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Learning Objectives
After reading this chapter, you will be able to:
· Distinguish between the four types of audits: single, contract, pre-award survey and special purpose.

· Describe staff audit responsibilities in Departmental Components, and the Office Of Auditing.

· Identify the steps of the audit process for the provider.

· Define and explain the distinctions with regard to audits between recipients/subrecipients and vendors.

Introduction to Auditing
An audit is an independent examination of an organization’s financial statements for the purpose of expressing an opinion on whether the financial statements fairly present the financial position, results of operations, and changes in financial position in accordance with Generally Accepted Accounting Principles (GAAP) or some other comprehensive basis of accounting, consistent with that of the prior period.  Unlike audits, a “financial compilation” merely takes management’s financial information and puts it in financial statement format.  No opinion is expressed and no assurances are provided.  And a “financial review” only involves the accountant’s application of an analytical review procedure to management’s financial information.  Review procedures are significantly less stringent than audit procedures.  No opinion is expressed, and only limited assurance is provided.  Compilations or reviews are unacceptable under the Department’s Audit Policy.

Contract administrators need to be familiar with audits for a variety of reasons.  An annual audit is a required document for all of the non-profit and for-profit providers who contract with the Department.  The contract administrator must track timely submission of the audit and agency compliance with any corrections, requests for additional information or remediation plans for the state auditors.  Audits also provide critical information for the contract close-out process.  Therefore, contract administrators need to have a general understanding of what an audit is, the minimal required documents, and what to do with the critical information.

Audits are excellent tools to help administrators learn information about a provider that they might not otherwise have access to.  They can reveal what other sources and uses of funds the provider has at its disposal, and the value of contracted services.  They provide information about an agency’s fiscal and service history and those strengths and weaknesses which might impact client services.  They help an administrator make judgments about fiscal viability.  Audits also reveal the adequacy of an agency’s internal controls.  Insufficient internal controls can impact service delivery, administrative operations, payments to staff, and ultimately threaten contract compliance.
While a provider’s Board may not be familiar with audits nor appropriately invested in the findings, they are ultimately liable and responsible for the agency’s performance.  They may be unaware of administrative weakness or of financial vulnerability or misuse of funds.  An agency director may not share certain information with their Board that is threatening or problematic.  Therefore, the contract administrator’s sharing audit results with the Board is an important communication tool, and an opportunity for the Board to take ameliorative action.
Types of Audits


There are four types of audits are discussed in Section 2.4 of the Contract Reimbursement Manual:

· Single audit;

· Contract audit;

· Pre-award survey; and

· Special purpose audit.

Single Audit
Single Audit is the subject of Policy Circular P7.06 in your Contract Policy and Information Manual (CPIM).  The purpose of P7.06 is to advise Provider Agencies of the Department’s audit requirements as mandated by the Single Audit Act of 1984, the Federal Office of Management and Budget Circular A-133 and the NJ Treasury Circular 98-07. 

The single audit, also referred to as an A-133 or organization-wide audit, has two main objectives:
· To assess the organization’s financial statements and its reporting on expenditures of federal/state awards in relation to those financial statements and;

· To examine federal/state awards expended during the fiscal year.

In order to accomplish these main objectives, the auditor must:

· Determine whether the financial statements of the provider agency are presented fairly in all material respects in conformity with Generally Accepted Accounting Principles (GAAP);
· Determine whether the schedule of expenditures of federal/state awards is presented fairly in all material respects in relation to the provider agency’s financial statements taken as a whole;
· Obtain an understanding of the internal control over compliance for each major program, assess the control risk, and perform tests of those controls (Major programs are those programs determined by the auditor’s judgment to present the greatest risk of material noncompliance); and
· Determine whether the provider agency has complied with laws, regulations, and the provisions of contract or grant agreements pertaining to federal/state awards that may have a direct and material effect on each of its major programs.

Contract Audit

The Department of Human Services requires submission of the Provider Agency’s annual organization-wide audit as part of the Standard Language Document.  This requirement can be found in CPIM P2.01, Section 3.08.

The primary purpose of the contract audit is to report on the provider agency’s compliance with the terms and conditions of its contract with the State.  The Department has up to four years after termination or expiration of the contract to perform such an audit.  It may be conducted by public accounting firms under contract with the Department or the Department’s audit staff.

There are two primary types of contract audits, a Cost Reimbursement Audit, and an 
Agreed Upon Procedures Engagement.

Cost Reimbursement Type of Contract Audit

In a cost reimbursement contract audit, the Department has multiple objectives. They are as follows:
· To determine the reasonable, allocable and allowable expenses of the provider agency’s contract in accordance with GAAP and the governing principles for determining costs;
· To provide an independent accounting of contract revenues and expenses that may be used as a means for the final settlement of the contract between the contracted provider agency and the particular Departmental Component;
· To determine the agency’s compliance with contract terms and conditions including policies and procedures included in the Contract Reimbursement Manual and Contract Policy and Information Manual;
· To assess the adequacy of the provider agency’s internal control structure policies and procedures and to identify reportable conditions or material weaknesses requiring corrective action;
· To determine compliance by the contracted provider agency with the budget restrictions embodied in its contract with the Department (CPIM Policy Circular P1.10, Contract Modification.);
· To provide sound financial data that can be used as a basis for management to negotiate future contracts;
· To comply with audit requirements mandated by funding sources; and
· To identify equipment purchased with Department of Human Services’ contract funds since the State of New Jersey has an equitable interest in such equipment (CPIM P4.05, Equipment).

Agreed-Upon Procedures Engagement
An Agreed-Upon Procedures Engagement is one in which an auditor is engaged to issue a report on specific procedures performed to a financial statement component or other written assertion provided by a third party.  They are also referred to as “non-traditional engagements” because they fall between traditional audit services and consulting services.  A review of a specific cost component of a contract (ex: General & Administrative costs) is an example of a type of engagement that can be performed.
Agreed Upon Procedures Engagements have become increasingly popular in the contract environment in recent years because they offer several advantages over a traditional audit, including:
· Flexibility in meeting the needs of users;

· Limited liability risk to auditors and CPAs;

· Restricted to specified users; and
· Viewed as value-added services.

Pre-Award Survey
A pre-award survey is a type of audit that is used to determine a provider agency’s fiscal and administrative capabilities when the Department has no recent contracting experience (two (2) years) with the agency, the provider has exhibited problems in reporting financial or program data as required by a current or former contract, or the provider has demonstrated an inability to meet federal or state requirements of a current or former contract.  The contracting Departmental Component or the Office of Auditing may complete the survey.

A pre-award survey should normally be performed prior to the award or renewal of a contract.  It may be performed after the fact under certain circumstances.  In such instances, the Department may issue a conditional contract pending the results of the pre-award survey.  If provider agency inadequacies are identified, an improvement plan is required as a prerequisite to continued funding of the contract. 

A detailed pre-award survey questionnaire can be located as Attachment A to CPIM Policy Circular P7.05 Pre-Award Survey.  The questionnaire focuses on, recordkeeping and cost reporting systems, internal control policies and procedures, and compliance with the provisions of the Contract Policy and Information Manual.  Upon completion of the questionnaire, a decision can be made as to whether the provider agency is financially viable and capable of performing under contract with the Department.
Special Purpose Audit
A special purpose audit is intended to be conducted during the contract term when an irregularity appears to exist in provider agency operations.  In the past, the Office of Auditing has performed some monitoring reviews, but a special purpose audit is rarely requested by the Departmental Components’.

Staff Audit Responsibilities

Policy Circular S7.01 in the Contract Policy and Information Manual CPIM) contains procedural information for implementing the Department’s Single Audit policy as outlined in P7.06.  The procedures detail the auditing responsibilities of Departmental Component staff and members of the Office of Auditing.
Departmental Component Responsibilities
Departmental Component staffs have two main areas of responsibility in the audit process.  The first is to ensure that they receive certain documentation from the provider with regard to their use of a licensed public accountant to do their fiscal year end audit, and forward that information to the Office of Auditing within specified time frames.  The second has to do with securing the actual audit report from the provider, and being the conduit of information between the provider and the Office of Auditing in matters pertaining to the audit.
S7.01 details the following timelines for Departmental Component staff to carry out their responsibilities with regard to the “Notification of Licensed Public Accountant” Form. 

· The Departmental Component staff must ensure that the provider submits their “Notification of Licensed Public Accountant” form 90 days prior to the provider’s fiscal year end.  Component staff must then share that form with the Office of Auditing within 15 days of receipt.
· Component staff must advise the provider that it will be in default of the contract if it does not submit the “Notification of Licensed Public Accountant” form within the 90 day time frame.

With regard to their involvement in the provider’s actual audit report, the Departmental Component staffs have a number of important responsibilities.  They must:

· Review the annual audit report listing forwarded by the Office of Auditing, and submit corrections within 30 days;
· Ensure that the audit report is received within 120 days of the Provider’s fiscal year-end, and follow-up with provider agencies that have not submitted within 120 days;
· Notify the Office of Auditing when an extension to the 120-day requirement has been granted;
· Notify the Provider agency that they may be in default of their contract if the 120-day requirement is not met;
· After review of the audit report by the Office of Auditing:

· Resolve any questioned costs;
· Inform the Provider Agency when the cost of the audit is unallowable because the audit is not in compliance; 
· Issue management decisions on corrective action plans within 180 days of receipt and forward a copy to the Office of Auditing.

· Periodically monitor the adequacy of the Provider Agency’s corrective action plan and the progress to date; and
· Initiate appropriate default procedures (P9.05, Contract Default) when no action is taken by the Provider Agency to proceed with corrective action or correct a deficient audit report.

Office of Auditing Responsibilities
The members of the Office of Auditing are responsible for reviewing the qualifications of public accountants performing audits and the actual audit reports, and for communicating with Departmental Component staff, providers and accountants in matters pertaining to audits.
Once a year, they must prepare a listing for Departmental Components detailing their responsibilities in the audit process, and specifically identifying the names of the provider agencies for which Departmental Component staff are responsible for obtaining copies of the audit report.
Office of Auditing responsibilities around the “Notification of Licensed Public Accountant” (NLPA) form, and the actual audit report are as follows:

· Within 30 days of the receipt of the NLPA form, ascertain if the audit firm assigned to the audit is licensed, has an acceptable external quality control review, or has any outstanding deficient reports;
· Advise Provider Agencies in writing if the NLPA form is unacceptable and forward copy of letter and form to cognizant Departmental Component; and
· Follow up with Provider Agencies that have not submitted their NLPA form, or have not completed it properly.
Office of Auditing staff must review each audit report to ensure compliance with P7.06, and determine: 

· Is the audit report acceptable?;
· Is there any negative financial condition(s)?; and
· Are there any findings requiring corrective action?
When the audit review turns up unsatisfactory results, the following actions must be taken:

· When the audit report contains negative financial conditions (i.e., cash flow shortage) or findings that require corrective action, the Office of Auditing must inform the Cognizant Departmental Component in writing. 

· If the audit report is not complete or is unacceptable as submitted, they must contact the licensed public accountant in order to request whatever additional information is needed to render the audit report acceptable.

· If subsequent audit firm communications result in the audit report remaining unacceptable, the Office of Auditing must inform the Provider Agency in writing.  The letter must state that the cost of a deficient audit report is unallowable.  Copies of the letter shall be forwarded to the Cognizant Departmental Component and the licensed public accountant.

· If corrective action for audit findings is required and a corrective action plan has not been included with the audit report, the Office of Auditing must forward a letter to the Provider Agency within 60 days of receiving the audit report with a copy to the Cognizant Departmental Component and the CPA firm that performed the audit.

In this letter, the Office of Auditing must advise that the Provider Agency has:

a)  30 days to submit a corrective action plan to both the DHS Office of Auditing and the Cognizant Departmental Component; and
b)  180 days from the date that the audit report is received by the DHS Office of Auditing to initiate corrective action.

Additional general responsibilities attendant to the audit process include:
· Assisting the Cognizant Departmental Components in resolving corrective action plans;
· Providing training, consultation and technical assistance to audit firms; Departmental Components, and Provider Agencies when requested and feasible;
· Periodically reviewing the status of delinquent audit reports and forwarding results to the Cognizant Departmental Component; and
· Advising the Cognizant Departmental Component of any fraudulent acts reported by the Provider Agency’s licensed public accountant.
Provider Agency Responsibilities and Timeframes

Figure 1. Summary of Provider Agency Audit Responsibilities and Timeframes 

Provider’s Fiscal Year End
90 days after Provider’s Fiscal Year End:

Cutoff for reporting of accrued revenue and expenses on Final ROE
120 days after Provider’s Fiscal Year End:

Submit to the Office of Auditing:

1)  Copy of audit report

2)  Corrective action plan

3)  Data collection form

4)  NLPA form (subsequent year’s audit period)

5)  External quality control review

Submit to Cognizant Departmental Component:

1) Final ROE

2)  Two copies of audit report

3)  Corrective action plan

4)  Reconciliation worksheets

30 days after Departmental Component Notification:

Respond to any questioned costs cited in audit report or found during review (DMHS providers only)
180 days after Audit Report Submission:

Initiate corrective actions

Distinguishing Between Subrecipient and Vendors

Under most normal Departmental contracting relationships, provider agencies will maintain a recipient (prime contractor), subrecipient (subcontractor), or vendor relationship with the Department.  However, under different funding agreements, a provider may be all three.
Federal or State awards expended as a recipient or subrecipient are subject to audit under DHS Policy Circular P7.06, whereas payments received for goods or services provided as a vendor would not be subject to P7.06.

A recipient of awards has the responsibility of monitoring subrecipient activities to provide reasonable assurance that the subrecipient administers federal and state awards in compliance with federal/state requirements.  DHS Information Memorandum P99-2, Subcontracts spells out subcontracting requirements that must be followed by provider agencies to ensure that the Department receives quality services as contractually agreed upon by the provider agency and the Department.

Characteristics and Examples of a Recipient/Subrecipient
A recipient/subrecipient uses funds to carry out a program of the entity as compared to providing goods or services for a program of the pass-through entity.  The recipient/subrecipient:
· Determines who is eligible to receive what financial assistance;
· Has its performance measured against whether the objectives of the program have been met;
· Has responsibility for programmatic decision making; and
· Has responsibility for adherence to applicable federal/state program compliance requirements.

The following examples illustrate these characteristics:
Ex.#1 A state department of education (pass-through entity) receives a federal award and is responsible for administering and disbursing the federal award to local school districts (subrecipients) according to a formula or some other basis.

Ex.#2 A regional planning commission (pass-through entity) receives a federal award for the feeding of elderly and low-income individuals, and the award is disbursed to not-for-profit organizations (subrecipients) to support their feeding programs.

Ex.#3 A hospital (subrecipient) receives a federal award from a university (pass-through entity) to conduct research.

Ex.#4 A theater group (subrecipient) receives a federal award from a state arts commission (pass-through entity) to support a summer arts series.

Characteristics and Examples of a Vendor
A vendor provides goods and services within normal business operations. In general, vendors:
· Provide similar goods or services to many different purchasers;
· Operate in a competitive environment;
· Provide goods or services that are ancillary to the operation of a federal program; and
· Are not subject to the compliance requirements of a federal program.

The following examples illustrate these characteristics:
Ex.#1 A local government (recipient) receives a federal award to provide mental health services in a designated area. Some of the funds are paid to a contractor (vendor) to repair a leaking roof.

Ex.#2 A county (recipient) receives a federal award to operate a Head Start program and pays a not-for-profit organization (vendor) to provide temporary clerical services.

Ex.#3 A not-for-profit organization (recipient) receives a federal award to run a preschool and pays a medical doctor (vendor) to perform health screening on a per-student basis.

Ex.#4 A not-for-profit organization (recipient) receives a federal award to operate a child care center and pays a not-for-profit clinic (vendor) to perform physical exams.

Final Determination
Circular A-133 states that there may be unusual circumstances or exceptions to the characteristics listed above. The distinction is critical since it determines which providers are subject to P7.06 and other related DHS policy circulars and requirements. 

In making the determination of how to classify an entity, the substance of the relationship is more important than the form of the agreement.  Therefore, judgment can enter into the process.  The Office of Auditing is available for consultation on these determinations. 

As part of the annual cognizant process, the Office of Auditing in conjunction with the contracting Departmental components attempts to identify those subrecipients responsible for submitting an audit report.  This listing is then provided to New Jersey’s Department of the Treasury, Office of Management and Budget.  This Office has responsibility for monitoring statewide compliance with Circular A-133 Subrecipient Monitoring Requirements, and completing a single audit for the State. 
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