report
· The manual or printed signature of the auditor’s firm
· The date of the auditor’s report

When the auditor’s report on compliance is combined with a report on internal control over compliance, the following additional elements are required to be added to the report:

· A statement that management is responsible for establishing and maintaining internal controls over compliance with the requirements of laws, regulations, rules, contract and grant agreement applicable to government programs
· A statement that in planning and performing the audit, the auditor considered the entity’s internal control over compliance to determine the auditing procedures for the purpose of expressing an opinion on compliance, and not to express an opinion on internal controls over compliance
· A statement that the auditor is not expressing an opinion on internal controls over compliance
· A statement that the auditor’s consideration of internal controls over compliance was not designed to identify all significant deficiencies or material weaknesses in internal control over compliance, and therefore, all significant deficiencies or material weaknesses in internal control over compliance may not have been identified
· The definition of deficiency in internal control over compliance, and material weakness in internal control over compliance, 
· A description of any identified material weaknesses in internal control over compliance or a reference to an accompanying schedule which contains such a description
· If significant deficiencies in internal control over compliance were identified, the definition of significant deficiency in internal control over compliance, and a description of such deficiencies or reference to an accompanying schedule which contains such a description
· If no material weaknesses were identified, a statement to that effect
· The restricted use paragraph must always be included in all combined reports on internal controls and compliance 

Additional elements are required when the auditor is required to report on internal control, but chooses to do so in a separate report.  Modifications of the report are required when:

· There is a scope restriction
· The auditor is making reference to the work of another auditor
· The auditor is unable to comply with GAAS, GAGAS, or the governmental audit requirement

The auditor should communicate to management and those charged with governance identified significant deficiencies and material weaknesses in internal control over compliance, and should communicate to those charged with governance the matters prescribed in AU 380.

On occasion, printed forms, schedules or reports designed or adopted by governmental agencies with which they are to be filed contain prescribed wording.  If so, the wording may require an auditor to make a statement that he or she has no basis for making.  If that is the case, the auditor should either reword the form, schedule or report accordingly, or attach an appropriately worded separate report. 

Documentation 

The auditor should document the risk assessment procedures performed, including those related to obtaining an understanding of internal controls over compliance.  The auditor should document his or her response to assessed risk of material noncompliance, the procedures performed to test compliance with the applicable compliance requirements, and the results of those procedures, including any tests of controls over compliance.  The auditor should document materiality levels and how they were determined.  The auditor should document how he or she complied with the specific governmental audit requirements that are supplementary to GAAS and GAGAS.
Reissuance of the compliance report

If required to reissue the compliance report, the reissued report should include an explanatory paragraph stating that the report is replacing a previously issued report, and describing the reasons why the report is being reissued, and any changes from the previous report.  If all of the programs being reported on are affected by the change, the auditor’s report date should be updated to reflect the new procedures.  If only some of the programs being reported on are affected, the auditor should dual date the report with the updated report date referencing the government programs for which additional audit procedures have been performed.

SAS 118	INFORMATION IN DOCUMENTS CONTAINING AUDITED FINANCIAL STATEMENTS

In February 2010, the Board adopted this SAS which supersedes SAS 8 and provides several changes from existing standards.  The new SAS:

· Eliminates the distinction between other information included in an auditor-submitted document that contains the basic financial statements and the auditor’s report thereon and other information in a client-prepared document.
· Establishes a presumptively mandatory requirement that the auditor read the other information to identify material inconsistencies with the financial statements.
· Establishes a presumptively mandatory requirement that the auditor make appropriate arrangements with management or those charged with governance to obtain the other information prior to the report release date.
· Establishes a presumptively mandatory requirement that the auditor communicate with those charged with governance the auditor’s responsibility with respect to the other information, any procedures performed relating to the other information, and the results.  In addition, when revision of the other information is necessary, but management refuses to make the revision, the standard would establish a presumptively mandatory requirement that the auditor notify those charged with governance of the auditor’s concern regarding the other information.
· Establishes a presumptively mandatory requirement that, if material inconsistencies are identified, the auditor determine whether the financial statements or the other information needs to be revised.  If prior to the report release date and management refuses to make the revision, the statements would establish a presumptively mandatory requirement that the auditor modify the auditor’s report on the financial statements, communicate with those charged with governance, and where permitted, withhold the report or withdraw from the engagement.  If a material inconsistency is identified in other information obtained subsequent to the report release date, the statement would establish a presumptively mandatory requirement that the auditor follow the requirements of AU 561, Subsequent Discovery of Facts Existing at the Date of the Auditor’s Report.  If management agrees to the revision, the statement would establish a presumptively mandatory requirement that the auditor carry out the necessary procedures.  If management refuses to make the revision, the standard would establish a presumptively mandatory requirement that the auditor communicate with those charged with governance.
· Establishes a presumptively mandatory requirement that if a material misstatement of fact is identified, the auditor discuss the matter with management.  If after discussion, the auditor still believes that a material misstatement of fact exists, the standard would establish a presumptively mandatory requirement that the auditor ask management to consult with a qualified third party and consider the advice received.  If management refuses to correct the material misstatement of fact, the standard would establish a presumptively mandatory requirement that the auditor communicate with those charged with governance and consider other actions.

Effective date

SAS 118 is effective for periods beginning on or after December 15, 2010.  Earlier application is permitted.

SAS 119	SUPPLEMENTARY  INFORMATION IN RELATION TO THE FINANCIAL STATEMENTS AS A WHOLE	

In February 2010, the Board adopted this SAS which supersedes SAS 29 and provides several changes from existing standards.  The new SAS:

· Establishes as a condition for opining on the fair presentation of other information in relation to the financial statements as a whole that:
· The other information was derived from and relates directly to the underlying accounting records used to prepare the financial statements
· The other information relates to the same period as the financial statements
· The financial statements were audited and the auditor served as principal auditor in that engagement
· Neither an adverse opinion nor a disclaimer of opinion was issued on the financial statements.
· Establishes a presumptively mandatory requirement that when engaged to opine on the fair presentation of other information in relation to the financial statements as a whole, in addition to the procedures performed during the audit of the financial statements, the auditor will:
· Inquire of management about the purpose of the other information and the criteria under which it was prepared (for example, U.S. GAAP, regulatory criteria, contractual agreement, or other)
· Obtain an understanding about the methods for preparing the other information
· Compare and reconcile the other information to the underlying accounting records and other records used in preparing the financial statements or the financial statements themselves
· Inquire of management whether there were any significant assumptions or interpretations underlying the measurement or presentation of the other information
· Evaluate the appropriateness and completeness of the other information considering procedures and other knowledge obtained during the audit of the financial statements
· Obtain written representations from management.
· Establishes a presumptively mandatory requirement that when engaged to opine on the fair presentation of other information in relation to the financial statements as a whole, the auditor include an explanatory paragraph in the auditor’s report that includes:
· A statement that the audit was performed for the purpose of forming an opinion on the financial statements as a whole
· A statement that the other information is presented for the purpose of additional analysis and is not a required part of the financial statements
· A statement that the other information was derived from and relates directly to the underlying accounting and other records used to prepare the financial statements
· A statement that the other information has been subjected to the auditing procedures applied in the audit of the financial statements and certain additional procedures
· A statement that the purpose of the additional procedures is to provide the auditor a basis for expressing an opinion on whether the other information is not misstated by an amount that would be material to the financial statements
· If an unqualified opinion on the financial statements is being issued, a statement that, in the auditor’s opinion the other information is fairly stated in all material respects in relation to the financial statements as a whole
· If a qualified opinion is being issued, a statement that, in the auditor’s opinion, except for the effects on the other information of the qualification, the other information is fairly stated in all material respects in relation to the financial statements as a whole.
· Establishes a presumptively mandatory requirement that when engaged to opine on the fair presentation of other information in relation to the financial statements as a whole, the date of the auditor’s opinion on the financial statements should not be earlier than the date the auditor completed the required procedures.

Sample reporting examples are provided.

Effective date

SAS 119 is effective for periods beginning on or after December 15, 2010.  Earlier application is permitted.


SAS 120	REQUIRED SUPPLEMENTARY INFORMATION 

In February 2010, the Board adopted this SAS which supersedes SAS 52 and provides several changes from existing standards.  The new SAS:

· Defines required supplementary information as information that a designated accounting standard setter requires to accompany an entity’s basic financial statements.  RSI differs from other types of supplementary information because a designated accounting standard setter considers the information an essential part of the financial reporting of certain entities and authoritative guidelines for the measurement and presentation of the information have been established.
· Defines designated accounting standard setter as a body with authority under Rule 203 of the Code of Professional Conduct (currently, FASB, GASB and FASAB).
· Establishes the auditor’s objective, with respect to RSI, to communicate in writing whether, based on the procedures performed as prescribed in the standard, the auditor has identified any material modifications that should be made to the RSI for it to conform with guidelines established by the designated accounting standard setter.
· Establishes a presumptively mandatory requirements, regarding RSI, for the auditor to:
· Inquire of management about methods of preparing the information
· Compare the information for consistency with (1) management’s responses to the required inquiries, (2) audited financial statements, and (3) other knowledge obtained during the audit of the financial statements.
· Obtain written representations from management (1) that it acknowledges its responsibility for the RSI, (2) that the RSI is measured and presented within prescribed guidelines, (3) that the methods of measurement or presentation have not changed from those used in the prior period, or if the methods of measurement have changed, the reasons for such changes, and (4) about any significant assumptions underlying the measurement or presentation.
· Establishes a presumptively mandatory requirement for the auditor to include language in the auditor’s report on the financial statements when he or she is unable to complete the aforementioned procedures and consider whether management contributed to the auditor’s inability to complete the procedures
· Establishes a presumptively mandatory requirement that the auditor include an explanatory paragraph in the auditor’s report on the financial statements to refer to the RSI and establish presumptively mandatory reporting requirements when:
· The entity has presented all or some of the RSI
· The entity has omitted all of the RSI

Effective date

SAS 120 is effective for periods beginning on or after December 15, 2010.  Earlier application is permitted.


EXPOSURE DRAFT	ALERT AS TO THE INTENDED USE OF THE AUDITOR’S WRITTEN COMMUNICATION

In December 2010, the ASB released an exposure draft that would supersede part of SAS 87, Restricting the Use of an Auditor’s Report (AU 532).  The proposed SAS clarifies the fact that it applies to auditor’s reports and other communications (referred to simply as written communications) issued in connection with an engagement conducted in accordance with GAAS.  It eliminates the term restricted use and instead addresses the intended use of such communications.

The proposed SAS includes an “umbrella” requirement to include an alert as to the intended use of the auditor’s written communication when the subject matter of that communication is based on:

· Measurement or disclosure criteria that are determined by the auditor to be suitable only for a limited number of users who can be presumed to have an adequate understanding of the criteria;
· Measurement or disclosure criteria that are available only to the specified parties; or
· Matters identified by the auditor during the course of the engagement that are not the primary objective of the engagements (referred to as a by-product report).

Appendix A to the proposed standard provides a list of other SAS references to such an alert in accordance with the above umbrella requirements.

The alert language is consistent with extant AU 532, except when the engagement is also performed under Government Auditing Standards, and the written communication pursuant to that engagement is required by law or regulation to be made publicly available.  In that circumstance, the alert language describes the purpose of the communication and states that the communication is not intended to be and should not be used for any other purpose.  No specified parties are identified in this type of alert.

	For all except engagements under Government Auditing Standards:

This [report, letter, presentation, or communication] is intended solely for the information and use of [list or refer to the specified parties] and is not intended to be and should not be used by anyone other than these specified parties.

	For engagement under Government Auditing Standards:

The purpose of this [report, letter, presentation, or communication] is to [describe the purpose of the written communication].  Accordingly, this [report, letter, presentation, or communication] is not intended to be and should not be used for any other purpose.

Also modified is the guidance on single combined reports covering both communications required to include an alert and those that are for general use.  The extant 532 requires that the combined report be restricted in its entirety.  The proposed SAS would apply the alert only to the portion of the combined report required to include the alert.  In addition, the extant 532 requires the auditor to “consider” informing his or her client that restricted reports are not intended for distribution to nonspecified parties.  The proposed SAS does not include a comparable requirement, and makes clear that the auditor is not responsible for controlling distribution of the written communication.  The auditor “may consider” informing his or her client of the matter.
 
The guidance on addition of specified parties is comparable to extant 532.



Effective date

The proposed standard would be effective for written communications related to audits of financial statements for periods ending on or after December 15, 2012. For all other engagements conducted under GAAS, it is effective for written communications issued on or after December 15, 2012.
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