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MEMORANDUM

Date Issued: March 23, 2005

TO: Township Trustees and Clerks
Township Administrators
Village Clerks, Clerk-Treasurers, and Finance Directors
Village Administrators
Library Clerks, Treasurers, and Directors
Special Districts
Independent Public Accountants

FROM: Betty Montgomery
Auditor of State of Ohio

SUBJECT: Recent AICPA Interpretation

The Auditor of State’s Office (AOS) regrets to inform you that due to a recent
interpretation from the American Institute of Certified Public Accountants (AICPA), we may
be required to modify the opinion we provide on your financial statements. As you may
know, the AICPA is the national, professional association for all certified public accountants.
One of the primary functions of the AICPA is to issue interpretations of certain professional
auditing standards that require additional explanation. Since the AOS follows professional
auditing standards in its audits of all public offices here in Ohio, the AOS must also comply
with AICPA’s interpretations of those standards. Furthermore, this office manages a
significant number of Certified Public Accountants (CPASs), who are committed to the high
standards of their profession and have an obligation to comply with those standards.

On February 2, 2005, the AICPA issued an interpretation of one of its auditing
standards (i.e., AU Section 623, Special Reports) that affects those local governments (e.g.,
libraries, townships, villages, and special districts) that prepare their financial statements
using a cash basis of accounting. These entities report cash received and cash paid-out, rather
than reporting their financial activity pursuant to generally accepted accounting principles
(GAAP).

According to this new AICPA interpretation, these local governments must adjust their
cash basis financial statements to substantially conform with the display requirements of GAAP
in order to avoid an adverse audit opinion. In other words, the cash financial statement
presentation must “look like” a GAAP presentation; otherwise, the AOS or contracted
independent public accountant (IPA) firm is required to issue an adverse opinion. An adverse
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audit opinion means the auditor is telling readers that they cannot rely on the amounts, footnotes,
or presentations in the financial statement. However, in certain instances (e.g., when the entity is
not legally required to do GAAP accounting), the AOS can render a second opinion at the same
time it issues its adverse opinion. When the cash statements do not resemble a GAAP
presentation, the auditor will also issue a second opinion based on the statements as they were
prepared. This second opinion can be an unqualified opinion, if the audit justifies such an
opinion. Therefore, governments filing cash statements that do not look like GAAP statements
would receive two opinions.

For example, if one of these local governments files a cash basis financial statement as
required by the AOS that according to audit testing is presented fairly, the audit report would
include 1) an adverse opinion for failing to file in accordance with GAAP and 2) an unqualified
opinion.

To be clear, the AOS is not requiring libraries, townships, villages, or special districts
to prepare financial statements using GAAP. The purpose of this memorandum is to inform
these governments that if their cash-basis financial statements do not look the same as GAAP
statements, under this recent interpretation auditors will be required to render an adverse
opinion.

This interpretation, which was published in the March 2005 issue of the AICPA’s
Journal of Accountancy, will be applied to financial statements being audited for 2004, and
thereafter. Due to the timing of the interpretation, however, the AOS was unable to adjust the
timing of the audits in a way that would be fair to all those affected by its implementation.
Moreover, it was necessary to adequately train AOS staff to conduct audits in accordance with
the provisions of the interpretation. Given these facts, the interpretation will be effective for
audits whose opinions are dated April 1, 2005, and thereafter. (Opinion dates are determined by
when field work has been completed on an audit.)

The AOS will assist those local governments whose audit opinion dates fall after April 1,
2005 (provided the AOS performs their audit), if they choose to adjust their statements to
conform with the GAAP display requirements and avoid the adverse opinion. To that end, these
local governments can request AOS assistance in adjusting their financial statements for an
additional charge. Alternatively, these local governments may choose to have their financial
statements audited as they were submitted and receive dual opinions, one being an adverse
opinion and a second opinion on the financial statements as they were prepared.

If an IPA firm performs the audit, these governments may engage the IPA firm for
assistance, or engage any other qualified firm or individual, if they choose to adjust their
statements to conform with the GAAP display requirements and avoid the adverse opinion.
However, the AOS does not need to approve these engagements or be included as a party to
related contracts.

To help local governments understand the impact of not filing in accordance with the
GAAP display requirements, the AOS has posted a sample audit report to its website that
includes the two opinions. To provide further assistance, the AOS also intends on issuing a
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technical bulletin that generally describes the steps necessary for creating statements that
meet the GAAP display requirements.

We, too, are concerned with the effect this interpretation may have on local
governments as additional hours may be necessary to help these entities avoid an adverse
opinion. In fact, over the last several months, we have been working with the AICPA in an
attempt to modify the interpretation or even postpone its implementation to lessen its impact
on local governments here in Ohio. Despite our efforts, however, the AICPA decided to
issue the interpretation; and unfortunately, we are bound by professional auditing standards to
adhere to the audit guidance provided in such interpretations.

If you have any questions or wish to discuss this issue further, please contact David
Varda, Chief Deputy Auditor, at (800) 282-0370.



