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Chapter 1: Review of Certified Procurement Professional

1.0 CPP Review:
The Big Sky Public Procurement Association’s (BSPPA) Contract Management Certification Program (CMCP) established one pre-requisite for initiating training in the arena of Contact Management, that being a thorough understanding of the procurement process. Procurement by definition means: 
“Procurement is the process by which the resources (goods and services) required by a project are acquired. It includes development of the procurement strategy, preparation of contracts, selection and acquisition of suppliers, and management of the contracts.”

Association for Project Management 2008

Furthermore, BSPPA detailed that procurement is:
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The acquisition of supplies or services
· Includes contracts with or without cost; buying; renting; leasing; or other acquisition method. 
· All functions that pertain to the obtaining of any supply or service
· Description of requirements; selection and solicitation of sources; preparation and award of contract; and all phases of contract administration. 
· It does not include the acquiring of supplies or services by gift.
As you can see, the term “procurement” establishes a broad base for contract management as it encompasses all aspects of a project. With this in mind, BSPPA determined that all contract managers must have a firm understanding of what procurement is and how it interacts with a contract and/or overall project. All procurement is dependent upon your organization policy, and compliance with appropriate local, state, and federal laws. BSPPA encourages all organizations to have in place a contracts and/or procurement business plan (appendix A)

1.1 Procurement Basics

The CMCP has been developed to help all parties who expend public funds in Montana. However, all public funds are not treated the same and therefore special circumstances for their obligation and expenditure may be required. Specifically, this is true for different levels of government (i.e. Federal, State, Local). This program will continue to address the State of Montana requirements and some local government (cities & counties) rules and regulations as well. The CMCP will not delve into Federal Procurement Requirements, with the exception of Federal Pass-Through Requirements that may be included in grant agreements.

1.2 City & County Governments
As written in Montana Code Annotated 7-5-2301, competitive, advertised bidding is required for certain large purchases or construction contracts.

(1) Except as provided in 7-5-2304 and Title 18, chapter 2, part 5, a contract for the purchase of any vehicle, road machinery or other machinery, apparatus, appliances, equipment, or materials or supplies or for construction, repair, or maintenance in excess of $50,000 may not be entered into by a county governing body without first publishing a notice calling for bids. 
(2) The notice must be published as provided in 7-1-2121.
(3) Subject to 7-5-2309 and except as provided in Title 18, chapter 2, part 5, every contract subject to bidding must be let to the lowest responsible bidder. 

1.3 State Government
The State of Montana has developed a dollar categorization system for most procurement. The basics of these categories are:
· Total Contract Value:
· The initial contract period and any options to renew
· MOM 1-0707.00, page 23 
· Small Purchases: Purchases under $5,000. 
· Limited Solicitations: Purchases with a "Total Contract Value" between $5,001 and $25,000.
· Formal Bids/Proposals: Purchases over $25,000
· Competitive Sealed Bids (Invitation for Bid)
· Competitive Sealed Proposals (Request for Proposal)
As stated above, this categorization system is for most procurements undertaken when expending public funds. However, there are other options that are available for the Procurement Professional. These options are included in 1.4 through 1.10 below.
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1.4 Cooperative Purchasing       
· Cost savings for local governments and school districts through volume purchasing. 
· May use State term contracts, vehicle requisition time schedule, Central Stores program, and certain commodities needed by MDT.
· Must sign a Cooperative Purchasing Agreement prior to utilizing state contracts.
1.5 Prequalification
· Prequalification of Vendors: allowed by ARM 2.5.507
1.6 Requests for Information (RFI)
· Request for Information: Used to gain preliminary information about market, availability and/or specifications for a particular service or item.
1.7 Direct Negotiation
· The formal solicitation process did not provide a responsible or responsive bidder/offeror (if a State Agency, you will be required to secure State Procurement Bureau approval)
1.8 Public Auctions

· 7-5-2303 MCA in lieu of bids city and county governments may purchase vehicles, road machinery or other machinery, apparatus, appliances, equipment, or materials or supplies up to $60,000 at public auctions.
1.9 Sole Source Procurement
· MOM 1-0711.40, page 35
· Sole source procedures do not apply to purchases under $5,000
· Item or service is available from only one known capable vendor.
· Circumstances might include:
· Compatibility of current services or equipment, accessories, or replacement parts;
· No existing equivalent product; or
· Only one source is acceptable or suitable.
· Justification required
· Agency must maintain records for all sole source purchases.
· Does not apply to:
· Professional licenses;
· Dues to associations;
· Renewal of software license agreements; or
· Purchase or renewal of maintenance agreements for software or hardware.
1.10 Exigency Procurement
· [image: image5.emf]The State of Montana allows for an “Exigency Procurement” under 7-5-2304 and 18-4-133 MCA
· An Exigency Procurement must be limited to those supplies and services necessary to meet the exigency.
· The determination as to whether procurement is an exigency must be made by the procuring agency. The determination must be in writing and must state the basis for an Exigency Procurement and for the selection of the particular vendor.
· The purchase procedure used shall be selected to assure that the required supplies or services are procured in time to meet the exigency. However, such competition as is practicable shall be obtained.
· Record of each exigency procurement must contain:
· The vendor’s name;
· Amount and type of contract;
· List of supplies and services purchased under the contract; and 
· Written documentation justifying the exigency procurement and the basis for the selection of a particular vendor.
1.11 File Management
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File Management from a procurement view is perhaps the most crucial part of what is handed over to the Financial Specialist. This file and/or checklist detailing that all of the items below are accounted for, allows your accounting department to set up a proper account payable. Additionally, this documentation will allow the financial staff to find out if any special conditions need to be set up in the tracking system. Special conditions can include things like Disadvantaged Business Enterprise (DBE), Davis-Bacon Wages, Contractors 1% Gross Receipt Withholding, Benchmarks for Payments, etc. All of these things must be readily available for the financial staff to accurately set up a proper tracking system for the resulting contract. Additionally, these items will be expected by any auditor examining your procurement files. Be sure to include all of the items discussed in your CPP training. Please refer back to your CPP book on pages 50-54 which state:
· Files must be complete enough to facilitate auditing and should include:
· Requisition from ordering entity
· Solicitation with specifications and addenda
· List of vendors and advertised notice
· All bid / proposal responses
· Tabulation / Offeror Registry
· All pertinent correspondence
· 
Explanation if awarded to other than low bidder (IFB)
· Evaluation score sheets, minutes, attendance sheets, committee recommendation (RFP)
· Evidence of insurance documents and bonds
· Signed purchase order or contract
1.12 Special Requirements
Contracts can be very “cut-n-dry” or they can evolve into a series of “decencies” that can lead to agreed upon outcomes. However, the main aspect of a contract is to set up a series of responsibilities and protections for all parties concerned. The contract will also bring forth any special requirements that must be addressed by either the contractor or the issuing entity. Some special requirements for a contract are:

Insurance
· Used in bids, proposals and contracts to transfer risk of loss from the contractee to the contractor.
· Five types of insurance that may be required are:
· Commercial General Liability
· Automobile 
· Professional Liability
· Property
· Workers’ Compensation (MOM 1-0716.00, page 47)
Contractor Registration
· Construction contractors must be registered with DLI (Mont. Code Ann. § 39-9-201)
· Must confirm prior to contract award
Contractor Withholding

· “Public Construction Work” over $5,000 must withhold 1% (Mont. Code Ann. § 15-50-206)
· MOM 1-0720.30, page 64 (see Appendix H)
Prevailing Wage

· Required for all “public works contracts” over $25,000
· Includes construction and non-construction services (see Appendix I)
Special Circumstances

· Agency special requirements
· Reporting requirements-example MBE/WBE/DBE (see Appendix K)
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Contract Performance Security

· Contract performance security provides a guarantee of performance and payment 
· Faithful performance of the contract
· Payment of workers and suppliers
· Types of Security
· Surety bonds 

· Irrevocable letters of credit 

· CD’s or money market certificates assigned to the contractee
· Certified checks, money orders, cash

· NO personal or business checks

· Decision to Require Contract Performance Security
· Nature of contract
· Potential cost of completing contract
· Past history of similar contracts
· Can the agency afford to self-insure?
· Number of workers, suppliers involved
· Are subcontractors involved?
· Other contract mgmt tools in place?
1.13 Contract Enforcement
Contracts are only as good as the tracking being done by both parties. Most contracts concerning the expenditure of public funds are being issued by a governmental entity or non-profit organization. Therefore, it is important for the issuing entity to ensure that they are monitoring the contract properly. 
This will be covered in greater detail in the CMCP Module III; however, it is impossible to emphasize enough the necessity of staying on top of a contract. There are several ways to do this, but ideally it is done by a tickler system set up in advance where all the basic contract information is available to the Project Manager and the Financial Manager. This allows for the file to stay active and not sit without attention and allowing for problems that may have been small at one point in time to fester into an enormous situation that will require drastic action. 
[image: image8.emf]Maintain contract enforcement. These steps were also outlined in the CPP manual on pages 86-88 and they are so important that we are reiterating that contract enforcement means paying attention to things like:
· Are deadlines being met?
· Are deliverables coming in at the level of standard anticipated in the contract?
· Are payments being made according to contract provisions?
· Are contract modifications being made that are well-documented and comprehensive?
· Are problems being addressed as soon as they are perceived?
· Is the agency meeting regularly with the contractor to assure good communication?
· Does the contractor understand exactly what is expected? Is it time to terminate the contract?
· Is work being verified as to its completeness?
· Are checklists being used to communicate contract progress?
· Are progress reports coming in as required?
· Is it time to get an attorney involved?
· Is the contractee meeting its contractual obligations? 
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Chapter 2: Financials
2.0 What Are Financials?
“The objects of a financier are to secure an ample revenue; to impose it with judgment and equality; to employ it economically; and secure its foundations in that instance, and forever, by the clearness and candor of the proceedings, the exactness of the calculations.”
Edmund Burke British Statesman and Philosopher
2.1 How Are Financial Assessments Used?
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Throughout history, some form or another of funding has driven the economy. As demonstrated by Sir Edmund Burke, even back in the 17th century, there was a need to have finances formulated, reported and accounted for with clarity and candor. That is the driving force of what Financials are all about. Unlike most private sector organizations, governmental entities must be responsive to a number of different groups and organizations, including elected officials, and other units of governments and citizens that are focused on monitoring their activities. All forms of monitoring include collecting and interpreting data, and this oversight function is often performed through information provided in governmental reports. Among the most important types of communication is the annual financial report, which presents the financial position, operating results, and cash flows for a particular accounting period. All governments develop their annual financial reports in accordance with principles established by standard-setting authorities to provide consistency and comparability for users. 
For governments to achieve the objective of accountability, financial information must be both relevant and reliable for reasonably informed users. Financial reports must satisfy numerous and diverse needs or objectives, including short-term financial position and liquidity, budgetary and legal compliance. Additionally, differences exist in the amount of detail that various users need. A couple of points to consider when developing a financial report for an organization are:
· provide more relevant information that will result in greater accountability by state and local governments and 
· enhance the understandability and usefulness of the annual financial reports to users of these reports to enable them to make more informed economic, social, and political decisions. 
The fundamental reason financial performance assessment is to determine how well an organization is fulfilling its mission. The financial numbers alone cannot answer this question, but they can provide insight into the sources of funding, the cost of service delivery, and an organization’s ability to operate in the future.
Over the past decade, a very public reason for conducting financial performance analyses has emerged. Several major financial scandals have rocked the governmental and nonprofit world, including embezzlement by the president of the United Way of America (Murawski 1995), theft by leaders of the Episcopal and Baptist churches (Greene 1995; Fletcher 1999), improper use of funds by the head of the National Association for the Advancement of Colored People (NAACP) (Greene 1995), and excessively generous compensation of the president of Adelphi University (Thornburg 1997). Specifically, within Montana there have been cases of embezzlement from local governments and State of Montana employees. The examples have been all over the news and the issue of financial reporting and accountability has surfaced, including the adequacy of the current reporting and oversight mechanisms.
Given these issues, we argue economic success depends not only on the quality of its economic activities, but also on improving the way it measures its work and communicates these results to the multiple and diverse stakeholders.

2.2 Financial Performance Assessment Model
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Before considering specific financial performance parameters, it is important to understand the financial framework in which organizations operate. This model has six components. 
“Organizations conduct activities (Organizational Activities) that are reflected in the internal accounting system (Accounting System). Periodically, the organization prepares and disseminates financial statements to stakeholders (Financial Disclosure). The activities, accounting system, and financial disclosures may be examined or verified by internal or external parties (Oversight and Monitoring) to ensure that the activities conform to existing contracts, the accounting records accurately reflect the activities, and the financial reports conform to any disclosure requirements. Stakeholders, such as clients, staff, community, the board, and government analyze the disclosures to develop a performance assessment of the organization (Performance Assessment). These assessments influence stakeholders’ willingness to support or participate in these organizations in the future (Decision about Support and Participation).”

While the model is not perfect, it details the six aspects of proper financial performance. In fact, most successful organizations will likely have included these six components but call them something entirely different. The important part of assessing an organizations financial performance ultimately lies with the last component of “Decision about Support and Participation” thus giving the stakeholders confidence in the organizations ability to be accountable and exercise good judgment in the expenditure of funds, in particular public funds.
Chapter 3: Elements of a Budget

3.0 We Got the Money, Now What?

There are three common elements of a budget which are:
· Income (credit)
· Expenses (debit)
· Bottom Line (balance)
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Whenever a new account or budget is established, you must have some sort of income. A person is not allowed to open a bank account without first providing them with a deposit. So we must identify the source of our credit or funds.

3.1 Where Did the Money Come From?

Most governmental entities establish budgets based on a beginning balance of funds that are derived from a tax that is deposited into their account. Speaking strictly from a theoretical point of view, that means that when they fill in the beginning balance of a budget sheet, they will mark in the amount of funds that are expected to be generated by taxes. 
In this case, we have identified the funds at being of “local” origin and they are in the budget to be used to carry on specific projects or operations of the organization. Non-Profit organizations may have a base fund amount based on membership fees or dues that are assess each year. In some instances, these are calculated using historical data to capture what would be the intended amount for the budget. Various forms of income that can be included as credits for a budget are but not limited to:
· grants, 
· carry-over of remaining funds,
· investments 
· fundraising events

3.2 How Do We Treat the Funds:

Each source of a credit can be identified by the originating source and that source will detail any restrictions or designation the funds can or cannot be used towards. To this extent, a Financial Specialist setting up a budget must play the role of a detective or private investigator in identifying the special conditions for the funds. Typically, the following are used as general guides:

Grants - Funding Source will detail in the award any requirements that must be attached to the expenditure of the funds.
Remaining Funds - Just because the funds arrived into your budget in one year, and they are now called carry-over or remaining funds, does not mean that the requirements attached to the funds disappear. The requirements will remain until the funds are completely expended for the intended purpose.
Investments - Typically the funds generated by an investment, as an example, interest from a Certificate of Deposit, are moved back into your account as generic funds and only have the restrictions your organization chooses to attach. From an accounting perspective, these funds are treated as cash.
Fundraising Events - Funds raised through a fundraising event may be earmarked for a special project, but that requirement is attached by your organization. From an accounting perspective, these funds are treated as cash.
Taxes - These funds for local governments are treated as cash and restrictions are placed by the governmental entity. 
Cash - No restrictions, but accounting for these funds should detail how this cash became available (donations, fundraising, etc).
3.3 Funding Source Requirements
Cash and taxes (sometimes referred to as General Fund) are some of the easiest sources of income to expend as they have few restrictions on what they can be used for or how they can be expensed. Most often times, the expenditures of cash or general fund dollars do not have time limits or items that may be secured. However, the method for whom to award a contract to or secure a commodity must still comply with your organizations procurement policy and applicable laws (federal, state, local). 
The funding source requirements that will be encountered most often are from grants, be they from a government or a private foundation. In the agreement awarding the funds to you, the awarding entity will detail what restrictions you must adhere to, as well as any special reporting requirements. (See appendix B1-B4)
Examples of Restrictions are:
· Federal Funds cannot be used as match against other federal funds.
· Funds cannot be used to lobby.
· Funds cannot be used to pay for personnel expenses.
· Funds must be expended giving preference to “green procurement.”
· Funds must be expended in a certain timeframe.
· Funds must be expended for work by the grantee and sub-contractors must be approved.
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Examples of Reporting Requirements are:
· Submission of status reports for reimbursements;
· Documentation of Disadvantaged Business Enterprise (formally MBE/WBE);
· Report all match dollars via special forms;
· Requesting reimbursement on special forms;
· Submission of quarterly, annual or financial reports;
· Documentation of project specific performance measures.
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	The basic lesson to be learned is READ YOUR CONTRACTS and AGREEMENTS. These documents will detail what is expected of you when expending the funds. Do not ASSUME that you have all the information you may need because programs will change and so will the requirements. It is extremely important to read the documents before you sign them to ensure that you are confident that your organization will be able to comply with all of the requirements stipulated in the document. (See Appendix B1-B4)


3.4 Create Your File

The first step in being able to track your funds and identify the specific requirements for a contract, you must get yourself organized. To this respect, you will need to create a hard copy file that will contain all of the documentation for yourself and your staff to examine and be brought up to speed on where the contract “stands.” There is no magical method of how the contract file is organized, but there are some key documents and/or categories include:

· Fully Executed Contract
· Fully Executed Modifications
· Summary Form (See Appendix G)
· Invoices (or copies of invoices depending on the contract)
· Requests for Reimbursement (for grants)
· Copies of Payment Approval (notes, checks, etc)
· Correspondence (including emails pertaining to contract)
· Reports 
· Products (or documentation of product receipt)
Chapter 4: Accounting

4.0 Accounting Fundamentals

The one thing all tracking systems and financials in general have in common is the Accounting Fundamentals. By definition, this term means:
“The art of recording, classifying, and summarizing in terms of money, transactions and events which are of a financial character”
Business University 101 2009

What Financial Specialists (or Accountants, Bookkeepers, even Beancounters) do is make sense out of our financial records that provide a paper trail of what was done, why it was done and how it was done. A good financial statement will provide sufficient information tied to a dollar figure and provide guides to identify more detailed information if so desired. The paper trail is a Financial Specialists way of defending the actions taken and justifying how the funds were expended. In modern terms, the actions are transparent for all to see and there is nothing to hide.

4.1 Generally Accepted Accounting Principles

When setting up accounts and preparing financial statements, accountants must follow certain rules. Generally Accepted Accounting Principles (GAAP) is the term used to refer to the standard framework of guidelines for financial accounting used in any given jurisdiction. GAAP includes the standards, conventions, and rules accountants follow in recording and summarizing transactions, and in the preparation of financial statements. The GAAP rules apply to all local, county and state governments. [image: image15.jpg]


These rules are updated from time to time, but some basic assumptions about how accounting is done never change:
· Be consistent. Keep the same method of accounting from year to year.
· Be conservative. Overestimate potential liabilities, and underestimate revenues.
GAAP requires that financial statements be stated fairly. One means to help achieve this is by having adequate internal controls. These controls are important no matter how big or small the organization. 
4.2 Accounting Terms
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Debit and credit are formal bookkeeping and accounting terms. They are the most fundamental concepts in accounting, representing the two sides of each individual transaction recorded in any accounting system. A debit transaction indicates an asset or an expense transaction, a credit indicates a transaction that will cause a liability or a gain (income). (See Appendix C) 
ACCRUAL BASIS ACCOUNTING – In accrual basis accounting, you record income at the time of sale, not at the time you receive the payment. Similarly, you enter expenses when you receive the bill, not when you pay it. 
ASSETS – Things of value (i.e. money, receivables, equipment, buildings) etc.

AUDIT – An independent examination of the city's financial statements for accuracy and completeness.
BALANCE SHEET – A report that lists everything owned and everything owed on the last day of the reporting period.
BUDGET – A forecast for what management thinks will be the income and expenses for the next year. 
BUDGETARY BASIS – This is a method of accounting prescribed by state law for cities and counties. It has different rules than GAAP. (See GAAP) Basically, this is a cash-basis method of accounting and it is the method that cities really use to measure results. The audit has some statements prepared on another basis. GAAP statements are not used by city officials. Budgetary accounting is the language spoken at the courthouse.
CAPITAL OUTLAYS – The purchasing of fixed assets, such as buildings, trucks, autos, equipment, etc., versus consumable assets, such as office supplies.
CARRYOVER – The amount of unencumbered cash on hand at the close of a fiscal year. It has nothing to do with last year's budget.
CASH-BASIS ACCOUNTING – In cash basis accounting, you record income when they receive the money and expenses when they pay the bills. 
CURRENT ASSETS – Basically, this is the cash, investments, and accounts receivable and other items that can be readily converted to cash.
CURRENT LIABILITIES – These are the normal bills currently not paid.
CUSTOMER – A person or entity that you sale merchandise or services to.
DEFICIT – This is when expenditures during the year are greater than the revenues. A deficit may be called a loss, net loss, or expenditures in excess of revenues. 
DEPRECIATION – The annual expensing of a capital asset. With depreciation, an asset with a life of 5 years that cost $10,000 would be expensed as $2,000 per year, rather than the whole $10,000 in year one.
ENCUMBRANCE – Something ordered and not yet paid. It is actually more than an account payable. An account payable is what is owed and unpaid for a good or service that has been provided. An encumbrance goes further. It includes items ordered, but not yet delivered. This could include orders that can be canceled.
EXPENDITURES – This is money spent during the year. This is found on the income statement.
EQUITY – This is the difference between assets and liabilities. Most governmental funds call this the fund balance. This number is found on the balance sheet.
FIXED ASSETS – Assets that last a period of years. Examples are buildings, vehicles, streets, water plants, etc.
FUND BALANCE – Assets minus liabilities. Fund Balance is also called reserve or reserves.
GAAP - Generally Accepted Accounting Principles. GAAP is a set of rules for preparing financial statements. This is the "gospel" as prescribed by the accounting industry.
GASB – Governmental Accounting Standards Board. This is the group that issues the rules for municipal accounting. The statements are named GASB-1, GASB-2, etc.
GASB – 34 – The new rules for governmental financial statements. This new model will be phased in over a period of years beginning with 2001. Larger cities must change first, then the smaller cities.
INCOME STATEMENT – A report that lists all of the revenues and expenditures for the year. The difference between the two numbers is operating surplus (profit) or net loss (deficit).
INDEPENDENT AUDITOR'S REPORT – The auditor's findings as to the fairness of the presentation of the financial statements. Most of this letter is boilerplate.
LONG-TERM-DEBT (L-T-D) – Loans and Notes Payable. Cities usually call this Bonds Payable. It is amounts owed by an entity that are not going to be paid within the next twelve (12) months.
NET INCOME (LOSS) – The difference between total revenues and total expenditures for the year - Profit or Loss.
NET REVENUES – Same as operating surplus.
NOTES TO FINANCIAL STATEMENTS – This is supplemental information presented after the financial statements. It is required disclosures that could have an impact on the reader's interpretation of the statements. Most of the notes are boilerplate. The notes or footnotes are part of the audit and are actually prepared by the auditors.
REVENUES – Income or money received during the year. This is found on the income statement.
RETAINED EARNINGS – This is the total of all operating surplus since a fund was established. 
SURPLUS – The opposite of deficit. It may be called profit, net income, revenues in excess of expenditures or excess revenues. 
TRANSFER – Money moved from one fund to another. This is an expense for the paying fund and revenue for the receiving fund. 
VENDOR – A person or entity that you receive merchandise or services from.
4.3 Tracking Funds

Tracking the funds for your organization is not exactly the most entertaining task and indeed, most people identify with Groucho Marx when he said:
“Money, it frees you from doing things you dislike.

Since I dislike doing nearly everything, money is handy.”
Many times, that is what organizations may end up doing, they hire an Accounting Firm to track their funds and ensure compliance with all regulations. However, when funds are tight, this option is typically taken off the table. When that is the case, your organization will have to develop a system that works best for you in determining how to track the funds and keep your “books on track.” Several options exist and none of them are considered to better than any other. It is dependent upon your organizations capabilities to determine what will work best. Larger organizations will likely have dedicated staff members whose expertise is in accounting, bookkeeping or financial management while others may actually have a Financial Services Department. 
However, smaller organizations and/or governments often times find themselves utilizing staff time for multiple tasks and many employees come to believe that they are “wearing more than one hat” for the job they were hired to perform. That is why it is very important for the organization to determine which method of tracking the funds works best for the staff involved. Some groups will be comfortable doing manual tracking via pencil and paper while others will prefer the computer aspect. 
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"I'm afvaid our accountants are being investigated for
Jfraud -- on the brighter side, our financial statements
have made the New York Times best-seller fiction list."




Some examples of tracking systems are:     
· Paper Journal / Ledger
· Excel Spreadsheet
· Oracle Database
· QuickBooks
· Peachtree Financials
· Microsoft Office Small Business and Money
4.4 To Automate or Not To Automate – General Ledger Book vs. Computer
Not all organizations have the ability or capability to automate their financial system. For those that are capable it may bear investigating. We would highly recommend automating your financial system. So what can automation do for an organization? An automated system can track: 

· all income
· customers
· fixed assets
· inventories
· all expenses
· vendors
· employees/payroll 

There are many software options available to help an organization move toward an automated environment. Many of the software packages are designed to be in tiers to help all clients, from the novice to the professional. 
4.4.1 Identification of Tracking Systems
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“I understand you gave it all to the poor,
but do you have any receipts?”



On Google there were 27,200,000 hits for accounting software. Some of the top packages are: Microsoft Office Small Business, Peachtree, QuickBooks; and Web-Based Accounting. 
The State of Montana uses State Accounting, Budgeting, Human Resource System (SABHRS). Many cities and counties in Montana would use a program specific to them and have developed these over the years. Smaller local governments will rely on a software package as do most Non-Profit Organizations.
4.4.2 Review of Tracking Systems

Spread Sheet/Manual Accounting are simple to use systems that in many ways resemble a check ledger.
Below is an example:   
	XYZ CD

	
	
	
	
	Income Accounts
	
	Expense Accounts

	
	
	
	
	
	Mill
	Merch.
	
	
	
	Merch.
	

	Name
	Date
	Number
	Amount
	Grants
	Levy
	Sales
	
	Payroll
	Grants
	Expense
	Travel

	Beginning Balance
	
	
	3,500.00
	
	
	
	
	
	
	
	

	John Smith
	1/2/02
	2944
	-200.00
	
	
	
	
	
	
	200.00
	

	Tree Sales Deposit
	1/5/02
	
	400.00
	
	
	400.00
	
	
	
	
	

	State of Montana
	1/10/02
	
	4,815.66
	4,815.66
	
	
	
	
	
	
	

	BPS Engineering
	1/10/02
	2945
	-4,000.00
	
	
	
	
	
	4,000.00
	
	

	ABC Printing
	
	2946
	-315.67
	
	
	
	
	
	315.67
	
	

	Camera World
	
	2947
	-499.99
	
	
	
	
	
	499.99
	
	

	Ending Balance
	
	
	3,700.00
	4,815.66
	0.00
	400.00
	0.00
	0.00
	4,815.66
	200.00
	0.00


Package Accounting Systems have preset parameters for use by a wide variety of customers.
However, they do have one thing in common, they all utilize Accounting Fundamentals. (See Appendix D). 
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4.5 Invoicing
Approving contract invoices is an “Accounts Payable (AP)” function of the contract administration process. It is the responsibility of those assigned this function to ensure contract invoices are:
1. properly reviewed and analyzed, and
2. that payments are made to contractors only for goods and services received and accepted in accordance with the terms and conditions of the contract.
The ultimate responsibility for approving payment of an invoice lie[image: image20.jpg]L ccountmg



s with the contract/project manager. That individual must ensure that several specific items are adequately addressed prior to approving an invoice for payment. (See Appendix E). Whether performed by the contract/project manager specifically, someone or several some ones that have been assigned the task, the following are items that should be considered:
· Have the required items been delivered or the required services performed?
· Is delivery or performance in accordance with the contractual terms and conditions?
· Are any billed items or services covered by the invoice included in any previously paid invoices?
· Are all submitted costs consistent with requirements in the contract, including contract ceilings, key personnel, subcontract costs, travel and equipment?
· Have all Other Direct Costs (ODCs) been properly substantiated and are those costs consistent with the requirements in the contract?
· Are all costs allowable and allocable to the contract?
· Is the invoiced period within the period of performance of the contract?
· Were technical oversight and assessment results of the contractor’s performance reviewed against the invoice?
· Are labor hours billed at appropriate rates?
· Are contractor employees qualified to perform the work consistent with the terms of the contract?
· Were progress payments under a fixed-price contract reviewed for accuracy and completeness and do they match other contractor reported data?
· Are all identifying data on the invoice (contract number, contractor name, address, date of invoice, etc) accurate?
· Was consideration given to any unique contractual terms and conditions (discounts, inspection periods, etc.)?
· Are provisional rates and fees billed consistent with contractual terms and conditions, and are the rates applied appropriately to costs?
· Are arithmetic calculations correct?
· Are claimed costs within the estimated cost of the award?
· Are payments within the ceilings established in the Limitation of Cost or Limitation of Funds clauses?
· Are deductions being made in the invoice amount? If so, was the contractor appropriately notified?
· If an overpayment was detected, was there a prompt follow-up and recovery of the funds?
This list of items may not be all-inclusive or applicable to every contract and will need to be tailored to meet specific needs of the contracting entity. Following a methodical invoice review and approval process, however, is essential to efficiently managing the contract. Analyzing these kinds of items can ensure that payments are made to contractors only for those goods and services received and accepted pursuant to contractual terms and conditions.

4.6 Support Documentation

The documents maintained by and provided to an organization by the contractor or vendor are the first step in the invoice review process. This documentation is necessary to ensure that the requested good or service was provided on time and as specified according to the contracting document.

Good documentation includes certain, specific items:
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· An invoice that includes all necessary and pertinent information to establish:

· contractor/vendor name, address, and tax identification number
· invoice number;
· date of invoice;
· billing date;
· what the authorizing document is (contract or purchase order)
· time-frame for services (if service contract)
· detailed list of costs to be paid;
· hours worked X rate = total cost

· other costs included (phone, postage, etc.)

· data/computer costs 

· car rentals,

· etc.

· total amount due that billing cycle
What are the types of documents that can be reviewed to ensure the invoice in accurate?

Contractor or Product Costs: Rates for goods and services are established at the time of solicitation. For services these rates are based on approved labor rates and any overhead rates, indirect costs and other direct costs as identified in the vendor’s proposal. The costs of goods are primarily established through a bid or estimate provided by the vendor. Every attempt should be made to identify all associated costs in both circumstances. Shipping and handling, as an example, should be included with a vendor’s estimate for a specific item.
An organization should establish a policy to describe how deviations to stated costs will be handled and relay that to the vendor during the solicitation process. One possible option is to require that increases in costs that exceed _______% of the bid or estimate provided by the vendor would require re-negotiation of the cost and possible re-solicitation for the good or service. Another is to allow, in the case of a long-term contract, for an annual update to contractor rates dependent upon approval of the organization. The invoice review process previously described is a means of assisting organizations to determine that costs have not moved beyond those provided by the vendor. Any deviation from these costs must be identified and explained then considered when making the decision to pay or not to pay the invoice.
Regardless, it is the responsibility of the contracting officer to ensure that the rates charged by the contractor are correct on each invoice and established rates under service contracts should be checked on each invoice received. When purchased, goods; estimates; and ordering documents should be maintained pending receipt of the item to verify that items met specifications, met delivery schedule, and for the price quoted.
Labor Reporting Documentation: Contractor timesheets, sign-in-sheets and overtime records document actual labor hours worked under service contracts.

Travel, Lodging and Meals: Contracting document that allows for reimbursement of contractor travel, lodging, and meal costs usually based on those allowable on the federal or state rates for the area where the activity took place. The current allowable costs for state agencies are available online through the Department of Administration’s website at: http://www.doa.mt.gov/doatravel/travelmain.asp. It is the organizations decision on what to allow for these costs and the state guidelines are just that, a guideline, unless the organization must follow state regulations. In many cases, receipts for meals are not required; however, receipts should be required in all cases where travel and lodging were necessary.
Communication Costs: Contractor costs for communication and postage should require receipts to back-up the costs. Communication costs may include phone coverage (both landline and cellular) and data/computer costs.
~~~ REVIEW OF INVOICES AND BACK-UP DOCUMENTATION ~~~
The following pages provide examples of invoices and back-up documentation. Let’s review them to determine those that are acceptable and those that are not.
Ultimately, the strength of the invoice lies with how well the invoice is prepared and if the back-up document bears out the requested payment of costs.
4.7 Withholding Payments / Unusual Circumstances
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In a perfect world we would never have to worry about a contract or project not being completed in a timely fashion or the products not meeting expectations; however, that is in a perfect world. To ensure that these issues can be corrected, we often times insert language into our “boilerplate” contract or the associated “scope of work” which details the contract specifics. In the event that a contract runs into some bumps in the road, we must first ask ourselves a few questions about how this happened and what options are available. The questions to consider are:
· Did we include language in the contract identifying our ability to withhold a payment, cancel a contract or stop work until the issue was resolved?
· Did we practice good contract management prior to having the issue getting to the point where we wish to stop or cancel the contract all together? 
· Did we include language stating that we will withhold final payment until products are received and accepted?
· Did we define our acceptance criteria?
· If we are able to answer yes to these questions, our path is clear in that we move forward with enforcement actions, which can include withholding of a payment. 
When someone wants to take an enforcement action, just because the language is in the contract, is it okay to proceed? NO! You must first make sure that you or your representative did “due diligence” to make sure the situation could not be remedied any other way. Simply saying the product is not what I expected does not allow you to withhold a payment. However, documenting that the product did not meet the stated acceptance criteria detailed in contract and scope of work will support your enforcement action. 
Do not rush to the extreme enforcement action unless

you have just cause for doing so in the first place.
In most circumstances, especially when dealing with final payments, it is acceptable to insert language stating the final payment of 20% or less, depending upon payment schedule, will be withheld until the product has been accepted by you. 
4.8 Partial Withholding of Payments[image: image23.wmf]
As a remedy for receiving a product that may be near complete, but needs some additional work, you can negotiate a partial payment with the contractor. However, unless you have this language included in your contract, you can only exercise this as an option that is agreed upon between you and the contractor. Typically, most contractors will agree to this rather than you exercising the no payment until the product is accepted. 
When you do a partial payment, do you track it as a total payment or only the funds you paid out? The answer is dependent upon your system, but in most cases you should only show the amount paid out and then keep track of the invoice and document on that invoice that you made partial payment. Once the product is accepted, you again document that the product is received and release the remaining funds using the same invoice. Do not have, nor allow, the contractor to submit a new invoice as it will increase the likelihood of an overpayment.
Withholding Payments: Commonly Used by Industries

Below is a story of how a freelance writer ran into the issue and how his counsel viewed the situation. Please read on to see how this practice is not uncommon at all, and in fact, can be viewed in different situations.
Freelance!

A colleague of mine sent me a troubling question: 
[image: image2.wmf]
"I recently submitted an article to a magazine I've worked with for a few years, and they accepted it without comment. A month passes and they've paid me 1/3 of the agreed upon fee, claiming that their staff had to completely rewrite it prior to publication and that cost came out of my recompense. That seems really unfair: is there anything I can do about it?" 
To clarify the issue, I asked my colleague to send me a copy of the article assignment letter, which is basically a contract between the author and the publisher that should - one hopes - detail exactly what's to be delivered and all the possible contingencies, including receiving a manuscript that isn't publishable. 
Before we look at the contract wording, though, what's odd about this situation is that the author never had an opportunity to fix the article or even any feedback saying that there were problems at all. Seems kind of fishy... 
Receipt of Contributions
Publisher reserves the right of final approval of both the form and content of each contribution from the Author. Publisher may, as it deems desirable, adapt and edit or authorize the adaptation and editing of each contribution. Publisher may or may not publish a contribution at its sole discretion. 
So far, that's pretty typical. Notice that there's no mention of the possible cost of adaptation or editing in this clause of the contract. Let's continue... 

Payment
In consideration of the services performed by Contributor hereunder and the rights granted and assigned hereunder, Publisher agrees to pay to Contributor, subject to the terms herein, an amount as set forth in Exhibit B. Again, that's pretty straightforward. The question is, what's actually written in Exhibit B and what kind of "kill fee" is detailed, if any. And here's the final clause, in Exhibit B, that punctures a hole in any sort of argument that the publisher may have with the author: Payment for each contribution shall not be made until such contribution has been approved for print in the magazine. In the event that a contribution is not accepted for print, the contributor shall not be entitled to payment. 
My reading of this is that it's an all-or-nothing contract. There's no legal provision that gives them the right to withhold partial payment for any reason: either the terms of the contribution are met as detailed in the Exhibit, or they're not, in which case "the contributor shall not be entitled to payment." 

If the difference is more than a miniscule amount I would suggest that you call up the publisher and say that upon further reading of your contract, you do not see that they have any basis for withholding 2/3 of your payment and that you'd like to see a check issued for the balance of the article payment immediately.

4.9 Matching Funds

Not all contracts will have a Matching Funds Requirement; however, when they do stipulate a contribution, it must be documented, tracked and defensible. By definition, a match is a term used to describe the requirement or condition that a generally minimal amount of money or services-in-kind originate from the beneficiaries of financial amounts, usually for a purpose of charitable or public good.   
Examples are: 
Charitable Causes

[image: image24.wmf]In example, Dr. Booker T. Washington, a famous African-American educator, had a long-time friendship with millionaire industrialist Henry Huttleston Rogers, who provided him with substantial amounts of money to be applied for the betterment and education of black Americans in the late 19th and early 20th centuries.
Dr. Washington later wrote that Henry Rogers had encouraged projects with at least partial matching funds, as that way, two ends were accomplished:
1. The gifts would help fund even greater work. 
2. Recipients would have a stake in knowing that they were helping themselves through their own hard work and sacrifice. 
Using the matching funds philosophy, after Rogers' death, Julius Rosenwald and the Rosenwald Fund continued and expanded the work, eventually funding over 5,000 Rosenwald Schools between 1912 and 1932. During that time, over (US dollars) $4.6 million additional dollars were contributed by blacks in the communities responding to the challenge thus presented.
U.S. Federal Funding

In the United States, many projects in the various states and communities are partially funded with federal grants with a requirement for matching funds. For example, the Interstate Highway System was primarily built with a mix of 90% FHWA funds from the Highway Trust Fund and 10% matching state DOT funds. Source: http://en.wikipedia.org/wiki/Matching_funds
Matching Funds are typically classified as being Federal or Non-Federal in nature. (See Appendix F). Federal grant programs will ask for contribution of matching funds. The range of the matching funds could be as low as 0% or as high as 90% depending upon the program. However, do not be fooled by the percentages as that does not mean that the matching funds are a percentage of the federal funds, but rather a percentage of what the project cost is once you add in the Federal funds.
In recent years, the Federal Programs are starting to replace the phrase “Matching Funds” with “Cost Share” as that more accurately depicts the project and desired result. Needless to say, the time to figure out how much of a Match or Cost Share your organization can contribute to a project is at the time you apply for the grant. Once the grant has been awarded, the agreed upon amount is stipulated in your contract / agreement. Since this is included in the contract / agreement, you are now legally obligated to report that amount.
As with other reporting requirements and special circumstances, a person must read the contract / agreement very carefully and note all requirements and how you will be responsible for reporting. In the case of match, a typical contract will usually have a clause in the boilerplate contract stating:
“Contribute a non-federal match in the amount of $XXX. Non-federal match may be in-kind.”

In-Kind Contributions

These non-cash contributions, referred to as in-kind contributions, may consist of grantee contributions such as property or depreciation of equipment, or third party contributions including services, equipment, or property. 
Contributions of cash by a third party are not considered in-kind contributions, but rather make up part or all of the grantee cash contribution which is also allowable.
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To qualify as in-kind the following conditions apply:
· Must be necessary and reasonable for accomplishment of project objectives.
· Cannot be from a Federal source.
· Cannot be program income.
· Cannot be used to match another Federal grant.
· Must be an allowable cost; i.e., the costs would be allowable if the grantee were to pay for them.
· Must be applicable to the grant period to which the cost sharing requirement applies.

In-kind contributions must be documented and verifiable in the grantee's records. Records must be maintained to support the valuation placed on the in-kind contribution. Examples of establishing fair market rates can be found by state occupational surveys. (See Appendix J).
Allowability

The criterion for the allowability of in-kind contributions is the same as for any other project cost; i.e., the cost is necessary and reasonable for the efficient accomplishment of project objectives. A good test for this is to ask: "Would it be necessary to buy the service or property in order to accomplish the project objectives, and is the cost (value) reasonable for this purpose"?
Valuation of Donated Services
Volunteers - Unpaid services provided to a grantee by an individual are valued at the rate established by the Independent Sector Research Center. This site compiles annual surveys by state and one national rate available for use by grantees to calculate the in-kind contributions. The website is a great tool and can be found at: http://www.independentsector.org/programs/research/volunteer_time.html#value 
The most current survey is for 2008 and was just announced in March of 2009. The federal allowable rate for volunteer services is now at $20.25 per hour of work. The Independent Sector Research also allows for state specific rates that can be used for state funded grants. If the source of funding is a Federal Funded grant, even if the funds pass through a state agency, the Federal rate will apply for calculating in-kind contributions. 
In May 2009, this is what the rate page looked like:

	Research 
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Value of Volunteer Time


Just updated:
The estimated dollar value of volunteer time is $20.25 per hour for 2008. 
The estimate helps acknowledge the millions of individuals who dedicate their time, talents, and energy to making a difference. Charitable organizations can use this estimate to quantify the enormous value volunteers provide.

Learn more about these figures, including how they are calculated and how nonprofit organizations often use them, at the bottom of the page. 
Updated figures for each state will be released later this spring. 
The dollar value of volunteer time for 2008 is estimated to be $20.25.
 

More on Volunteering

Dollar Value of a Volunteer Hour: 1980-2007 
Giving and Volunteering in the United States report series 
Recent Studies on Giving and Volunteering 
Learn more National Volunteer Week
Dollar Value of a Volunteer Hour: 1980 - 2007

1980: 

$7.46

1981: 

$8.12

1982: 

$8.60

1983: 

$8.98

1984: 

$9.32

1985: 

$9.60

1986: 

$9.81

1987: 

$10.06

1988: 

$10.39

1989: 

$10.82

1990: 
$11.41

1991: 
$11.76

1992: 
$12.05

1993: 
$12.35

1994: 
$12.68

1995: 
$13.05

1996: 
$13.47

1997: 
$13.99

1998: 
$14.56

1999: 
$15.09

2000: 

$15.68

2001: 

$16.27

2002: 

$16.74

2003: 

$17.19

2004:

$17.55

2005: 

$18.04

2006:

$18.77

2007:

$19.51

2008:

$20.25

Please note: Values for 1990-2008 were adjusted to reflect a new data series released by the Bureau of Labor Statistics.

Dollar Value of a Volunteer Hour, by State: 2007
Please note that 2007 is the latest year for which state-by-state numbers are available. There is a lag of almost one year in the government's release of state level data which explains why the state volunteering values are one year behind the national value.

Alabama: $16.71

Alaska: $19.63

Arizona: $18.73

Arkansas: $15.41

California: $22.79

Colorado: $20.84

Connecticut: $27.02

Delaware: $21.56

Dist. of Columbia: $31.55

Florida: $17.78

Georgia: $19.49

Hawaii: $17.09

Idaho: $15.24

Illinois: $21.91

Indiana: $17.16

Iowa: $16.10

Kansas: $17.16

Kentucky: $16.52

Louisiana: $17.54

Maine: $15.74

Maryland: $21.20

Massachusetts: $25.47

Michigan: $19.70

Minnesota: $20.39

Mississippi: $14.46

Missouri: $17.76

Montana: $14.13

Nebraska: $15.93

Nevada: $18.80

New Hampshire: $20.25

New Jersey: $24.48

New Mexico: $16.07

New York: $28.04

North Carolina: $17.64

North Dakota: $14.98

Ohio: $17.99

Oklahoma: $16.19

Oregon: $17.90

Pennsylvania: $19.61

Rhode Island: $18,18

South Carolina: $15.86

South Dakota: $14.27

Tennessee: $17.88

Texas: $20.80

Utah: $16.74

Vermont: $16.59

Virginia: $20.80

Washington: $20.37

West Virginia: $15.22

Wisconsin: $17.21

Wyoming: $17.73

Puerto Rico: $10.56

Virgin Islands: $15.55 

Notes: The value of volunteer time is based on the average hourly earnings of all production and nonsupervisory workers on private nonfarm payrolls (as determined by the Bureau of Labor Statistics). Independent Sector takes this figure and increases it by 12 percent to estimate for fringe benefits. 

Charitable organizations most frequently use the value of volunteer time for recognition events or communications to show the amount of community support an organization receives from its volunteers. 

According to the Financial Accounting Standards Board, the value of volunteer services can also be used on financial statements – including statements for internal and external purposes, grant proposals, and annual reports – only if a volunteer is performing a specialized skill for a nonprofit. The general rule to follow when determining if contributed services meet the FASB criteria for financial forms is to determine whether the organization would have purchased the services if they had not been donated. Accounting specialists, may visit FASB’s website for regulations on use of the value of volunteer time on financial forms: http://www.fasb.org/pdf/fas116.pdf.


Employees of other organizations - When another organization furnishes, free of charge, the services of an employee in that employee's line of work, the services are valued at the employee's regular rate of pay exclusive of fringe benefits and overhead costs. The time of Federal employees on duty cannot be used as in-kind. Donated Use of Equipment/Space/Property: (Title is retained by the donor)
Equipment or space - Equipment or space is valued at its fair rental rate in the market. State motor pool rates may be used for vehicles and rolling stock.
Land - If only the use of the land is required, and ownership is not necessary for grant purposes, then fair market rental of the land is used as the in-kind match. Materials or equipment purchased or developed with Federal funds cannot be used as in-kind match. For example, Sports Fishing Institute, Sport fishing Promotion Council, American League of Anglers and Boaters, et al., donated materials, if produced with Federal Aid administrative grant funds, cannot be used as in-kind match. Donated Supplies/Equipment/Real Property/Water Rights: (Title passes to the Grantee)
Supplies - Supplies are valued at their market value at the time of donation.
Equipment, buildings, and water rights - The fair market value of equipment, buildings, and water rights at the time of donation may be used for in-kind match.
Land or Buildings - If fee title ownership of land is necessary for the accomplishment of grant purposes, the appraised market value of the land may be counted as match.
Grantee-Owned Real Property - The valuation of grantee-owned real property (including water rights) is the current market value (assuming that these items were not purchased with Federal funds.)
Grantee-Owned Equipment -The use of grantee-owned equipment is an allowable cost, but is not treated as in-kind. Note: Use an independent appraiser to determine fair market value of land, buildings, or water rights (or the rental value of land or buildings.)

Documentation
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The Grant Agreement must clearly establish that the in-kind contribution is necessary and reasonable for the accomplishment of grant objectives and provide specific information on in-kind match.
Grant Agreement - Indicate that the share will include in-kind and provide an estimate of the amount. 
Annual Fiscal Report - Report the exact amount of in-kind match used.
Annual Performance Report - Report the in-kind contribution and estimated dollar value. Exercise as much care in documenting in-kind contributions as you would any other costs. If an in-kind contribution is disallowed it has the same effect as the disallowance of any other cost; i.e., the grantee has been overpaid and a cost adjustment is necessary. Maintain documentation that supports the basis for determining the values used such as appraisal reports for land, building, and water rights. Keep time and attendance records for volunteers similar to those maintained for regular employees. (See example in Appendix Listing)
Allowable Uses for Excess In-Kind

When the value of in-kind contributions exceeds the required match for an activity described in a project statement, the excess can be applied to similar activities within the project statement. Several examples are listed below:
· The value of land contributed or purchased with non-Federal funds may be used to match purchases of contiguous parcels or other lands within the boundaries of a management area, preserve, or refuge. Land not related to a management area or unit cannot be used as match for acquisition in that area.
· Volunteer Hunter Education instructor time for classroom training cannot be applied as match for the construction of shooting ranges.
· Volunteer fishing clinic instructor time may be used for related activities, but cannot be applied as in-kind match for the development of an aquatic ecosystem interpretive center.
· Land and/or services donated to construct a boating access site may be used at that site, but not at other sites.
· Volunteer services contributed for creel census on a lake may be applied to similar work on another lake or a river described in the same project statement, but cannot be applied to dissimilar work such as lake fertilization or fish stocking activities in the same areas.
Using Excess In-Kind in Future Funding Periods

When the value of in-kind contributions exceeds percent required for the share, the excess can be used in future funding periods under limited conditions. The major exception is that donated services must be applied during the grant period in which they were donated and cannot be accumulated or carried over into subsequent periods. Some examples follow:
· In-kind contributions of equipment, materials, property, or facilities may be carried over throughout subsequent years of a project, as long as the project benefits from the use of the contribution, until the total value of the contribution is exhausted. For example, if $90,000 worth of fishing gear was received for an angler education program in 1992, that in-kind value may be applied to angler education activities using the gear in subsequent years until the $90,000 value is used up--in years when the donated items are not used, the value cannot be claimed as in-kind.
· The value of a contribution of land may be used to match purchases of contiguous land (or land within the boundaries of a management area) in subsequent years until the value of the contributed land is exhausted.
· The value of services by volunteer hunter education instructors may be used during the applicable grant period, but not during subsequent periods.
Ineligible Matching Sources 
The following do not qualify as contributions to act as matching funds: 
· federally appropriated funds cannot be used to match against other federal government, either directly or indirectly, through another organization
· income earned from a gift after the gift is transferred to the applicant, for example, interest or rent; 
· gifts that are given to an individual or organization associated with the project that are not given specifically in support of the project and that are not transferred to the applicant; 
· registration fees or any other fee or charge for participation in or attendance at project activities; 
· money or property that is made available to the applicant through a contractual agreement in which the donor establishes rights over products resulting from funded activities or has the right to withhold payment if levels of performance are not attained; 
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contributions that are made under circumstances where there is the appearance the donor might benefit financially by contributing to a particular project, for example, (1) contributions from any institution or individual involved in project activities if the individual, the institution, or persons in their employ will be paid from grant or cost- sharing funds for services rendered to the project; (2) contributions from persons closely related to and living in the same household with someone who directs a grant project if the project director will receive some form of remuneration for work performed on the project.

Chapter 5: Making it all Work

5.0 Best Practices and Internal Controls

Whether an organization has a manual or automated process, it is in the best interest of the organization to establish internal controls and develop best practice management. This includes quality contract file summary sheets, so all team members can identify what a contract status is at any point. (See Appendix G).Why is it necessary to include these items as part of the AP process? According to Auditors:
Accounting is how and when specific work is performed.
Internal Controls show that the work was performed and performed correctly.
Audits confirm that the internal controls are working and if not, where holes need to be filled.
Therefore, identifying processes, and developing internal controls and best practice management are just another part of the accounting circle.
The term “Best Practices” has been defined as “the processes, practices, and systems identified in public and private organizations that performed exceptionally well and are widely recognized as improving an organization's performance and efficiency in specific areas” (www.wikipedia.com). Successfully identifying and applying best practices can reduce expenses, improve efficiency, and help prevent or identify fraudulent activity.
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“Internal Controls” is defined as “a process affected by an organization's structure, work and authority flows, people, and management information systems, designed to help the organization accomplish specific goals or objectives” (www.wikipedia.com). Strengthening internal controls over the AP process is becoming a common occurrence in the public procurement arena. It is also one of the more difficult processes to accomplish - regardless of how may different “hands” an invoice must pass through from receipt through payment. And both, too many or too few, have separate issues that make the process of establishing internal controls difficult.
· Too many hands can:

· make the process cumbersome;
· increase the areas where payments can get bogged down; slowing the AP process;
· increase the volume of documentation that needs to be managed; and
· make it difficult to maintain sufficient control over the process as a whole.
· Too few hands can:

· lead to decreased documentation of transactions;
· compromise the paper trail needed for audits; and
· increase the risk of fraud.
Both “best practices” and “internal controls” are by-products of the federal Sarbanes-Oxley Act. This was legislation enacted July 30, 2002 as the “Public Company Accounting reform and Investor Protection Act of 2002. Commonly called Sarbanes-Oxley, Sarbox or SOX, this act was a reaction to the major corporate and accounting scandals that affected Enron, Tyco International, Adelphia, Peregrine Systems and WorldCom. These cost investors billions of dollars when the company share prices collapsed. The scandals also shook public confidence in the nation's securities markets. Named after its sponsors, U.S. Senator Paul Sarbanes (D-MD) and U.S. Representative Michael G. Oxley (R-OH), the act was approved by the House by a vote of 334-90 and by the Senate 99-0. President George W. Bush signed it into law, stating it included "the most far-reaching reforms of American business practices since the time of Franklin D. Roosevelt.
The legislation set new or enhanced standards for all public company boards, management, and public accounting firms. It does not apply to privately held companies. The act contains 11 titles, or sections, ranging from additional corporate board responsibilities to criminal penalties, and requires the Securities and Exchange Commission (SEC) to implement rulings on requirements to comply with the new law. The McGladrey & Pullen, Certified Public Accountants, handout provides more detailed information about the provisions of the act.
While SOX, as enacted, primarily applies to public companies and their auditors, there’s an argument that these same provisions have a place in the public sector. Special interest groups and oversight agencies have questioned why the public sector should not be held to these same standards. The State of Montana has embraced many of the SOX provisions by moving toward best practice management and establishing internal controls. In recent financial compliance audits, the Legislative Audit Division has placed emphasis on agencies internal controls and is requiring that agencies establish, if they have not already, internal controls over many areas, including AP.
Following are several areas where internal controls and best practice management can be implemented to improve the AP process. 
	AREA OF CONCERN &

INTERNAL CONTROL

(may not be an inclusive list)
	POTENTIAL

BEST PRACTICE MANAGEMENT

(options may vary dependent upon size of the organization)

	Unclear roles and responsibilities of procurement, program, and finance officials with regard to invoice review and approval.
Internal Control: Maintain segregation of duties.

Technical: Ensure that the individual who receives the invoice, enters the payment into the accounting system, and approves payment of the invoice are not the same person.
Accounting: Ensure that the individual who receives the invoice from the Technical side, records the payment in the accounting system and authorizes payment are not the same person.


	Contracting Document:

· Develop and implement a standard, detailed invoice to make the review process run smooth and allow for ease in identifying incorrect of unallowable charges.
· Establish from the beginning what documentation is required to back-up invoiced costs and ensure that documentation is included with submittal of the invoice. (See the next section for specific types of documentation and examples)
· Include language on standard invoice requiring contractor certification that invoice is accurate, math is correct and costs are allowable per the contract or purchase order.
· Allow for review/audit of the contractor’s invoices to determine that contractor’s accounting and billings system and internal control policies and procedures are adequate to support costs claimed.
Administering Contract or Purchase Order

· For cost reimbursable contracts, ensure that costs are not being incurred prematurely and relate to progress under the contract. Do not pay for services before delivery. Do not cover costs for services outside the scope of the contract that were not authorized under an official modification to the scope of the contract.
· Establish methods to monitor that performance is, and remains, in compliance with contract or purchase order terms and conditions. These include monthly reports, onsite visits, and surveillance reviews to name a few.
· Provide the financial office with a list of persons who are authorized to sign-off on invoices; and keep the list updated.
Technical Review

· Ensure that good or service was delivered in accordance with the terms and conditions of the contract or purchase order and was accepted by the organization as such. Remember: payment assumes accepted performance. Do not pay an invoice if product or service was not acceptable.
· Review invoice to ensure performance accuracy. Remember: errors can occur even when controls are in place – do not assume accuracy.
· good or service met established specifications
· good or service was received/delivered on time
· Include procedures that require certification of receipt and acceptance of the good or service before invoice starts through payment process.
· Ensure compliance when contract or purchase order has a clause that requires notification to contractor of defects or an improper invoice within a specified time.
· Ensure that invoice and internal payment record are maintained in an organizational filing system that allows for easy retrieval to meet audit requirements.
· Establish a method to indicate that payment is approved.
· Maintain monthly reporting system of costs incurred to monitor expenditures.
Financial Review

· Develop a good working relationship between these individuals is key to the invoice review and approval process.
· Review invoice to ensure financial accuracy. Remember: errors can occur even when controls are in place – do not assume accuracy.
· invoice reflects correct staff hourly rates or per/item costs
· invoice reflects correct overhead costs (fringe, benefits, general overhead)
· invoice reflects that work was performed within the term of the contract or purchase order
· Ensure that the invoice and internal payment record are maintained in an organizational filing system that allows for easy retrieval to meet audit requirements.
· Establish a method to indicate that payment is approved.
· Maintain monthly reporting system of costs incurred to monitor expenditures.
· Maintain a list of persons who are authorized to sign-off on invoices; and keep the list updated.
Checklist ~~~ Checklist ~~~ Checklist

	Delays in processing vouchers.
Internal Control: Maintain segregation of duties.
Ensure that policies and procedures are in place for everyone at every step of the AP process that defines roles, responsibilities and actions.


	· Establish back-up staff to designated staff (cross training). Avoiding the creation of a bottle-neck can alleviate delays in the AP process.
· Establish standard timeframes for AP processing – the average number of days for each step from receipt, to review, to payment – to aid in the process.
· Establish internal performance measurements to help determine how well the organization is doing in its invoice review and processing.
Montana has enacted a “prompt payment act” that requires payment be made to contractors/vendors within a specified timeframe following receipt of a properly prepared contractor invoice. Establishing performance standards to help detect weaknesses in compliance with this act can help improve business relationships and reduce costs.
· Track any performance data such as the amount and number of penalty payments, the reason, number and amount of discounts taken, the number and amount of lost discounts, and late payments provides valuable information to improving the process.

	Cash Handling
Internal Control: Maintain segregation of duties.
Ensure that policies and procedures are in place and that the individual who authorized the payment is not the one that writes the check.

Do not have or maintain strict controls over petty cash funds.
	Bank Accounts: Open or change bank accounts to require 2 signatures for all banking activities:

· writing/signing for checks ;
· withdrawing cash from the account;
· change signatory or other provisions of the account.
Petty Cash/Impress Fund: If it is necessary to have “cash-on-hand” keep it limited and have more than 1 individual who has oversight over the fund.

	Credit Card Handling
Internal Control: Maintain segregation of duties.
Ensure that policies and procedures are in place requiring credit card purchases to be reviewed and authorized by a higher level supervisor.


	Establish policies and procedures that govern:

· who can or should have access to a credit card;
· the monetary limits for what types of goods or services can be purchased with a credit card;
· specific monetary purchasing limits for each individual based on their purchasing needs;
· who is responsible for approving the purchase and when - before the purchase is made or upon receipt of the statement or at both steps of the process
· the need for a one-time-only increase to credit limits if there’s no other individual with a higher credit limit; and
· steps to take when canceling an individual’s credit card that includes ensuring all outstanding receipts are turned over to the appropriate staff along with the credit card.


The basic principles of internal controls and best practice management can also be used in other areas of an organization’s overall business. Regardless of whether these are implemented in the AP area only or throughout an organization, these processes will improve an organizations efficiency and effectiveness. One word is paramount to achieving success in the arena of establishing internal controls and best practices:

Document ~~~ Document ~~~ Document
It is the responsibility of each individual in the AP process to document the required policies and procedures required for their specific tasks within the process. When all policies are adhered to and all procedures followed, AP can be an easy, quick and flowing process within the organization.
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Chapter 6: Fraud
6.0 Fraud In General
Organizations, according to the Traveler’s and Aetna Insurance companies, lose 6% of their revenue, estimated to total $400 billion annually, to all forms of fraud. In recent months, Montana news media reported the following instances where fraud was committed:

· Bozeman woman sentenced to 5 years for embezzling.
· Helena man pleads guilty to issuing fraudulent money orders. 
· Helena tax examiner caught issuing fraudulent tax refunds.
· 32-year state accountant pleads guilty to stealing $739,000
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Head of non-profit pleads guilty to embezzling.
· Little League manager caught stealing association’s funds.
· Church secretary admits theft of funds.
· MSU Health cashier steals $701,000
Source Traveler’s/Atena
According to a report in the USA Today newspaper, the FBI estimates that over 15,000 workers are arrested each year and the numbers are increasing. Frank Hank, a criminology professor at Penn State University has stated that the FBI numbers account for just 10% of embezzlers.
Section 18-4-314, MCA, requires, “If for any reason collusion or other anticompetitive practices are suspected among any bidders or offerors, a notice of the relevant facts shall be transmitted to the attorney general by the department.” Those individuals at the heart of the procurement process must be vigilant and, if necessary, active participants in the prevention of fraud, waste and abuse.
Section 5-13-309, MCA further states that “The head of each state agency shall immediately notify both the attorney general and legislative auditor in writing upon discovery of any theft, actual or suspected, involving state money or property under the agency’s control or for which the agency is responsible.”
So what is fraud? Occupational fraud, according to the 2008 Report to the Nation on Occupational Fraud and Abuse (the Report) may be defined as:
“The use of one’s occupation for personal enrichment through the deliberate misuse or misapplication of the employing organization’s resources or assets.”
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Some fraud schemes are very simple such as pilferage of supplies. Others are very complex and sophisticated. The Report provides information on the types of fraud committed, who is committing it and some of the reasons. The data in the Report is based on information gathered from members of the Association of Certified Fraud Examiners. Some of the fraud statistics are staggering.
· organizations lose 7% of their annual revenues to fraud - applied to the projected 2008 United States Gross Domestic Product, this translates to approximately $994 billion in losses.
· fraud schemes frequently continue for years before being detected - typical fraud lasts two years from the time it began until the time it was caught by the victim organization.
· The most common fraud schemes were corruption, which occurred in 27% of all cases, and fraudulent billing schemes, which occurred in 24% - financial statement fraud was the most costly category with a median loss of $2 million among the 99 financial misstatements in this Report.
· Despite increased focus on anti-fraud controls in the wake of SOX and mandated consideration of fraud in financial statement audits due to SAS 99, occupational frauds are much more likely to be detected by a tip than by audits, controls or any other means – 46% of the cases included in the Report were detected by tips from employees, customers, vendors, or other sources.
· The implementation of anti-fraud controls appears to have a measurable impact on an organization’s exposure to fraud – when compared, there were significantly lower losses when the controls had been implemented. For example, organizations that conducted surprise audits suffered a median loss of $70,000, while those that did not had a median loss of $207,000. We found similar reductions in fraud losses for organizations that had anonymous fraud hotlines, offered employee support programs, provided fraud training for managers, and had internal audit or fraud examination departments.
· Lack of adequate internal controls was most commonly cited as the factor that allowed fraud to occur – 35% of those providing information for the Report cited inadequate internal controls as a primary contributing factor in the frauds they investigated. Lack of management review and override of existing controls were each cited by 17% of respondents.
· Occupational frauds were most often committed by the accounting department or upper management – 29% of frauds reported were committed by persons in the accounting department, while 18% were committed by executives or upper management. Frauds committed by executives were particularly costly, resulting in a median loss of $853,000.
· Fraud perpetrators often display behavioral traits that serve as indicators of possible illegal behavior - the most commonly cited behavioral red flags were perpetrators living beyond their apparent means (39% of cases) or experiencing financial difficulties at the time of the frauds (34%). In financial statement fraud cases, which tend to be the most costly, excessive organizational pressure to perform was a particularly strong warning sign.
“Fraud, by its very nature, does not lend itself to being scientifically observed or measured in an accurate manner. One of the primary characteristics of fraud is that it is clandestine, or hidden; almost all fraud involves the attempted concealment of the crime.”

2008 Report to the Nation on Occupational Fraud and Abuse
6.1 The Anatomy of a Fraud
“You’ve got the brawn, I’ve got the brains, let’s make lots of money”

Opportunities (Let’s Make Lots of Money) by the Pet Shop Boys

There are many places within the world of procurement where fraud can find “an opportunity”. How does fraud work? Following are case studies that show the anatomy of a fraud:
The “Julie Doe” Case

Between 1992 and 1997, Doe worked in a field office of the Department of Public Health and Human Services. She determined whether individuals were eligible for public assistance benefits, and she set up benefit accounts through the agency's computer. In addition to establishing legitimate accounts, Doe also fabricated clients or reopened closed accounts in order to divert public assistance benefits to herself. In February 1998, Doe was convicted of 17 counts of theft and 1 count of Medicaid fraud and was sentenced to 5 years in the Women's Correctional Center followed by 35 years of probation. Doe must pay back more than $295,000 in restitution and has restricted [image: image32.jpg]


access to banking and credit. The following is a graphic depiction of how she perpetrated the crime.
“Debbie Smith” and MSU 

Debbie Smith was employed as a cashier for Health services at Montana State University. Over the period of her embezzlement, Smith stole approximately $700,000 and had total control over the bookkeeping for the Health services. How did she do it? Smith pocketed cash receipt, and doctored deposits by destroying records and making false entries. Smith was seen as a model employee; she was always in early and left late, and took very little time off. Smith was caught when a Suspicious Activity Report was issued by the US Department of the Treasury. University staff reconstructed a financial history and baited Smith by placing marked money in the cash drawer. Smith received 5 years at the Women's Correctional Center in Billings followed by 35 years of supervised probation and was ordered to pay restitution to the University.

DOA Accountant

Between December 2002 and June 2007, this individual issued 20 duplicate or unauthorized payments to her husband’s business resulting in a loss of $739,312 to the State of Montana. This individual had been employed by the state for 32 years and was also viewed as a model employee by management and fellow accountants. This individual also maintained total control over the division’s accounting. She asked her new accounting tech for her password “in order to get payments out in the event she was out.” So how did she get caught? A fellow employee noticed on her computer payment screen for the state’s electronic accounting system authorizing a payment for her husband’s business. It was known by this employee that the state no longer had a contract with that business. The internal investigation turned up 15 duplicate payments and 5 other payments for the 5-year period. The average of the false payment was $37,000. While her husband’s business had a contract with the State (through December 2006), legitimate invoices would be received. The Accountant would issue duplicate payments – one that was paid through the normal accounting processes and one was picked up manually and needed to be signed for. Audits over the 5-year of this scheme did not pick up the duplicate payments. The Accountant was sentenced to the Women’s Correctional Prison for 6 years, followed by 3 years of supervised release and ordered to pay restitution in the amount of $973,866.34. 


There is no “typical” when it comes to who commits fraud. Of the cases included in the Report previously noted, most fraud schemes involved a single perpetrator. In over half of the cases the individual was over the age of 40. In general the age correlated to individuals with more experience that had authority over and access to company resources. The Report also seemed to indicate that those with a high school education and those with an undergraduate college education were more likely to offend. The more disturbing result of the case reports showed that fraudulent activity committed by those with a post graduate degree resulted in greater losses.

[image: image33.wmf]The following reflect where and how fraud can be committed in an organization: 
· Fraudulent RFP evaluations – collusion between contractors and procurement officials to make sure that contractor’s bid wins
· Bid rigging – where competitors agree to take turns being the low bidder, competitors agree not to bid, or a competitor submits a purposefully high bid
· Misuse of sole source – awarding a contract without the benefit of competition
· False reporting of deliverables – ordering more than is needed and keeping the rest
· False invoicing – too many ways to include in one statement
· Ghost vendors - the creation of a fictitious vendor by someone with purchasing authority who creates fictitious orders and pays himself through the phony company
· Bank Account manipulation – the person that writes the checks and handles the reconciliation who writes checks to herself or relatives
· Payroll falsification – the creation of fictitious employees with the perpetrator cashing the payroll check
· Issuing fraudulent refunds – issuing a refund slip for a more expensive item and personally keeping the difference
· Kickbacks – agreement between an employee and vendor to purchase something at a higher than market rate and share the excess money
· Lapping – an employee pocketing money from a customer paying an invoice
· Expense Account Abuse – inflating or padding a business expense account with personal expenses
6.2 Controls – Ways to Prevent Fraud
In the Invoicing Section “segregation of duties” was a common theme toward implementing a “best practice” AP process. From the perspective of fraud, is it necessary to segregate AP duties? Necessary – in a word, YES. It is not only necessary but essential that an organization, to the best of its ability, segregate its AP process. Does this mean that every organization will have the staff to segregate its entire AP process? No. Smaller organizations that have limited numbers of employees need additional “help”.
[image: image34.wmf]Internal Controls take on two forms: hard controls and soft controls. Hard controls are the policies, procedures, system (manual or automated) that governs an organizations AP process. Soft controls are the competencies, integrity and work ethics of the individuals who are performing these duties. It’s obvious that if either is not effective, the door is open for potential fraud.
Hard Controls

· Control Environment
· Management philosophy & Style
· Organizational Structure.
· Audit Function - Internal and External
· Communication Methods
· Personnel Policies & Procedures
· External Influences
· Accounting System
· Validity
· Authorization
· Completeness
· Valuation
· Classification
· Timing
· Posting & Summarization
· Control Procedures
· Centralize accounts payable
· Segregation of duties
· Proper procedures for authorization
· Stamp all invoices paid
· Adequate documents & records
· Physical control over assets and records
· Verification of vendors by internal auditor
· Independent checks on performance
· Mandatory vacation leave of at least one week
· Cross training to handle multiple duties and job functions – rotate duties so same employee is not always handling the same tasks
· Independent review to ensure that orders and payments are being made to valid vendors for appropriate purposes
· Asking customers to confirm their balances with someone other than the cashier or bookkeeper
Soft Controls

All people want to believe in the good of other people. But in the case of fraud, in many, many instances, management and co-workers express shock when employee fraud is found. A common statement is “I can’t believe it, they were so nice.”, or “I never would have guessed.” Building into the hiring process questions that help identify a candidate’s competencies, integrity and work ethics will always benefit an organization. Check multiple references, and not just the ones provided by the candidate’s. Often time’s one reference leads to another or others that may have a different view of the candidate. Watch for gaps in a candidate’s resume – especially unexplained gaps. If allowed, require a background check – criminal records, driving record - these can paint an unflattering picture of a candidate. The proliferation of the cyber world has some employers “Googling” their candidates. Make sure these options are allowed – ask the attorneys to make sure it’s legal.
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Evaluate Internal Controls

The organization has determined the control procedures and corporate structure that needs to be in place to prevent or detect fraud. A review of processes has shown that the hard and soft controls are in place and being followed. There will never be a case of fraud in the organization. Not so. Internal controls do not guarantee fraud will never occur; or that management and employees will abide by the controls; or that fraud will be detected; or that there will be no collusion between employers or employees and vendors. Continual vigilance is necessary to ensure that the controls are working, are being followed, and if not, identify what needs to be modified to bring the controls back in force.
Think like a crook to evaluate internal controls. Identifying ways that fraud can happen will help to identify the controls that need to be in place.
· If I wanted something, how could I make the agency pay for it and not get caught?
· If I take cash, what do I need to do to not get caught?
· Consider the types of errors and frauds that could occur.
· Determine whether those controls are in place and are being followed.
6.3 Red Flags – Ways to Identify Fraud

Is there a way to identify that an individual or vendor is or may commit fraud? No. There are, however “red flags” that can suggest there may be a problem.
· obviously living beyond ones means – where does the money come from
· an employee that declines promotions – they need to stay to continue the scheme or has no way to cover the scheme and their leaving would reveal it
· asking for unusual things such as passwords or codes – never share passwords, even if it’s a supervisor that asks for it
· control issues; and unwillingness to share duties
· addiction problems
· legal problems
· irritability, suspiciousness or defensiveness
· excessive family or peer pressure to succeed
· failure to address conflicts of interest – may suggest collusion with a vendor
· unusual interest in a particular vendor – again, possible employee-vendor collusion .
· Socializes with vendors or accepting gifts from vendors – collusion
· Appears to conduct side business – maybe big rigging or price fixing
· Vendor FIN matches employee SSN
· Vendor address is incomplete or a mail drop
· Duplicate or conflicting names, dates, addresses, phones
6.4 Excuses – Do Not Let Them Get In the Way
Doing what is necessary to identify processes; followed by identifying controls that need to be in place can be a daunting task. Many organizations believe their corporate audits will find problems. As was seen in one of the case studies, legislative audits did not detect the fraud committed by the DOA Accountant. Don’t let lame reasons be an excuse for failing to identify and implement internal controls.
· I don’t want to be accused of not being a team player. 
· [image: image36.wmf]I don’t think anything will happen even if I report it.
· I’m afraid my supervisor or management will retaliate.
· Nobody else cares about business ethics, why should I?
· I don’t think management will keep my report confidential.
· What if my co-workers retaliate?
· It is none of my business.
· I don’t know who to contact.
· I didn’t want to seem like a whistle-blower.
6.5 Who Looses From Fraud
Regardless of the type of fraud or the amount of money involved, everyone loses when fraud has been committed. If fraud involves public funds, the taxpayers obviously lose. But so does the government entity that was defrauded. Only 36% of the companies reporting employee fraud have received restitution from the employee that committed the fraud. For a public entity, that equates not only to a loss of money but to diminished trust in its ability provide the public service.
Co-workers of employees that commit fraud experience a decline in morale and show a lack of trust toward co-workers – co-workers that have not done anything wrong. There is also the increased scrutiny from management that occurs as a result of employee fraud and the responsibility of having to take on the job duties of the employee that was let go as a result of the fraud.
The family and friends of the individual that committed the fraud are also affected. The incarceration of that individual means the loss of a family member. If that family member is the breadwinner, the family faces the loss of income, possibly assets, and the respect of other family members or friends. The stigma in the community can be devastating for a perpetrator’s family and friends. Depending on the severity of the fraud, gainful employment may not be a future option.
“For the most part fraud in the end secures for its companions repentance and shame”

Charles Simmons

Chapter 7: Audits
7.0 Audits
A necessary component of the operation of every business, company, organization, non-profit, or public agency is the audit. There are several types of audits designed to test not only financial processes and procedures, but operational, information technology processes and procedures.
Procurement officers who are entrusted with handling resources are: responsible for applying resources efficiently, economically and effectively to achieve the purposes for which the resources were furnished. Procurement officers are also responsible for complying with applicable laws and [image: image37.wmf]regulations, for establishing and maintaining effective controls to ensure goals and objectives are met, that resources are safeguarded, and that reliable data is obtained and fairly disclosed. Auditors provide assurances about that information and the systems used to produce it.
The General Accounting Office (GAO), Comptroller General of the United States issues Government Auditing Standards, also known as the Yellow Book. These standards are broad statements of auditor’s responsibilities, and pertain to auditor’s professional qualifications, the quality of audit effort, and the characteristics of professional and meaningful audit reports. These standards are referred to as generally accepted government auditing standards (GAGAS). The Yellow Book, initially issued in 1972, has been revised several times, with the latest book version issued in 2007

An Auditor’s world is seen as risks and controls - risks that can be mitigated by prevention (controls) or detection (internal & external audits). Auditors are not ogres – there is allowance for corrective measures to fix what’s broken should the risk become a reality.
· “Preventive Measures” are controls to keep something from happening – policies, processes, separation of duty, and appropriate authorizations are all preventive measures to help avoid risks. 
· “Detective Measures” are the analytical controls that monitor activity and processes to determine if the preventive controls are working, where they’ve failed or if something is out of compliance.
· “Corrective Measures” restore a situation back to the expected state. For example, if a system crashes due to a failed change, reloading all applications from the last known good image to bring the system back online serves as a corrective control.
The combination of the three types of controls creates a system of checks and balances to help ensure that the processes, people, and technology operate within prescribed bounds.
Some organizations have internal auditors that consistently review processes and internal controls to ensure compliance with accounting standards and laws. External auditors provide an independent review. Auditors can have varying backgrounds. Most financial compliance audit staff for the state of Montana holds degrees with an emphasis in accounting; and most hold CPA certificates.

So, what exactly is an audit – something to be feared or something considered as a useful tool? Essentially, an audit can be defined as any of the following:
· a formal, often periodic examination and checking of accounts or financial records to verify their correctness 
· a settlement or adjustment of accounts 
· an account thus examined and adjusted 
· a final statement of account by auditors 
· any thorough examination and evaluation of a problem
The typical audit process includes specific, sequential steps that may include:

· scheduling an opening conference to discuss the audit objectives, timing, and report format and distribution
· assessing the soundness of the internal controls or business systems and operations
· testing the internal controls to ensure proper operation
· discussing with management all preliminary observations
· discussing with management the draft audit report and their responses, if available, prior to release of the final audit report
· following up on critical issues raised in audit reports to determine if they have been successfully resolved
7.1 Types of Audits 
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Financial Compliance Audit

A historically oriented, independent evaluation performed for the purpose of attesting to the fairness, accuracy, and reliability of financial data. These audits determine if an agency's financial operations are properly conducted; if the agency has complied with applicable laws and regulations; and if the financial reports are presented fairly.
Performance audits

An assessment of the effectiveness and efficiency of the organization’s operations. The performance audit process starts with a review of statutory directives and organizational goals and objectives. Audit criteria are established and the organization is evaluated in relation to whether statutory directives are met and associated goals achieved. The organization is also evaluated to determine if directives and goals can be achieved with greater efficiency and economy while being properly controlled and managed. 
Information Systems (IS) Audit

Combing elements of financial compliance and performance audits, controls within Information System operations are examined to determine whether assets are adequately safeguarded and the reliability of computer-generated reports. In addition, Information System audits address efficiency and effectiveness issues, such as acquisition of computer equipment and management of computer resources. 

These audits could include the organization’s automated budget and accounting systems and data processing functions. There are three basic kinds of IS Audits that may be performed:
General Controls Review

A review of the controls which govern the development, operation, maintenance, and security of application systems in a particular environment. This type of audit might involve reviewing a data center, an operating system, a security software tool, or processes and procedures; such as the procedure for controlling production program changes.
Application Controls Review

A review of controls for a specific application system. This would involve an examination of the controls over the input, processing, and output of system data. Data communications issues, program and data security, system change control, and data quality issues are also considered.
System Development Review

A review of the development of a new application system. This involves an evaluation of the development process as well as the product. Consideration is also given to the general controls over a new application, particularly if a new operating environment or technical platform will be used.

Investigative Audit [image: image39.png]



This is an audit that takes place as a result of a report of unusual or suspicious activity on the part of an individual or a department. It is usually focused on specific aspects of the work of a department or individual. All members of the organization should be invited to report suspicions of improper activity to the Internal Auditing Services which are typically on a confidential basis. 
Follow-up Audit

These are audits conducted approximately six months after an internal or external audit report has been issued. They are designed to evaluate corrective action that has been taken on the audit issues reported in the original report. When these follow-up audits are done on external auditors' reports, the results of the follow-up may be reported to those external auditors. 

7.2 Financial Compliance Audit
While all of the above-mentioned audits are a possibility in any organization, the primary objective of a financial compliance audit is to ascertain that agencies/organizations: 
· Make expenditures only in furtherance of authorized activities and in accordance with the requirements of applicable laws and regulations. 
· Collect and account properly for all revenues and receipts arising from their activities. 
· Maintain adequate safeguards and accountability for assets in their custody. 
· Submit reports and financial statements to the management and central control agencies which disclose fully the nature and scope of the activities conducted, and provide a proper basis for evaluating the agencies' operations.
A secondary objective of a financial compliance audit is to identify instances and areas where improvements to the efficiency and effectiveness of an organization’s operations could be made – where do the internal controls have holes. These areas may be developed as part of the financial compliance audit or as separate performance audits depending upon the magnitude of the areas and the need for concentrated audit resources. 

7.3 Audit’s Top Ten
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10.
Safeguard Assets
· have a list of the organization’s insurable or pilferable assets
· have a list of the organization’s software licenses
· ensure that petty cash and change funds are accounted for
· is there a process for employees to pay for personal long distance calls
· any others that fit?
9.
Accurate and complete payroll records

· is staff time tracked – sick leave, annual leave, comp time, etc.
· is employee staff time entered accurately
· is employee staff time approved by a supervisor
· employee records cannot be changed without employee and supervisor approval
8.
Generally accepted business processes should be followed
· reconcile revenues to supporting documentation
· reconcile expenditures to supporting documentation
· settle credit card system daily
· deposit checks or cash within 3 days
· –pre-number receipt or cash registers
7.
Expenditures should comply with policies
· require original receipts and documentation to support expenditures
· require additional documentation to support travel, entertainment, and other such expenditures
· require additional supervisory approvals for travel
· require competitive bids for procurement of goods and services
· require supervisory approval for reimbursements to employees
6
Reconcile side accounting systems to the overall organizational budget and accounting system
· Excel spreadsheets
· Access databases
· General ledgers
5.
Ensure segregation of duties
· require 2 pairs of eyes on every transaction
· shipping & receiving
· ordering and approving orders 
· record keeping
· reconciliation
· authorizations
4.
Quickly identify and resolve deficits
3.
Secure critical or sensitive systems and data
· require unique passwords that are not shared
· active and consistently updated virus protections
· system backups that are completed and stored off-site with proven restoration capabilities
· identify critical data
· secure equipment – computers, printers, scanners, laptops, cameras, etc.
2.
Management must assume responsibility for oversight
· ensure management participation in development of processes, procedures, internal controls, etc.
· work can be delegated, not responsibility
1.
Don’t fear an audit or the auditors
· their intent is not to criticize or blame
· their intent is to help
I'm not suggesting there are any errors at all.

I'm saying that without a proper audit, there's no way to be sure.

Pete Williams
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