Counci | Financial Audits
A Wor kshop

Pur pose: To present and discuss the need for audits of
council financial records and to introduce a process
for performng audits with council resources.

Lear ni ng Cbj ecti ves:

1.

Agenda: 1.

4.

5.

To understand the inportance of sound
financial accounting and reporting in your
counci | .

To identify the options avail able for

conpl eting financial audits.

To present a process for conpleting
financial audits using council resources
(Fi nanci al review.

To devel op an action plan for conpleting a
financial audit for your council.

D scuss the responsibility of Council Board
of Directors for financial oversight.

D scuss the benefits to the council of
mai ntaining sound financial records and
reporting.

Identify nethods for conpleting a counci
financial audit.

Present a financial review process for
counci | use.

Fi nalize action plans.

Limt: 1 Hour
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Overvi ew

The Council Board of Directors is accountable for governance of

the council in order to protect the public interest. One
program that is wused for financial oversight is the counci
financial audit. Let’s start with your ideas. First, what are

some reasons why councils mght audit their financial records?
Li st them bel ow as “Supports Audits” and rank them Next, think
of reasons why councils do not audit their financial records
List them below as “Deters Audits” and rank them Conplete the
list working by yourself, then we will share our results and
di scuss how to overcone resistance.

Supports Audits |Ranking |Deters Audits Ranki ng

Generally, councils do not perform audits due to resource
constraints (tinme, noney, expertise) or to avoid conflict. In
this workshop we wll present strategies to address each of
t hese issues.

| nportance of Financial Audits

A business nust perform financial audits in order to attract
i nvestors, protect investor interests, borrow noney, or satisfy
state and federal regulations. A Council Board of Directors
usually wants to conduct financial audits to encourage
continuing financial support of council activities and prograrns.
Addi ti onal reasons cited are to protect against lawsuits and to
mai ntain the council’s tax-exenpt status. The goal of a
financial audit is to insure, insofar as is feasible, that al
financial records are accurate and conplete and appropriately
included in the council’s financial reports for the year.
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Every council should have their financial records audited
periodically — at least every two years or any tinme a new
Treasurer is elected. Some boards neglect this inportant

accountability, believing an audit is an accusation” of
suspected nal feasance! Nothing could be further fromthe truth.
The incom ng and outgoing Treasurer should both want to know
that everything is in order when accountability shifts — for
their own protection! Potential donors may ask to see audited
fi nanci al records before nmeking contributions to counci
pr ogr ans. The donor wants to know that their noney is being
used for the purpose of the donation. The Council Board of
Directors wants to properly represent the interests of the
council and provide protection against |awsuits. What ever the
reason, financial audits are a good practice and are not
t hreat eni ng when perforned regul arly.

Audit or Revi ew?

A certified financial audit nust by I|law be conducted by
Certified Public Accountants (CPAs) or Public Accountants (PAs)
in nost states. A CPA or PA can give an opinion on the accuracy
of financial statements and the adequacy on internal controls to
protect the public interest. The CPA or PA can also nake
recommendations for procedures to inprove controls, such as
requiring two signatures on checks over a certain dollar value.
The CPA or PA may also address the adequacy of the council’s

accounting and bookkeeping practices, as well as funds
managenent (e.g. tinmely processing of checks or other funds
received). The board, by acting upon these recomendati ons and

docunenting their decisions in board mnutes, is denonstrating
their accountability for governance and may insul ate thensel ves
from |awsuits. So what can a council board do to get a
certified financial audit?

The first option is to pay for the audit. Councils wth
adequate financial resources and major corporate donors to
protect nmay chose this option. However, for nost councils, the
practical option nay be to get the audit perfornmed pro bono. A
counci | may have an accountant on their board who is a CPA or PA
and is willing to lead an audit team of council volunteers. The
board nmay decide to recruit an accounting firm as a Community
Affiliate menber and place a partner on their board to provide
this expertise. Another option is to ask a |ocal Corporate or
Community Affiliate nmenber to influence their firms accountants
to do the audit pro bono. One last option is to seek a barter
arrangement for the audit wth a custoner of your council
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If the audit cannot be conpleted by a professional accounting
firm the Board should appoint an Audit Commttee to conplete a
financial review. The term review is wused because the
procedures recommended in this workshop are simlar to those
enployed by a CPA or PA in conducting an audit, but lack the
pr of essi onal opinion of a CPA or PA

Audit Comm ttee Consi derations

Committee Menbers. The audit commttee should consist of no
| ess than three persons, appointed by the board to conduct the
audi t . Menbership does not have to be restricted to Navy

Leaguers if outside talent is available (e.g. a Supply Oficer
from a Sea Services wunit or the Conptroller from a |ocal

or gani zat i on). Menbers should have experience in evaluating
financial records, in accounting procedures, or in auditing
(financial or non-financial). Audit commttee nenbers should

have no involvenent in managing council finances (handling of
financial or accounting functions) during the period being
reviewed, nor should they related to anyone who manages counci
fi nances.

Audit Procedures. The audit procedures described in this
wor kshop are the m nimum that should be carried out by the audit
commttee. Addi ti onal procedures, suggested by conmttee

menbers, that are helpful and appropriate in |light of specific
ci rcunstances encountered by the conmittee, can be adopted.
Adoption of additional procedures or increasing the scope of the
audit should be driven by circunstances. The Council| Board of
Directors should authorize the review procedures and enpower the
conmittee to act in the best interest of the council as the
si tuation demands.

Scope. Council Financial Audits should include all funds that

the council manages, including council operational funds,
schol arship funds, restricted funds and Sea Cadet funds. The
audit team nust be told which period to audit — i.e. the annua

financial statenent, or the period since the last audit if nore
than a year. The audit team should also be authorized to
i ncrease the scope of the audit if significant discrepancies are
f ound.

Revi ew Procedure
Gat her records. The council treasurer, bookkeeper and secretary

should collect the following records and nake them avail able to
the audit conmmttee:
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= Al bank records for the year (or for the period being
audi ted), including bank statenents, cancelled check stubs,
deposit slip copies, savings account statenents and
docunentation related to savings certificates, certificates
of deposi t, brokerage accounts or ot her fi nanci al
investnents of the council. The records for every account
of the council or other related organizations (for exanple,
Sea Cadets) nust be obtai ned.

= Any records of cash receipts and disbursenents nust be

pr esent ed.
= Periodic financial reports provided to the Council Board of
Directors. These records typically include budgets,

nonthly financial reports, the annual financial report and
any special reports or statenents (for exanple, financia
records fromfundrai sers or special events).

= Mnutes of the Board of Directors neetings for the period
cover ed.

= The Council Annual Report, if conpleted.

= Quarterly nenbership totals, separated into the nenbership
categories listed on page 23 of the Navy League Operations

Manual . Separate the records into new nenbers and renewal s
for each nmenbership category. I ncl ude Comunity Affiliate
Menbers.

= Any other financial books, |edgers and records regularly
mai nt ai ned, including software report printouts.
The council’s system of accounts (classifications and
definitions) should also be collected to assist the audit team
in the review

Revi ew receipts. Receipts for nost councils include nenber
rebates received, noney received from fundraisers and specia
events, net revenue from regular neetings, and net revenue from
sales. Performthe follow ng steps to review receipts:

1. Rebates. Conpare rebates received with nmenbership records for
each classification (page 23, NLUS Operations Manual) to
confirm receipt of all rebate revenue. Expl ain any
significant difference. Verify that all rebates have been
posted to revenue appropriately (in the correct account for
rebate revenue).

2. Counci |l dues. If the council collects |local dues. select a
random sanple (10% of nenbers suggested) of council nenbers
and verify that council dues were received and posted
correctly.

3. Fundrai sing. Select a random sanple of donations (suggest 10%
of all donation checks received) and verify that each check
was posted to revenue appropriately (in the correct account
for the donation). Include “50-50" funds raised at neetings.
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. Meeti ngs. Select a sanple from neetings (typically 2-3) and

verify that all receipts were docunented, expenses deducted,
and net revenue posted to the correct account. Net revenue
shoul d be used to account for neetings to avoid exceeding the
$25, 000 annual revenue hurdle, which requires filing a Form
990 with the IRS.

O her revenue. O her revenue typically conmes from sal es of
Navy League products to nenbers or the public. Speci al
accounts may have been set up for large events to track
recei pts and expenses for net revenue. Select a sanple from
t hese other revenue accounts and verify all receipts and net
revenue from events have been posted appropriately.
M scel | aneous inconme, such as interest on savings accounts,
shoul d be posted to the source of the revenue. Reconcile any
significant differences.

M scel | aneous. Review the Board neeting mnutes and the
Council Annual Report to verify that all special events,
donations and revenue sources identified therein have been
correctly posted to the appropriate account.

Revi ew di sbursements. Di sbursenents should be reviewed to
verify their accuracy and that proper approval was obtained for
t he di sbursenent.

1.

Expense approval . Determine the procedures followed for the
approval of expenses. Normal Iy, sonme type of invoice or
docunent (receipt) approval systemis in effect, supported by
explicit or inplicit authority to approve paynent at various

| evel s. Review a sanple of paid bills (10% recommended) to
eval uate conpliance with the approval procedure.
Budget performance. Conmpare mmj or account totals with the

budget and the previous year(s) expenses and obtain
explanations for any significant differences (perhaps 5%
budget wvari ation).

Reconci li ati on. For one nonth picked at random (recomend
January, April, July, or Cctober, when rebate checks are
post ed) and for the nmonth of Decenber, perform a
reconciliation of all nmonthly bank statenents. Thi s

procedure provides assurance about the appropriateness of
bank reconciliation and receipts for the nonths revi ewed, but
Its’ nost critical purpose is to insure that all checks
witten are recorded in the council records.

Qper ati onal expenses. Identify major itens (suggest over
$100) charged to each operating account to determ ne that
expenses have been properly classified. Locate supporting
docunents for the sanpled itens and eval uate adequacy of the
docunent and proper approval for paynent. Unsupported or
unapproved di sbursenents should be investigated further.
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5. Endorsenents. Revi ew endorsenents on a sanple of cancelled
checks for agreenent with payee. Verify that the council’s
check signing policy was foll owed (for exanple, if all checks
over $500 require two signatures, were they present).
| nvestigate any di screpanci es.

6. Special accounts. Review disbursenments from special accounts
(e.g. scholarship funds or adopted unit funds) to determne
t hat such funds were used or paid out as desi gnat ed.

7. Sal aries. If salaries covered by Social Security were paid
during the year, review the quarterly reports (Form 941) to
the IRS. Determine 1) that the earnings shown in these
payroll reports agree with the salaries in the financial
statenents, 2) that the enployer’s share of Social Security
remttances per the reports agree wth the payroll tax
expense in the financial statenents, and 3) that checks
remtting payroll taxes to the IRS agree with dates and
anounts reported on Form 941. Investigate any di screpancies.
Note that “contractor fees” in excess of the “Nanny Tax”

| evel ($1300 in 2003), if paid to any single individual in
the year, my also be subject to Social Security taxes.
Validate the determnation as to whether to pay Social
Security taxes or not.

8. Tax reporting. If salaries have been paid during the year,
year-end reporting to enployees and the IRS is generally
required on Form W2. Contract |abor and other non-salary

paynments for personal services generally require reporting on
Form 1099 if nore than $600 was paid to any individual.
Review records to insure that reporting requirenents have
been net and conpare anmounts reported with related expense
totals in the financial statenents.

9. Ilnvestnents. Handl i ng procedures for any financial assets
not reflected in the bank accounts (e.g. stocks, bonds,
notes, CDs, etc) should be reviewed. Their existence should
be verified by physical exam nation unless held in a “street
nane” account. Verify the currency of any incone due from
these assets and verify proper posting of this incone.
Eval uate the security of their custody and saf ekeepi ng.

10. Insurance. The audit conmttee nmay review i nsurance expense
and i nsur ance cover age, al t hough responsibility for
determ ni ng the adequacy of insurance coverage belongs to the
Counci| Board of Directors.

11. Taxes. If property is owned which is subject to ad val orem
taxes, wutility district taxes or assessnents, etc., review
files of renditions, assessnents, tax bills and paid
receipts. Verify that any such paynents are correctly

reported in financial statenments and that there are no
del i nquent obli gations.
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12. Debt. Any year-end statenments or other docunentation rel ated
to i ndebt edness shoul d be reviewed to determ ne that interest
and principal paid during the period exam ned and the debt
bal ance at the end of the period agrees with the sane itens

found in financial reports. Any interest expense not
identifiable as related to i ndebtedness, but reflected in the
financial statenments, should be investigated. If a year-end

statenent or other docunentation is not available from the
creditor, nortgage or bond indebtedness may be confirnmed by
direct comunication with the | ender.

Reporting. The final duty of the Audit Committee is to prepare

a report to the Council Board of Directors that docunents their

findings. The report should contain three el enments:

1. A cover letter addressed to the Board of Directors and signed
by all menbers of the Audit Conmittee. The opinion of the
comm ttee should be stated as foll ows:

“W  believe the Counci|  financi al records
accurately and conpletely present the financial condition of
the council.” In the negative case, insert the words “do

not” after “.financial records”

2. A copy of the year-end financial statements, as reviewed,
i ncluding both a balance sheet and an inconme or cash flow
st at enent .

3. A list of concerns identified by commttee nenbers about
di screpanci es di scovered, adequacy of the system of accounts
(too few, inappropriate classification or too nmany) and
adequacy of financial controls. Each concern identified
generally has the conmttee’s recommendati on for inprovenent.

The Council Board of Directors should review the Audit Conmittee
Report and accept or reject each recomendation forwarded.
Deci si ons shoul d be docunented in Board Meeting M nutes.

Exerci se

Pur pose: To prepare your council for a review and list action
Itenms to initiate the review This exercise should be
conpl eted by the Council Board of Directors.

Acti on: 1. Discuss need for conpleting an audit or review If
a certified audit is desired, select an option to
conplete the audit fromthe workshop options
presented and conpl ete the action plan bel ow.

2. For a review, prepare a list of candidates for Audit
Committee nenbership. Conmittee nenbers should not
be authorized to approve or sign checks for the
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council, should not be responsible for preparing
financial records and should not consist of Board
menbers only. Menbers with accounting and

bookkeepi ng experience or experienced auditors (non-
fi nanci al) are particularly desired for this
comm ttee. Financial experience is also val uable.

3. Review the Audit Review Procedure presented in this
wor kshop and nodify to suit your council’s needs.
4. Prepare an action plan to recruit an audit team and
set a schedul e for conpletion.
What action is Who will Is Board |Wen will Remar ks
needed? conpl ete approval action be

this action? |required? |conpleted?

5.

Schedul e a follow-up neeting to review progress
until the review is conpleted.

Limt: Thi s exercise should take 30 m nutes.
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