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Schools Beware:  
Increased Audit Reporting Risks Ahead!

by Amy J. Borman and Patrick J. Downey

Background

 The Auditor of the State of Ohio is required by state law to audit Ohio’s public 
schools, including community schools.  Schools that receive more than $500,000 
in federal grants in a single year are subject to federal single audits.  The Auditor 
also conducts federal single audits.  One of the Auditor’s purposes in conducting an 
audit is to determine whether an entity has internal control procedures that ensure it 
properly expends the public funds it receives.  The Auditor publishes its audit reports 
on its website.   

New Auditing Standards 

Last year the AICPA changed some key defi nitions used in the Government 
Auditing Standards, the rules the Auditor follows in its audits.  The new defi nitions 
apply to audit periods ending after December 15, 2006.  In January of this year, the 
Offi ce of Management and Budget adopted similar defi nitions in Circular A-133, 
causing the new defi nitions to apply to single audits.  The new defi nitions increase 
the risk the Auditor of the State of Ohio will report that a school has internal control 
problems. 
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Old and New Defi nitions

 The Auditor, under both the old and new Government Accounting Standards, reports only material 
weaknesses in internal controls in its public report.  When a school’s internal control problems are not a material 
weakness, the Auditor either will report the problem in a private management letter or not report it.  Under the old 
standards, a material weakness was: 

“A reportable condition in which the design or operation of one or more of the internal control 
components does not reduce to a relatively low level the risk that misstatements caused by error or 
fraud in amounts that would be material in relation to the fi nancial statements being audited may 
occur and not be detected within a timely period by employees in the normal course of performing 
their assigned functions.”

Under the old standards reportable conditions were:

“Signifi cant defi ciencies in the design or operation of internal control that could adversely affect 
the entity’s ability to record, process, summarize and report fi nancial data consistent with the 
assertions of management in the fi nancial statements.”  

 The new Government Auditing Standards now defi ne material weakness as:

“A signifi cant defi ciency, or combination of signifi cant defi ciencies, that results in more than a 
remote likelihood that a material misstatement of the fi nancial statements will not be prevented or 
detected.”

The following are considered strong indicators of material weakness in internal controls.

Ineffective • oversight of fi nancial reporting and internal controls by the entity’s governing board
Ineffective control environment • 
Ineffective regulatory compliance function • 
Ineffective internal audit function or risk assessment • 

 The term “reportable condition” has been replaced with the term “signifi cant defi ciency,” which is:

“A defi ciency in internal control, or combination of defi ciencies, that adversely affects the entity’s 
ability to initiate, authorize, record, process, or report fi nancial data reliably in accordance with 
generally accepted accounting principles such that there is more than a remote likelihood that 
a misstatement of the entity’s fi nancial statement that is more than inconsequential will not be 
prevented or detected.” 

The following are considered examples of signifi cant defi ciencies in internal controls.

Lack of antifraud programs and controls• 
Lack of controls over non-routine and non-systematic transactions• 
Ineffective controls over the period-end fi nancial reporting process • 
Ineffective controls over selection and application of accounting principle in conformity with generally • 
accepted accounting principles
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Disclaimer
 This article has been prepared by Eastman & Smith Ltd. for informational purposes only and 
should not be considered legal advice. This information is not intended to create, and receipt of it does not 
constitute, an attorney/client relationship.
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What This Means to You

 Under the new defi nitions, the Auditor will demand that your school’s internal controls meet a higher 
standard than was previously expected.  As a result, the Auditor could determine that your internal control 
procedures have material weaknesses although the Auditor did not fi nd a material weakness in your last audit.  

What Should You Do?

 Some material weaknesses can be easily corrected.  For example, internal controls must be both documented and 
followed.  Consequently, the Auditor will cite a school for a material weakness if its procedures are not in writing despite 
the fact that it follows effective internal control procedures.  The correction in such a case is for the school to document 
its procedures.  

To reduce the risk that it will be cited for a material weakness in its next audit, your school should review its 
existing procedures to determine if it has adequate internal control procedures in place and its procedures are properly 
documented and followed.  Eastman & Smith Ltd. would be happy to assist with your review.  

Ms. Borman and Mr. Downey can be reached at our Toledo offi ce by calling 419-241-6000.  

Michael A. Beal, a summer associate, assisted with the preparation of this article.  
He is a law student at the University of Iowa and will graduate in Spring 2008.

Mr. Downey is an associate in the Business Section of  the Firm with more than ten 
years of legal practice in business, corporate, estate planning, probate, real estate, school 
and tax law. His practice is concentrated in the areas of employee benefi ts, tax, business 
and school law.  Mr. Downey worked as a Revenue Offi cer for the Internal Revenue Service 
for over fi ve years before joining the Firm.  

Ms. Borman is a member of the Firm’s Public Law Practice Group and has 
signifi cant experience in school law. 


