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TO:			Certified Public Accountants and Finance Officers of Counties, Municipalities, Boards of Education, and Public Authorities.





FROM:		T. Vance Holloman


		Director, Fiscal Management Section





SUBJECT:	Audits Performed Under the Yellow Book





Earlier this year, our office issued LGC Memorandum #845, which discussed audit requirements for fiscal years ending on or after June 30, 1997.  As discussed in the memorandum, many local governments and public authorities that have previously been required to have a compliance audit under the requirements of the single audit, may only be required to have a financial audit performed under Government Auditing Standards, 1994 Revision (Yellow Book) for the fiscal years ending on or after June 30, 1997.  Our office has received a number of questions concerning the differences between an audit performed under generally accepted auditing standards (GAAS) and an audit performed under Yellow Book standards.  Financial audits under the Yellow Book incorporate GAAS, but add requirements that extend beyond GAAS.  The purpose of this memorandum is to discuss some of the additional requirements.  Auditors performing an audit under the Yellow Book standards should obtain a copy of the Yellow Book from the U.S. General Accounting Office, and become familiar with those standards.





The Yellow Book requires auditors, including CPA’s and non-CPA’s, responsible for planning, directing, conducting, or reporting on government audits to complete every two years at least 80 hours of continuing professional education.  Auditors that plan, direct, report, or conduct substantial portions of the fieldwork must concentrate at least 24 of their 80 CPE hours in subjects directly related to the government environment and government auditing.  The Yellow Book also requires that external quality control reviews be completed at least once every three years and be provided to the parties contracting for the audit.  Since the Local Government Commission is a party to all local government contracts in North Carolina, a copy of this document must be provided to our office as well as to the local government. 





Paragraph 4.7 of the Yellow Book states that auditors should follow up on known material findings and recommendations from previous audits.  Auditors should do this to determine whether the auditee has taken timely and appropriate corrective actions.  Auditors should report the status of uncorrected material findings and recommendations from prior audits that affect the financial audit.  





The Yellow Book also prescribes additional standards on noncompliance other than illegal acts.  Paragraph 4.13 states that auditors should design the audit to provide reasonable assurance of detecting material misstatements resulting from noncompliance with provisions of contracts or grant agreements that have a direct and material effect on the determination of financial statement amounts.  If specific information comes to the auditor’s attention that provides evidence concerning the existence of possible noncompliance that could have material indirect effect on the financial statements, auditors should apply audit procedures specifically directed to ascertaining whether that noncompliance has occurred.





Paragraph 4.35 of the Yellow Book states that working papers should contain sufficient information to enable an experienced auditor having no previous connection with the audit to ascertain from them the evidence that supports the auditor’s significant conclusions and judgments.  More detailed workpaper documentation is generally necessary.  Paragraph 4.37 of the Yellow Book states that the workpapers should contain:  a) the objectives, scope, and methodology, including any sampling criteria used; b) documentation of the work performed to support significant conclusions and judgments, including descriptions of transactions and records examined that would enable an experienced auditor to examine the same transactions and records; and c) evidence of supervisory reviews of the work performed.  Footnote 6 of Paragraph 4.37 indicates that the documentation requirement may be met by listing voucher numbers, check numbers, or other means of identifying specific documents examined.  Copies of examined documents need not be included in the workpapers.





Paragraph 5.5 of the Yellow Book, states that auditors should communicate certain information related to the conduct and reporting of the audit to the audit committee or to the individuals with whom they have contracted for the audit.  Auditors should communicate the auditors’ responsibilities in a financial statement audit, including their responsibilities for testing and reporting on internal control and compliance with laws and regulations, and the nature of any additional testing of internal controls and compliance required by laws and regulations.





Paragraph 5.11, of the Yellow Book states that audit reports must state that the audit was made in accordance with Government Auditing Standards.  This statement should be made in the financial opinion and the Yellow Book report(s).  Also, a report must be issued on the internal control structure based solely on the understanding obtained and control risk assessment made as part of the audit, and a report must be issued on compliance with laws and regulations based on tests of compliance performed as part of the audit of the financial statements.





The Yellow Book requires the report on internal controls to include:  1) the scope of the auditors' testing of internal controls; 2) a statement as to whether or not the tests performed provide sufficient evidence to support an opinion on internal controls; and 3) the reportable conditions, including identification of any material weaknesses, identified as a result of the auditor's work in understanding and assessing control risk.





The report on compliance must include the scope of the auditor's testing of compliance with laws and regulations, the results of those tests, and a statement as to whether or not the tests performed provide sufficient evidence to support an opinion on compliance.  When there are instances of noncompliance, the material instances of noncompliance are described.  When auditors report immaterial instances of noncompliance in a management letter, the compliance report should refer to the management letter.  Our office has determined that this is the most common error that auditors make when writing this report. 





The AICPA is currently working on a Statement of Position (SOP) that will most likely include new examples of Yellow Book reports.  It is probable that they will suggest the use of a report that combines the internal control report and the compliance report.  In situations where auditors are ready to issue their Yellow Book reports before the AICPA has issued its SOP, our office will accept reports based on examples provided in the 1996 revision of the Audit Manual for Governmental Auditors in North Carolina (Audit Manual).  (Due to the significant revisions in the single audit requirements for the fiscal years ended on or after June 30, 1997, however, our office will not accept single audit reports based on examples provided in the 1996 Audit Manual.  Our office will issue revised illustrative reports as soon as possible after the AICPA has issued the SOP.)





Before submitting Yellow Book reports to our office, auditors should double check that the following items are included: 1) the audited financial statements, 2) the auditors reports, i.e., the financial opinion and the report(s) on compliance and internal controls, and 3) the management letter.  If a management letter is not issued, the auditor should send a letter to our office that states that a management letter will not be issued.  Yellow Book reports will not be processed for invoice approval without all of these items.





If you have any questions concerning this memorandum, please contact Clayton Murphy at (919)715-3742.
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