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Preface

This is the latest revision to the Ohio Compliance Supplement, superseding the September 2010 version.
This revision incorporates significant new or revised legal and regulatory requirements as well as
comments we have received from auditors and our clients. The following page, titled Implementation
Instructions, explains how you can identify updates.

In accordance with Government Auditing Standards, financial statement audits include reporting on
compliance with provisions of laws, regulations, contracts, and grant agreements that have a material
effect on the financial statements (Government Auditing Standards, 2.07).

Management of the audited entity is responsible for . . . complying with applicable laws and regulations
(including identifying the requirements with which the entity and the official are responsible for
compliance). (Government Auditing Standards Appendix I, A1.08(b)).

Ohio law requires audits of each public office. These audits help determine whether the government’s
financial statements are fairly presented and whether management has complied with significant laws and
regulations.

The Ohio Compliance Supplement contains certain laws and regulations which are of considerable public
interest, or are of the type auditors generally consider direct and material. Though the Ohio Compliance
Supplement is not a comprehensive listing of applicable laws and regulations, it is designed to help
auditors and public offices identify and familiarize themselves with certain laws and regulations which
generally apply to a variety of local governments and colleges and universities.

In order to reduce costs, the Ohio Compliance Supplement is available only in electronic format via the
Auditor of State’s website at www.auditor.state.oh.us. However, if you are unable to access the website
or have difficulty accessing these files, please contact the Center for Audit Excellence at 1-800-282-0370.

As in the past, we plan to regularly update the Ohio Compliance Supplement. Comments we receive
from our staff and others are an important source of revisions and improvements. \We appreciate your
input as we continue to improve the Ohio Compliance Supplement.

Dave Yost
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June 2012
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Implementation Instructions

This September 2012 Ohio Compliance Supplement (OCS) replaces the September 2010 version. The
OCS is available at www.ohioauditor.gov, under Publications, in both Word and Portable Document
Format. (Auditor of State staff can also use the 2012 OCS procedures built into TeamMate.) Due to the
wide availability of internet access, we no longer provide the OCS in paper or disc formats.

The seven chapters and appendices D, G, and H are available in MS Word format so auditors can
document work or cross reference to other audit documentation in those seven documents. The
Introduction and other appendices are only available in Portable Document Format, since we do not
expect that auditors would document their work in these sections.

The Table of Contents follows these Implementation Instructions. A table for each chapter is also located
in the front of each chapter. The table of contents identifies legislative requirements. The table identifies
new or revised requirements via shading. The table also identifies superseded legal requirements using
strikeout font. We have not deleted these sections since they may still apply to portions of incomplete
audits. For example, Step 2-13 testing was removed and it appears in the table of contents as follows:

In addition, we have included a box at the top left hand corner within each modified step indicating if the
section is a revised or new legislative requirement. In both cases, the effective date also appears to enable
you to easily determine if the revision applies to the audit period. Below is an example appearing in the
OCSs:

Revised: HB 153, 129" GA
Effective: 9/29/11

In addition to the box described above, the OCS uses double underlining to indicate new or revised
legislative requirements.

e Pre-existing laws we have now determined auditors should test (i.e. requirements not appearing in
former OCS editions).

e New or amended guidance. Most of these changes represent information we believe will enhance
understanding compliance auditing or reporting.

The OCS uses strike-eut font to indicate replaced or omitted legislative requirements. We have not
deleted these sections since they may still apply to part of an audit period. Also, retaining this
information will help users better understand the changes.

Auditors with engagements in process prior to the issuance of the 2012 Supplement need not discard
work performed using the 2010 OCS. However, they must compare the 2012 changes to their work
from the 2010 OCS and assure they have tested the legal provisions applicable to their audit period.
More than one legal requirement could apply if a legislative change was effective during the audit

period.
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LEGAL COMPLIANCE AUDITING IN OHIO

Introduction

Citizens and public officials want and need to know whether governments are handling their
funds properly and complying with laws and regulations. Public officials entrusted with public
resources are responsible for complying with those laws and regulations.

Ohio Administrative Code Section 117-2-05(A) requires independent auditors of Ohio public to
follow the Comptroller General of the United States’ generally accepted Government Auditing
Standards (GAGAS).

2011 GAGAS 4.06 requires auditors to follow the AICPA'’s standards regarding fraud and
noncompliance with laws and regulations. 4.06 extends the AICPA’s requirements to apply to
contracts and grant agreements.

This Supplement provides auditors with Ohio laws and regulations (and some laws and
regulations from other sources) the Auditor of State has identified as potentially significant in an
Ohio government audit. As such, it is designed to help auditors fulfill their responsibility.
However, auditors should not consider this as a comprehensive list of compliance requirements
for all governments.

The Ohio Compliance Supplement's first six chapters include laws and regulations the AOS
normally considers “direct and material.” However, it is the auditor’s responsibility to
determine which, if any, compliance requirements are material to the government.?

2 Some Ohio Administrative Code Sections, such as OAC 117-2-02, include requirements for governments to

establish internal controls and report financial information properly. However, we would not automatically deem a

few accounting errors as reportable noncompliance under these OAC Sections. While these items may represent a

significant deficiency, they may not rise to the level of material noncompliance. Conversely for example, the lack of

a cash journal might be noncompliance with OAC 117-2-02(D)(1) as well as a control deficiency. This is a matter

of professional auditor’s judgment. We should consider the pervasiveness of the noncompliance matter in relation
Introduction - 1
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and regulations applicable to the government, such as charters, ordinances, resolutions, contracts,
grant agreements, debt covenants and leases. If any of these requirements could directly and
materially affect the determination of financial statement amounts, the auditor should design
tests for them. Regarding laws and regulations this Supplement does not include, auditing
standards recognize management’s year-round involvement with operations should provide them
with knowledge of these requirements. It is therefore reasonable to expect management to
identify and convey these requirements to their auditor. The AICPA’s Audit and Accounting
Guide, State and Local Governments, 4.82 states:

“An entity's management is responsible for ensuring compliance with the laws,
regulations, and provisions of grants and contracts applicable to its activities. That
responsibility encompasses identifying applicable compliance requirements and
establishing internal control designed to provide reasonable assurance that the entity
complies with them.”®

To the extent that a public office does not fall within the classes of public offices the Ohio
Compliance Supplement includes, and also in part to (1) corroborate the completeness of the
compliance requirements management identifies, and (2) to identify their potential material
effect, 4.86 of the AICPA’s State and Local Governments Guide suggests:

The auditor may consider performing the following procedures to assess management's
identification of compliance requirements that could have a direct and material effect on the
determination of financial statement amounts:

o Consider knowledge about compliance requirements obtained during prior-period audits.

o Interview the entity's chief financial officer, legal counsel, or grant administrators about
compliance requirements.

« Identify sources of revenue, review any related agreements (for example, loan, grant, and
contribution agreements), and ask about legal provisions that relate to using and
accounting for the revenue.

« Obtain and review federal and state publications pertaining to compliance requirements,
such as Department of the Treasury and Internal Revenue Service regulations
(concerning the calculation and reporting of arbitrage rebates and refunds and
employment taxes) and OMB's cost principles and administrative requirements circulars
and OMB Circular A-133 Compliance Supplement, the Catalog of Federal Domestic
Assistance, * and similar state program publications (concerning grants and
appropriations).

« Obtain and review sections of the state constitution, statutes, and regulations that pertain
to the entity, in particular the sections that concern financial reporting, investment, debt,
taxation, budget, appropriation, and procurement matters.

to the compliance requirement and the effect or potential effect on financial statements and financial reporting
process as a whole.
® 2011 Government Auditing Standards Appendix I, A1.08(b) has a similar requirement.
* Auditors can also use the Federal Award Compliance Control Records (FACCR’s) included on the AOS website
as a reference.
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e Review the minutes of meetings of the entity's governing board for the enactment of
relevant laws and regulations and information about relevant contracts and grant
agreements.

o Ask federal, state, or local auditors or other appropriate audit oversight organizations
about applicable compliance requirements, including statutes and uniform reporting
requirements.

e Ask the audit, finance, or program administrators of other entities from which the entity
receives grants, contributions, and appropriations about the restrictions, limitations,
terms, and conditions under which the amounts were provided.

e Review the discussions of compliance requirements applicable to specific industries, as
found in this guide and other relevant AICPA Audit and Accounting Guides.

e Review accounting and auditing materials available from other professional
organizations, such as state societies of certified public accountants and governmental
associations.

« Obtain written management representation regarding the completeness of management's
identification of compliance requirements.

The procedures listed in the “direct and material” chapters of the Supplement generally: assess
the compliance control environment, document applicable compliance controls, test and evaluate
the controls (if applicable), and substantively test compliance.

The auditor should apply the above for “direct and material”” laws, regulations, and provisions of
contracts or grant agreements, etc. annually for the assertions relevant to these compliance
requirements. The auditor should, at a minimum, document controls and determine whether they
have been implemented (placed in operation). If controls are not likely to be effective, or if the
auditor deems it more efficient not to test controls’ operating effectiveness, then the auditor
should document those considerations and apply more extensive substantive compliance tests.

If a compliance requirement listed in Chapters One through Six applies but the auditor deems it
not direct and material to the entity, then the auditor generally should use the less-extensive
documentation and testing procedures Chapter Seven describes. Similarly, if the auditor deems
an item in Chapter Seven to be direct and material to the entity, she or he generally should use
the more extensive procedures similar to those Chapters One through Six describe. For direct
and material compliance requirements not included in the Supplement at all (for example,
municipal income tax provisions), then the auditor should document and test it similar to
procedures found in Chapters One through Six.

Appendix F lists the applicability of certain requirements included in the Ohio Compliance
Supplement to certain additional classes of public offices.
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Direct and Material Laws and Regulations

The AICPA Audit and Accounting Guide State and Local Governments, sections 4.82 through
4.87, discusses legal requirements which might directly and materially affect determining
financial statement amounts for a governmental entity. These include:

o GAAP Requirements. Governments often are subject to legal or contractual
provisions that require them to prepare their financial statements in conformity
with GAAP.

o Federal and State Taxes. Governments are subject to various federal tax
requirements, including those relating to employment taxes, employee benefits,
and tax-exempt debt (such as arbitrage rebate requirements). State-level tax
requirements also may apply.

o Legal Authority for Transactions. Governments often should have legal authority
to execute transactions. That is, governments, especially local governments, often
cannot exercise powers or conduct activities unless authorized by law. For
example, a local government may not be able to levy property taxes unless
specifically authorized to do so under state law and taxes levied without proper
authority may be subject to refund.

o Establishment of Funds. Legal and contractual provisions may require
governments to establish individual funds to account for and report on particular
activities. (For example, Ohio Rev. Code Section 5705.09 establishes the basic
funds required for political subdivisions in the State of Ohio, and Ohio Rev. Code
Section 5705.10 establishes basic legal requirements for allocating receipts to
funds. Failure to comply with these statutory requirements may materially affect
financial statement presentation.)

« Time and Other Eligibility Requirements and Purpose Restrictions on
Nonexchange Transactions. Time and other eligibility requirements and purpose
restrictions affect the recognition and reporting of nonexchange transactions. A
government's failure to comply with a provider's eligibility requirements and
purpose restrictions may cause the provider to withdraw the intended support or
request a refund of amounts previously paid. For example, certain costs are not
allowable costs for federal programs under OMB Circular No. A-87°, Cost
Principles for State and Local Governments, but they may have been
inappropriately charged to those programs. Similarly, legal provisions may
restrict a government's use of its tax revenues (such as a constitutional
requirement that the proceeds of a state gasoline tax be expended only for the
maintenance of highways).

e Other Legal- and Contract-Based Compliance Requirements. Besides the
eligibility requirements and purpose restrictions that affect the recognition and
reporting of nonexchange transactions, providers of such resources may impose
other compliance requirements on recipients. For example, federal financial
assistance programs often require recipients to adhere to specific procurement and
cash management policies. There also may be contractual compliance
requirements relating to exchange transactions, such as those discussed below for
debt issuances.

® The Federal government codified OMB Circular A-87 as 2 CFR Subtitle A, Chapter |1 Part 225.
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Budgets. Budgets often establish the particular funds that can finance particular
costs and the nature and amount of interfund activity.

Tax and Debt Limitations. Governments often are subject to legal provisions that
limit taxing authority, impose ceilings and other issuance requirements on debt, or
limit the use of debt proceeds to particular purposes. For example, state law may
impose a millage cap on property taxes or require tax refunds if an entity's annual
revenue growth exceeds a set percentage or amount. Also, debt often is issued
subject to contractual provisions that require certain reserve fund and revenue
coverage amounts.

Cash and Investments. Governments often have legally-limited choices for
depositing and investing available cash resources. For example, investments in
derivative instruments, hedge funds, and debt instruments with long maturities
might be prohibited.

Expenditure and Contracting Limitations. Governments might be prohibited from
purchasing certain products or services without open competitive bidding or
following other purchasing procedures established by laws and regulations.

SLG 4.87 and GASB Cod. 2300.106(h) requires financial statement note disclosure of
significant violations of “finance-related legal or contractual provisions” and actions taken to
address such violations. The GASB Codification does not define “finance-related legal or
contractual provisions.” However, the sources below identify the following requirements as
being finance-related legal or contractual provisions:

a. The accounting system must include all funds required by law or NCGA 1, par. 8
regulation to help assure restrictions on expenditures are met. Cod. 1200.106
b. 1. Any excesses of expenditures over appropriations in the general or | GASB 37, par. 19-Ced
major special revenue funds included in RSI budgetary schedules. 2200180
(Disclose in footnotes to RSI if presented as RSI.)
GASB Comprehensive
2. Disclose significant excesses of expenditure over appropriations for | Implementation Guide 7.93.1
other funds.
c. Violations of debt covenants or contracts. Cod 2300.903, Illustrations 4,
5,6
d. Significant violations during the period of legal or contractual GASB Cod. 150.125

provisions for deposits and investments

Governmental Accounting, Auditing and Financial Reporting (GAAFR) | GAAFR 224
suggests the following constitute “finance-related legal and contractual
requirements:”

a.

b.
c.
d

Budgetary

Grant requirements

Bond covenants

Deposits and investments

Immaterial Laws and Regulations

The Auditor of State has audited public offices’ compliance with legal requirements since 1902.
Audits of Ohio public offices have been subject to Ohio Rev. Code Chapter 117, or its
predecessor, since that time. Section 117.11 (A) states in part that when auditing Ohio public
offices:
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... [1]nquiry shall . . . be made into . . . whether the laws, ordinances, and orders
pertaining to the office have been observed, and whether the requirements and
rules of the auditor of state have been complied with.

Although a literal interpretation of Ohio Rev. Code Section 117.11 (A) would require testing all
applicable legal requirements during an audit, the Auditor of State has determined that it is
appropriate to limit the compliance requirements included in an audit of a given public office to:

e Compliance requirements for which noncompliance may materially affect the financial
statements of the entity (i.e. the GAGAS requirement); and

e Compliance requirements which, although possibly not material to the financial statements,
the Auditor of State deems to be of significant public concern regarding public policy, public
stewardship, or public accountability. Chapter Seven generally includes these requirements.

Since Chapter Seven contains laws and regulations that are probably not, in most circumstances,
“direct and material,” the auditor should inquire of management and perform certain other
limited substantive tests. If existing controls or substantive compliance tests already satisfy these
objectives, the auditor should cross-reference such work to these sections.

The beginning of Chapter Seven includes more guidance and an example of appropriate testing
related to Chapter Seven.

Compliance Risk and Controls

Generally accepted auditing standards indicate that the auditor is responsible for planning and
auditing to reasonably assure whether the financial statements are free of material misstatement,
whether caused by error or fraud. For direct and material illegal acts, the auditor’s detection
responsibility for these misstatements is the same as that for errors.

Taking a control’s reliance approach to a compliance audit of Ohio laws and regulations involves
documenting each of the five components of internal controls -- the control environment, risk
assessment, control activities, information and communication, and monitoring -- that the auditor
considers relevant to preventing or detecting noncompliance with such laws and regulations, and
assessing control risk that noncompliance could occur and not be detected timely.

Factors to consider in relying on compliance controls are similar to the judgments we use for
financial statement accounts. For example, a compliance controls approach is often more
efficient and effective if the volume of transactions subject to the compliance requirement is
large or the compliance requirement is complex. Conversely:
e Relying on investment purchasing controls is normally inefficient for small entities with
few investment purchases / sales during the year
0 They might not need / have formal controls anyway — the CFO’s use of an up-to-

e Relying on controls over the legality of interfund transfers may be inappropriate because

the complexity of the transfer requirements is not easily subject to a “routine” set of
controls.

Introduction - 6




2012 Ohio Compliance Supplement Introduction

0 That is, even if the entity has controls to help assure interfund transfers are legal,
the complexity of the statutes likely still requires auditors to “re-perform” the
control, which is really a substantive test / evaluation of the transfer’s legality.

In assessing the compliance control environment, the auditor might consider:
e Management's attitudes toward compliance with laws and regulations;
e Legal actions brought against the government, and/or its elected and appointed officials;

e Involvement of the governing authority and management in the control structure to assure
compliance.

Appendix D to the Ohio compliance Supplement lists control environment areas for assessment

and related points of focus. Auditors should complete the Supplement as part of each audit.
(AOS staff should document these control environment factors in the AOS” ACE.)

In addition to a suitable control environment, an effective internal control structure should also
monitor compliance and determine whether controls related to compliance are operating
effectively. Therefore, the control structure should also include a monitoring system, and the
auditor should consider whether responsibility for compliance is assigned to appropriate
individual(s). For example, auditors should consider (given the size and complexity of the
government’s operations) whether responsibility is assigned for the following compliance issues:

Bond (i.e. debt) compliance

Budgetary compliance

Contract compliance

Grant compliance (including those over federal awards subject to OMB Circular
A-133)

Procurement compliance

Investment purchases

Tax reporting (i.e., state & federal requirements)
Legal authority for transactions

Taxing and debt limitations

Establishing funds

Restriction on disbursements

Lease compliance

As part of this assessment, auditors should also consider and document the existence of the
following risk factors related to internal control over compliance:
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e Policies and procedures that are incomplete, inadequate, or outdated for the activities
subject to a type of compliance requirement.

e A history of material noncompliance with a particular compliance requirement as
evidenced by Schedules of Findings from previous audit reports.

e Changes in the nature or type activity subject to compliance requirements, or changes
in the management personnel responsible for monitoring the compliance requirement,
since the prior audit. For example, a Village that invested only in certificates of
deposit and STAR Ohio in the prior audit that is also investing in government-backed
securities or that had a new Village Fiscal Officer in place during the current audit
period has a greater risk of noncompliance with investing requirements.

e Inadequate segregation of duties over a type of compliance requirement. For
example, a school district with a separate EMIS Coordinator that tracks and enters
average daily membership (ADM) information into the EMIS system is a stronger
control than a school district where the Treasurer is solely responsible for tracking,
entering, and monitoring EMIS data.

e Controls over complex compliance requirements. Depending upon the nature of the
local government’s activity, OCS Chapters 3, 5, and 6 contain some complex types of
compliance requirements related to debt issuance, investments, and other specialized
areas.

e IT controls relating to the activity subject to the type of compliance requirement. For
example, courts with automated software vendors that update fine and fee schedules
due to legislative changes in statutory amounts may be more likely to update
fines/fees in a timely manner and therefore be more likely to charge the appropriate
fines and fees than courts with manual systems.

o Paragraph 4.30 in the AICPA’s Government Auditing Standards and Circular
A-133 Audits requires auditors to report noncompliance findings that also
relate to control deficiencies in both (1) the internal control and (2) the
compliance sections of the GAGAS report. Several Revised Code sections
mandate governments to implement internal controls, such as budgeting
(Chapter 5705), purchasing / contracting controls (see Ohio Compliance
Supplement Chapter 2) and investing policies (Ohio Rev. Code 135.14).
However, unless noncompliance with these mandated controls contributes to
misstatements or potential misstatements, auditors should not report them
under SAS 115. For additional guidance, see Section three in AOS Advisory
Memo 2007-07 and also AOS Advisory Memo 2010-02.

The following are often at least significant deficiencies. However, as
described immediately above, the deficiency must relate to financial
misstatements before an auditor would report it under SAS 115:
o Lack of operating policies and procedures for the activities subject to a type of
compliance requirement
i. However, the auditor should consider that some Ohio Rev. Code
sections often are a policy, and the need for written procedures varies
directly with the complexity of the law, the decentralization of
agencies within the auditee subject to the law, and perhaps other
factors.
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o0 Ineffective oversight of a direct and material compliance requirement by
management or those charged with governance. For example, the lack of
adequate review of budget versus actual reports.

o Identification by the auditor of material noncompliance for the period under
audit that was not initially identified by the entity’s internal control.

o Identification of fraud of any magnitude on the part of senior management or
those charged with governance. For purposes of evaluating and
communicating deficiencies in internal control, the auditor should evaluate
fraud of any magnitude—including fraud resulting in immaterial
noncompliance—on the part of senior management or those charged with
governance, of which he or she is aware.

o Failure by management or those charged with governance to assess the effect
of material noncompliance, a significant deficiency, or material weakness
related to a direct and material compliance requirement previously
communicated to them and either correct it or conclude that it will not be
corrected.

0 An ineffective control environment. Control deficiencies in various other
components of internal control could lead the auditor to conclude that a
significant deficiency or material weakness exists in the control environment
over compliance with direct and material compliance requirements.

If adequate control procedures exist to reduce the risk that direct and material noncompliance
could occur and not be detected on a timely basis, the auditor may be able to test the operating
effectiveness of those controls and significantly reduce substantive testing of those compliance
items. However, auditing standards require some level of substantive evidence. To use a
controls reliance approach (an assessment that control risk is less than maximum or low), the
auditor must:

1.

Identify controls relevant to preventing or detecting material or significant non-
compliance with the identified laws and regulations;

Test controls to obtain sufficient evidence of the controls’ operating effectiveness
throughout the audit period;

Document the tests of controls.

The Auditor of State permits relying on evidence from prior audits’ tests of
compliance controls’ operating effectiveness (i.e. “rotating controls™) similar to the
guidance in AY-318.40--45 AU-C 330.14(b) and 330.A40 -- .42. When controls
are effective, this rotation can enhance efficiency. However, when using this
approach, auditors must carefully consider the guidance in AU-318-40—--—-45 AU-C
330.14(b) and 330.A40 -- .42. Since some level of substantive evidence is required,
rotating control tests without any substantive tests is insufficient. However, auditors
can assess risk of noncompliance and test accordingly. For example, if we
recomputed interest allocation the year before and found no misstatement, we might
limit current year testing to comparison of amounts per fund to the prior year amounts
(assuming there were no significant changes such as new funds that required an
interest allocation). Among other requirements, auditors should:
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a. Obtain evidence about changes to controls since the prior tests of operating

effectiveness.
b. Obtain evidence that controls were still implemented during the current audit
period.
c. Test operating effectiveness at least every third year (not every third two-year
audit).
5. While the auditor’s assessment of inherent and control risk may substantially reduce

the required nature and / or extent of substantive compliance testing, some
substantive evidence / testing is necessary for compliance requirements directly and
materially affecting the determination of financial statement amounts (similar to AU
318-51 AU-C 330.18 and 330 A45 --- .50) such as those compliance requirements
included in OCS Chapters 1 through 6.

Organization of The Ohio Compliance Supplement
The Ohio Compliance Supplement includes, for each compliance requirement:

o Arreference to the underlying legal authority, including statutory provisions, administrative
rules, court decisions, and opinions of the Attorney General;

e A summary of the requirement; and

e For potentially direct and material laws and regulations, “points of (control) focus” and
recommended audit procedures; or,

e For other laws and regulations, suggested questions for management.

In addition, for both types of law or regulation, there are sections provided to document persons
interviewed, tests performed (including, if appropriate, cross-references to audit documentation
supporting tests of controls and substantive tests of legal compliance) and conclusions and
tentative recommendations.

While the auditor may exercise professional judgment in determining specific compliance
requirements to test in a given audit, the AOS requires:

e Testing compliance requirements material to the financial statement in each audit (generally
Chapters One through Six);

e Testing compliance requirements not material to the financial statements listed in Ohio
Compliance Supplement Chapter Seven every other audit, as follows:

e Auditors generally can limit testing these items to every other audit, such as once every
two years if we audit the government annually, or once every four years if we audit the
government biennially.

Auditors should divide the steps subject to cycling approximately in half, and budget a
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similar amount for cyclic tests each audit to avoid audit cost fluctuations every other
audit.

Auditors should test new (i.e., “double underlined” requirements) Chapter 7 requirements
in the first audit to which they apply.

Although the Ohio Compliance Supplement sets forth recommended audit procedures for each
compliance requirement, determining the specific audit procedures to be applied, both as to
material and non-material compliance requirements, requires professional judgment.

Home Rule Powers

Definition
Villages and cities are municipal corporations. They are defined and regulated in Article XVIII
of the Ohio Constitution and in Ohio Rev. Code Title 7.

Classification

Municipal corporations with a population of less than 5,000 are villages. The village may be
incorporated by the procedures set forth in Ohio Rev. Code Chapter 707, requiring a petition to
the county commissioners (Ohio Rev. Code 8703.01 and Chapter 707).

Plans of Government

Article XVIII of the Ohio Constitution provides for the formation of municipal corporations.
Section 3 confers upon the municipal corporations all powers of local self-government and
Section 7 authorizes the municipal corporations to adopt charters setting up their own plans of
government. Those wiHagesmunicipalities which do not have charters may adopt one of the

plans of government set forth by the legislature in Ohio Rev. Code Chapter 705 or may operate
under the general provisions of Ohio Rev. Code Title 7.

Home Rule

“Home Rule” is a term used to describe those powers granted to municipal corporations under
Article XVIII, Section 3 of the Ohio Constitution, which provides, “municipalities shall have
authority to exercise all powers of local self-government and to adopt and enforce within their
limits such local police, sanitary, and other similar regulations as are not in conflict with general
laws”. These powers were granted in an effort to provide more local control over certain
governmental activities, but not to allow complete independence from State government.
Because this grant of power is derived from the Ohio Constitution, it is superior to laws enacted
by the legislature, except where a constitutional limitation is provided allowing the legislature to
regulate municipalities.

Charter vs. Non-Charter

All municipal corporations have Home Rule powers, but the extent of these powers differ
depending upon whether a charter has been adopted. By adopting a charter, the municipal
corporation may set up a system of government which differs from the statutory plans. It may
provide for the officers and procedures for all governmental functions. Non-charter municipal
corporations must comply with all State laws concerning matters of procedural local self-
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government. Matters of substantive local self-government are not controlled by State laws,
regardless of whether or not the municipal corporation has adopted a charter.

Local Self-Government Powers vs. Police Regulations

As previously mentioned, charter governments are basically free from regulation by the
legislature in matters of local self-government, but the exercise of police powers cannot conflict
with general laws enacted by the legislature.

Local Self-Government Powers
Procedural Local Self-Government Powers are powers which concern the organization of
municipal government as well as the procedures under which the municipal corporation must
function. Charter governments may deviate from State laws regulating matters of procedural
local self-government only by adopting a charter. Examples of these powers are as follows:
1. Structure of government - This pertains to the officers and their functions. Without a
charter, municipalities and villages must comply with State laws regulating them;
2. Competitive bidding requirements - State laws determine when competitive bidding is
necessary and what procedures must be followed. Only charter governments may set up
their own bidding requirements;
3. Initiative and referendum;
4. Appointment and duties of police officers;
5. Election procedures; and
6. Annexation proceedings.

Substantive Local Self-Government Powers
Substantive Local Self-Government Powers are powers which concern the decision making
authority of the municipal corporation as well as regulate the conduct of individuals within the
municipal corporation. With a few constitutional exceptions, these powers cannot be superseded
by State laws. Examples of these powers are as follows:
1. Power to contract - The State cannot, by law, restrict the government’s general power
to contract;
2. Taxation - There are explicit constitutional limitations provided in Article XVIII,
Section 13 and Article XIII, Section 6 of the Ohio Constitution, as it is necessary to
provide for coordination of State and local taxation. Otherwise, State laws cannot restrict
the government’s power to tax;
3. Assessments - This power is limited by Article XIII, Section 6 of the Ohio
Constitution;
4. Incurring debt - Laws may be passed by the General Assembly limiting this power;
(Article XVII1, Section 13 of the Ohio Constitution);
5. Power to purchase, appropriate, or dispose of property - The decision to purchase,
appropriate, or dispose of property is a power of substantive local self-government.
However, the procedures used to purchase, appropriate, or dispose of property are matters
of procedural local self-government and are regulated by State laws, unless the municipal
corporation has adopted a charter;
6. Compensation of employees and officers - This area is purely a matter of substantive
local self-government. Statutes regulating many matters of compensation can be
overridden by local ordinance;
7. Power to establish, locate, and vacate streets; and
8. Power to restrict the weight of vehicles using the charter government’s streets.
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Police Regulations

Police regulations are laws enacted to protect the health, safety, and welfare of persons and
property. They are aimed at matters of private conduct rather than matters of government. Unlike
matters of local self-government, police regulations can never conflict with general laws.

Public Utilities

The power to operate public utilities has a separate and distinct source from the general home
rule powers of Article XVIII, Section 3. Article XVIII, Sections 4 and 5 of the Ohio Constitution
state that municipal corporations may provide public utility service for their residents directly or
by contracting with others within specified limits.

Compliance Testing

Auditors must consider whether municipal governments have home rule powers enacted under
the statutes above. If so, auditors will need to tailor compliance testing accordingly to reflect the
applicable home rules and powers afforded those governments. Auditors should review charter
legislation, resolutions, and ordinances for charter municipal corporations and tailor their testing
procedures accordingly.
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Reporting

2007 2011 Government Auditing Standards (GAGAS) describes the auditor’s compliance
reporting obligations:

4.25 When performing a GAGAS financial audit, and auditors conclude, based on
sufficient, appropriate evidence, that any of the following either has occurred or is likely

to have occurred, they should include in their report on internal control and compliance
the relevant information about:

a. fraud and noncompliance with provisions of laws or regulations that have a
material effect on the financial statements or other financial data significant to the
audit objectives and any other instances that warrant the attention of those charged
with governance;

b. noncompliance with provisions of contracts or grant agreements that has a material
effect on the determination of financial statement amounts or other financial data
significant to the audit objectives; or

c. abuse that is material, either quantitatively or qualitatively.
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4.26 When auditors detect instances of noncompliance with provisions of contracts or grant
agreements or abuse that have an effect on the financial statements or other financial data
significant to the audit objectives that are less than material but warrant the attention of those
charged with governance, they should communicate those findings in writing to audited
entity officials. When auditors detect any instances of fraud, noncompliance with provisions
of laws, regulations, contracts or grant agreements, or abuse that do not warrant the attention
of those charged with governance, the auditors' determination of whether and how to
communicate such instances to audited entity officials is a matter of professional judgment.

GAGAS 5.09 4.26 requires auditors to communicate immaterial violations eflessersignificance
warranting management’s attention in writing (such as via a management letter). 2011 GAGAS

allows audltors to judge whether and how to communicate matters of Iesser lmgortanc When

The auditor should refer to the AICPA’s accounting and auditing guide, Government Auditing
Standards and Circular A-133 Audits, for reporting examples. (AOS staff can access these
examples in the Audit Briefcase.)

Audit Findings

An audit finding is a conclusion of fact an auditor finds as part of the audit process.
Findings of legal noncompliance in Ohio fall into three categories®:

e Noncompliance citations,
e Findings for adjustment, and

e Findings for recovery.

Noncompliance Citations

Noncompliance citations should cite the appropriate legal authority (i.e. the criteria GAGAS
4.115 requires in written noncompliance findings). Legal authorities auditors can cite include
the Federal and State constitutions, the United States Code and rules, the Ohio Revised Code and
op|n|ons of the Ohio Ethlcs Commission. Auditors may refer to opinions of the Attorney
General, AOS Technical Bulletins, and other advisory materials within the text of a finding as
additional guidance, but AG opinions, AOS Technical Bulletins, and advisory materials are not
legally binding criteria.’

6
Questioned costs normally apply only when opining on compliance under SAS 117, such as A-133 audits of
Federal programs. This discussion does not pertain directly to questioned costs.

7
Ohio Rev. Code § 117.20(C) states that the Auditor of State may prepare and disseminate to public offices and
other interested parties advisory bulletins, directives and instructions relating to accounting and financial reporting
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For example, AOS Bulletin 2002-004 states the AOS’ position that local governments should
record and budget Ohio Public Works Commission infrastructure project (Issue 11 money)
receipts and disbursements even when the local government does not directly receive or disburse
this money. When a government fails to record or budget this money, the citation would be to
the sections within Ohio Rev. Code Chapter 5705 requiring budgeting and recording this money,
not Bulletin 2002-004. However, it is desirable for the finding to suggest the local government
officials to review and follow the accounting and budgeting guidance from AOS Bulletin 2002-
004.

Also, as described in Government Auditing Standards, auditors should report material
noncompliance with provisions of contracts or grant agreements.

Appendix A to the Ohio Compliance Supplement sets forth guidelines for the appropriate form
for citing legal authority.

GAGAS defines the elements of a finding to include:

4.115 Criteria: The laws, regulations, contracts, grant agreements, standards, measures, expected
performance, defined business practices, and benchmarks against which performance is
compared or evaluated. Criteria identify the required or desired state or expectation with respect
to the program or operation. Criteria provide a context for evaluating evidence and understanding
the findings.

4.126 Condition: Condition is a situation that exists. The condition is determined and
documented during the audit.

4.137 Cause: The cause identifies the reason or explanation for the condition or the factor or
factors responsible for the difference between the situation that exists (condition) and the
required or desired state (criteria), which may also serve as a basis for recommendations for
corrective actions. Common factors include poorly designed policies, procedures, or criteria;
inconsistent, incomplete, or incorrect implementation; or factors beyond the control of program
management. Auditors may assess whether the evidence provides a reasonable and convincing
argument for why the stated cause is the key factor or factors contributing to the difference
between the condition and the criteria.

4.148 Effect or potential effect: The effect is a clear, logical link to establish the impact or
potential impact of the difference between the situation that exists (condition) and the required or
desired state (criteria). The effect or potential effect identifies the outcomes or consequences of
the condltlon When the audlt obj ectlves include |dent| ing the actual or otentlal consequences

"effect” is a measure of those consequences. Effect or potential effect may be used to
demonstrate the need for corrective action in response to identified problems or relevant risks.

systems, budgeting procedures, fiscal controls and constructions by the Auditor of constitutional and statutory
provisions, court decisions and opinions of the Attorney General. These bulletins, directives and instructions are of
an advisory nature.
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5:21 4.28. . . If auditors sufficiently develop the elements of a finding, they may provide
recommendations for corrective action.

Auditee Responses to Findings

GAGAS 5:32—5.38 4.33 — 4.39 establish requirements for obtaining and reporting the auditee’s
responses to findings. GAGAS 5:324.33 states, “. . . auditors should obtain and report the views
of responsible officials of the audited entity concerning the findings, conclusions, and
recommendations, as well as any planned corrective actions.” GAGAS 4.35 states, “When

auditors receive written comments from the responsible officials, they should include in their
report a copy of the officials' written comments, or a summary of the comments received.”

Therefore, if an auditee responds to a finding, we should refer to their response in the applicable
report (i.e., GAGAS or A-133 report).

If an auditee responds verbally to a finding (for example, at the post audit conference) we should
ask if they wish to include their response in the report.

We should recognize that the tone of these responses will vary. Some officials will prepare
thoughtful responses, perhaps even acknowledging responsibility for the error. Conversely,
other officials will feel we have been unfair, that we do not understand the criteria (e.g. laws) we
are citing or draft a response impugning our abilities or motives. Regardless, we should
carefully consider these responses. If there is significant disagreement regarding a finding, we
should attempt to resolve the disagreement, if practical. For example, if there is disagreement
regarding a grant requirement, we might contact the grantor and obtain the grantor’s
interpretation of the requirement.

GAGAS 5.:374.38 states that when i

disagreeing-with-theclient’sresponse-or-corrective-actionthe audited entity's comments are
inconsistent or in conflict with the findings, conclusions, or recommendations in the draft report,
or when planned corrective actions do not adequately address the auditors' recommendations, the
auditors should evaluate the validity of the audited entity's comments. If the auditors disagree

with the comments, they should explain in the report their reasons for disagreement. However,
we should always attempt to resolve disagreements before issuing the final report. If we can

resolve the differences, the report should not include the client’s original response. (We can
include an updated response.) The report would not refer to a disagreement, since the
disagreement no longer exists.

If we cannot agree with the client, we should summarize the client’s substantive reasons for
disagreeing and our reasons, per GAGAS 5:374.38. Responses indicating significant
disagreement require review by the Center for Audit Excellence Group. (This review
requirement does not apply to IPA audits.)

Important: In some instances, we should include most of the text of the client’s response, if the
issue is complex or if there is substantial disagreement. However, often we need not include the
complete text of the client’s response in our reports. For brevity, we prefer a summary within
the body of the finding in question, indicating their general agreement or disagreement and
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planned corrective action. Deciding whether to summarize versus including the complete text
requires auditor judgment. When we summarize the response, we must allow the client to read
the draft finding, our summary of their response, and our rebuttal to their response if we disagree
with it. We should include their signature on a draft of the finding in the audit documentation
indicating they have read the final draft, including their response (and our rebuttal, if there is
one).
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Findings for Adjustment

Audit procedure results may determine an audited entity has posted receipts to a fund having no
authority to receive them, or has disbursed amounts not authorized from one fund but
permissible from another.

In these instances, it may be appropriate to make a finding for adjustment, that is, a reallocation
of receipts or disbursements to the proper funds. Whether the auditor recommends an
adjustment, and the manner in which the auditor reports it depends on: (1) the nature of the

auditee agrees with the adjustment; and (3) whether the misallocation of funds also constitutes a
violation of law warranting a noncompliance citation.

Potential findings for adjustment fall into one of the following categories:

1 Material adjustments with which the auditee agrees, which have been posted to the
accounting records and which are reflected in the audited financial statements;

2 Material adjustments with which the auditee disagrees and which are neither posted to the
accounting records nor reflected in the financial statements;

following section.

4 Ineonseguential Trivial

Note: Auditors base materiality on opinion units when forming their opinion.

However, when assessing whether a finding for adjustment is a material noncompliance finding,
we believe auditors should normally consider materiality in relation to both affected funds rather
than the opinion unit. Considerations include:

e Judging whether measuring materiality against receipts, disbursements or fund cash
balance is the most appropriate.

e Auditors may detect a finding for adjustment affecting two funds reported in the same
opinion unit. This adjustment would have no effect on the financial statements (and the
auditor’s opinion thereon), but may still represent reportable noncompliance if it is
material to either of the two funds.

Treatment of Findings for Adjustment in Audit Reports

Adjustments in the first category above based on a violation of legal authority will result in a
noncompliance citation reported in the GAGAS report. The auditor should neither label the
noncompliance as a Finding for Adjustment nor use a “finding for adjustment statement” (i.e. “In
accordance with the foregoing facts, we hereby issue a finding for adjustment . . .”) but the

either individually or when aggregated with other such misstatements, would not be material to the financial
statements, after the possibility of further undetected misstatements is considered.
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finding should cite the legal criterion and briefly state the client has agreed to and posted
adjustments which are also reflected in the financial statements. No qualification of the auditor’s
financial statement opinion is necessary because the adjustment corrected the material
misstatement.

Adjustments in the second category and which are based on a violation of legal authority will
result both in a noncompliance citation and normally a qualification paragraph in the auditor’s
financial statement opinion. The noncompliance citation will also include a finding for
adjustment statement (i.e. “In accordance with the foregoing facts, we hereby issue a finding for
adjustment. . .”).

Adjustments in the third category (quantitatively immaterial but more than

inconseguentialtrivial) should be reported in the management letter if the misallocation of funds

also constitutes a violation of law which warrants a noncompliance citation. However, auditors

should report these adjustments in the GAGAS letter whenever qualitative considerations of
materiality outweigh the quantitative materiality amounts.

o If the auditee agrees with the adjustment and has posted it, cite the law violated, but do

not use the term finding for adjustment; do not include a finding for adjustment

statement.

o If the auditee disagrees with the adjustment or has not posted it, cite the law violated,
label the finding as a finding for adjustment, and include a finding for adjustment
statement.

Inreonsequential Trivial noncompliance adjustments will simply be noted in the audit working

papers.

Summary of Finding For Adjustment Reporting Treatment

Material
adjustments
with which the
auditee agrees,

Material
adjustments with
which the auditee
disagrees and

Quantitatively
Immaterial
adjustments which
are more than

Adjustments which
are

inconsequentialtrivial

noncompliance
citation in the

citation in the
GAGAS report.

citation in the
management letter.

GAGAS AOS staff should | However, if the
report. Do not | include a finding matter is qualitatively
classify as a for adjustment material, report a
finding for statement. (IPAs | noncompliance

which have which are neither | inconseguentialtrivial

been posted to | posted to the

the accounting | accounting

records and records nor

which are reflected in the

reflected in the | financial

audited statements:

financial

statements:
GAGAS If based on a If based on a If based on a Not reported in the
Report violation of violation of legal | violation of legal GAGAS report.

legal authority, | authority, reporta | authority, report a

report a noncompliance noncompliance
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Material Material Quantitatively Adjustments which
adjustments adjustments with Immaterial are
with which the | which the auditee | adjustments which inconsequentialtrivial
auditee agrees, | disagrees and are more than
which have which are neither | inconsequentialtrivial
been posted to | posted to the
the accounting | accounting
records and records nor
which are reflected in the
reflected in the | financial
audited statements:
financial
statements:
adjustment. should not citation in the
include a finding GAGAS report.
for adjustment
statement.)
Auditor’s No Adjustments Adjustments which No effect.
report qualification of | which are based are qualitatively
(opinion) on the auditor’s on a violation of material and are
the financial opinion. legal authority based on a violation
statements will resultin a of legal authority may
qualified (or result in a qualified
adverse) opinion (or adverse) opinion
on the financial on the financial
statements. statements. This
requires judgment.
Management | Not applicable | Not applicable If the misallocation of | Not reported in the
letter funds also constitutes | management letter.

a violation of law
which warrants a
noncompliance
citation, a citation
will be reflected in
the management letter
if the matter is
quantitatively and
qualitatively
immaterial. AOS staff
should include a
finding for adjustment
statement if the
auditee does not
agree to or post the
adjustment. (IPAs
should not include a
finding for
adjustment statement.
Reporting the
noncompliance
citation alone is
sufficient.)

Document in the
working papers only.
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Financial Statement Opinion Qualification Paragraph

During 20XX, Any Local School District expended $584,000 from the Bond Retirement Fund to pay
employees’ salaries. Section 5705.10 of the Revised Code restricts the use of the Bond Retirement Fund
to debt retirement. Had this amount been properly expended from the General Fund, the effect would
have been to decrease disbursements of the Bond Retirement Fund by $584,000 and increase the fund
cash balance to $631,675 and to increase disbursements of the General Fund by $584,000 and decrease
the fund cash balance to a deficit of $347,000 as of and for the year ended December 31, 20XX.

In our opinion, except for the matter referred to in the preceding paragraph, the financial statements
present fairly . . .

We would only include this paragraph if the effect was material to one or more opinion units (in
this case, assume the effect was material to the general and bond retirement fund and that both
are major funds). The result will be either a qualified (“except for”) or adverse opinion. A
government can avoid a qualified or adverse opinion only if they adjust their accounting records.
A mere commitment by the public office to adjust is insufficient. That is, the auditee has not
agreed to the adjustment until she or he has posted it to the accounting system.

Finally, AU 312.52(c) requires auditors to consider the effect of uncorrected prior audit
adjustments on the current audit. Therefore, auditors should consider whether uncorrected prior
findings for adjustment affect the current audit’s financial statements.

Findings for Adjustment Procedures for Independent Public Accountants (IPA)

IPAs should follow the preceding guidance regarding Findings for Adjustment with the following
modifications.

IPASs should report a noncompliance finding in their GAGAS report for the matters requiring it
as listed above. However, IPAs should not label these as findings for adjustment and should not
include the “finding for adjustment statement” (i.e. “In accordance with the foregoing facts, we
hereby issue a finding for adjustment . . .”)°. When the IPA believes a finding for adjustment
condition exists and the client does not agree with and does not make the adjustment, the
following procedures apply.

e As soon as the IPA has an indication there could be Findings for Adjustment, the IPA should
contact the regional chief auditor.

e The IPA should provide the regional chief auditor with all relevant supporting documentation
for the Finding.

o After notifying the Chief Auditor of the Center for Audit Excellence that a finding for
adjustment may be issued, the regional chief auditor or his designee will prepare a preliminary
Finding, and submit it to the Auditor of State Legal Division for review. Included will be any
needed supporting documentation.

® This is to comply with RC 117.12 which states, “IPAs have no authority to make formal findings of illegality,
malfeasance, or gross neglect under this division or section 117.23 of the Revised Code.”
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The Legal Division will review the proposed Finding and may ask the chief auditor or the IPA
for any needed additional information.

e After the Legal Division has approved the Finding, the chief auditor or his designee will send
the proposed Finding for Adjustment to all applicable parties. These parties normally have
five days to respond. If there is a response, the chief auditor evaluates the response and
decides whether the Finding should be withdrawn or modified.

e The regional chief auditor must send a copy of the approved finding to the Chief Auditor,
Center for Audit Excellence or his designee for inclusion with the Acceptance Letter. The
Chief Auditor, Center for Audit Excellence or his designee certifies the report with the Clerk
of the Bureau.

e The Auditor of State will describe material, unadjusted Findings for Adjustment in the
Acceptance Letter we include in the front of each report.
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Findings for Recovery

Ohio Rev. Code Section 117.28 authorizes the Auditor of State to report a finding for recovery in
audit reports when legal action may be appropriate to recover public money or property. It is the
policy of the Auditor of State to only issue a finding for recovery in whole dollars. Therefore, all
finding for recovery amounts will be rounded down to the nearest whole dollar.

Ohio Rev. Code Section 117.01 (C) defines public money as "any money received, collected by,
or due a public official under color of office, as well as any money collected by any individual
on behalf of a public office or as a purported representative or agent of a public office.”

Under Ohio Rev. Code Sections 9.24(H)(3) and 117.28, a finding for recovery may exist when:
e Public money has been illegally expended:;
e Public money that has been collected has not been accounted for;
e Public money that is due has not been collected; or when
e Public property has been converted or misappropriated.
Each of these is discussed below.
1. lllegal Expenditure

A finding for recovery for an illegal expenditure may be made only where the auditor (after
consultation and advice from the Legal Division) has concluded that the public office does not
possess the legal authority for the expenditure in question. This generally may occur where the
government either has no statutory authority (or the government exceeded the authority statute
provides) for the expenditure or there is no proper public purpose for the expenditure.

Governmental units other than charter municipal corporations generally possess only the
authority expressly granted by statute or necessarily implied to carry out an express statutory
function. Thus, a governmental entity such as a school district or township may act only where a
statutory grant of authority exists and, if any doubt as to the authority exists, it must be resolved
against the expenditure of public monies. If the basis for a finding for recovery is that the
governing body exceeded its statutory authority, a citation to a court decision containing a
general description of the limited authority of the governmental unit is sufficient.

Proper Public Purpose

Governmental entities, without regard to their specific nature, may not expend public monies
unless they are for a proper (i.e. valid) public purpose.

State ex rel. McClure v. Hagerman, 155 Ohio St. 320, provides that governmental expenditures
should serve a public purpose. In McClure, the Ohio Supreme Court offered the following
guidelines to determine a public purpose:
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1. Whether the expenditure is for or promotes the public health, safety, morals or general
welfare;

2. Whether the primary objective is to promote a public purpose, although it may
incidentally advance a private interest;

3. If there has been a prospective legislative determination of a proper public purpose.

See AOS Bulletins 2003-005 and 2004-002 for further guidance regarding proper public
purpose.

The courts will not substitute their judgment for that of the authorities unless the latter's exercise
of judgment or discretion is shown to have been unquestionably abused.

In general, if the principal benefit is for the public, an expenditure is not invalid merely because
a private party derives an incidental benefit. A public officer’s determination that a
contemplated expenditure serves a valid public purpose is generally not subject to question
unless this determination is "palpably and manifestly arbitrary and incorrect.” (However,
disbursing public money for alcohol will result in a finding for recovery, per Bulletin 2003-05.°)
Before the discretionary determination of the governing body that a given expenditure serves a
public purpose may be overruled, the auditor must consult with the Legal Division and cite a
specific prohibition against the class of expenditure in question or must have facts to support a
conclusion that the local determination was "palpably and manifestly arbitrary and incorrect."

While auditing expenditures, the auditor should scan or perform other analytical procedures
looking for unusual or nonrecurring items and determine the reasonableness of designations of
public purpose. Any questionable items can be discussed with the appropriate regional chief
auditor, who should consult with the Legal Division.

2. Collected but Unaccounted For

A finding for recovery for public money collected but unaccounted for, should be made where
the auditor, after consultation with and advice from the Legal Division, concludes that public
money, as defined in Ohio Rev. Code Section 117.01, has been received by the public office, but
cannot be adequately accounted for by authorized disbursements of public moneys.

A mere unidentified shortage of public moneys is a sufficient basis for a finding for recovery, as
public officials are strictly liable'* without fault to account for public funds entrusted to their
care.

However, the Auditor of State’s office recognizes that even the most honest employees make
errors in recording cash. Therefore, the Auditor of State will not issue FFRs for insignificant
cash shortages a cashier reports to management as part of their reconciliation process, if the
government’s management monitors overages and shortages and suitably follows up on patterns

19 Note the prohibition on spending public money for alcohol is consistent with the Federal government’s
prohibition stated in 2 CFR Part 225 (OMB Circular A-87), Appendix B.3.

11 See the discussion of strict liability later in this introduction.
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of shortages. Conversely, we may report shortages as FFRs if a government's controls are not in
place or are inadequate.™

3. Due but Not Collected

Public money that is due a public office but which has not yet been collected may also be subject
to a finding for recovery. Money may become due the public office by operation of statute, by
contract, or by court order. The decision as to whether a particular obligation is sufficiently
overdue to justify the issuance of a finding for recovery requires judgment based upon the facts
of an individual audit. Auditors should consult with and seek advice from the Legal Division
and the Center for Audit Excellence prior to pursuing/working on the finding for recovery. In
general, amounts are to be considered overdue and a proper subject for a finding for recovery if
they have been outstanding in excess of one year and are not the subject of either a statutory
collection process or ongoing collection efforts by the client.

Findings for recovery for public money due but not collected are normally identified in the audit
of the public office to which the moneys are due. In some circumstances, however, the
information necessary to identify the obligation is available only in the records of the obligor.
Where such circumstances exist, a finding for recovery is issued in the audit report of the obligor
and in favor of the obligee. For example, if a village is not collecting statutory fees for
remittance to the State, a finding for recovery for the amounts in question may be issued against
the village and in favor of the State in the village’s audit report.

The citation justifying the findings for recovery for public money due but not collected should
include not only statutes or regulations, but also the document evidencing the underlying
obligation.

4. Public Property Converted or Misappropriated

A finding for recovery for public property converted or misappropriated should be issued only if
the auditor has substantial evidence that a theft has occurred. This would include the ability to
identify the individual responsible for the loss. Before any finding for recovery of this type can
be issued, it is essential that the advice of legal counsel be obtained. If such circumstances arise
during an audit, direct the matter to the AOS Legal Division for resolution.

In most instances, the auditor can only demonstrate that certain property was acquired by the
client, and at the time of the audit it cannot be located. Under such circumstances, a finding for
recovery may not be appropriate. A noncompliance citation should be issued instead, citing
Ohio Rev. Code Section 117.28, stating the relevant facts, and indicating that the property may
have been converted or misappropriated.

NOTE: Generally, no contract (including an acquisition subject to Ohio Revised Code
competitive bidding requirements) may be awarded to a person or entity against whom a finding
for recovery has been made if this finding is unresolved (per Ohio Rev. Code Section 9.24 (A)).
Ohio Rev. Code Section 9.24 (D) requires the Auditor of State to maintain a database, accessible

12 See Best Practices in Cash Handling in the AOS’ Fall, 2007 Best Practice publication. You can view this article
under the Publications link at www.ohioauditor.gov
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to the public, listing persons against whom an unresolved finding for recovery has been issued,
and the amount of the money identified in the unresolved finding for recovery. The Auditor of
State currently has this database operational and updates the database periodically in accordance
with Ohio Rev. Code Section 9.24 (D). AOS Bulletins 2003-009 and 2004-006 provide further
guidance regarding this law.

Issuing Findings for Recovery Before and/or After the Audit Period

Audit engagements are for specified time periods as reflected in the auditor’s letter of
engagement. The great majority of findings for recovery are therefore based on transactions that
have occurred within the period that is currently under audit. Extenuating circumstances may
arise which lead auditors to test before and / or after the audit period; however, this is not
standard practice.

Determining whether to review transactions and/or issue findings for recovery for transactions

that occurred prior to or subsequent to the current audit period requires judgment based on
factors such as:

e Suspected or known fraud

e Significant fraud risk factors that are associated with the current finding for recovery
e The magnitude of the finding for recovery

e Judgment as to whether the finding for recovery was an error or deliberate

e Appropriate client requests — careful consideration needs to be given on the type of
request, the timing of the request, the purpose of the request, and the documentation
given to substantiate the request

e If requested by the AOS Special Audit Task Force to review issues that arise outside the
audit period

e The governing authority’s involvement in the circumstances surrounding the issue, and
its ability to correct the issue on its own

e The impact of information that has come to the auditor’s attention involving transactions
subsequent to the audit period on the entity’s financial condition and whether prudence
dictates review of the transactions prior to the next audit.

Since there are numerous variables affecting this determination that will be unique to each

finding for recovery, the regional Chief Auditor should consult with the Chief Deputy Auditor or
his designee prior to testing outside of the audit period to pursue a finding for recovery.
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Additional Policies for Findings for Recovery for
Auditor of State Audits

If the auditor preliminarily determines to issue a finding for recovery, the auditor should draft the
proposed finding and send it, along with all factual information pertinent to the proposed finding,
to the Legal Division for review. The Legal Division reviews the proposed finding in the Legal
Consultation program folder of the applicable TeamMate project. The Legal Division will
approve the Proposed Finding as is, approve with modifications, disapprove, or request more
information be submitted by the auditor to evaluate the proposed finding. Once approved by the
Deputy Chief Legal Counsel in the Legal Division, the auditor should send draft GAGAS
findings to the Center for Audit Excellence for review. The Center for Audit Excellence will
also approve the finding’s conformance with GAGAS reporting requirements.

If the Legal Division and the Center for Audit Excellence approve the proposed finding, the
auditor should immediately prepare and send a Notice of Proposed Finding for Recovery to the
Legal Division for review (a sample is provided on the second following page). This notice
provides the person against whom the finding is contemplated an opportunity to rebut the
allegations. The notice must include the language of the finding for recovery from the report and
must be factually specific and detailed enough to allow the persons to understand the allegations
made against them.

The notice also must state that the individual has five business days in which to respond in
writing to the proposed finding. That five-day period may be extended in rare circumstances, but
only upon approval of the Auditor of State, the Chief Deputy Auditor, the chief auditor (or
equivalent), or the Legal Division. The notice should be sent to the individual sufficiently in
advance of any post-audit or exit conference so that he or she has time to respond and so that the
Auditor of State’s Office has time to withdraw or modify the finding before that conference, if
necessary.

If the person against whom the finding is contemplated responds within the time allowed with
something other than a general denial of responsibility, the auditor should evaluate the response.
If the auditor believes the response has merit, the auditor should submit it to the Legal Division
for consideration. If after the evaluation, the decision is made to delete the proposed finding
from the draft report, the person should be notified of that decision. If the decision is made to
retain the finding, the individual should be notified of the opportunity to attend the exit
conference or to schedule a separate meeting to discuss the finding.

Post-Audit Conference Procedures

After the individual’s response to the notice is evaluated and a decision is made to delete it,
retain or modify the finding, the post-audit conference may be held. Under Ohio Rev. Code §
121.22(D), conferences between auditors and the audited public office are an exception to the
“Sunshine Law” requiring meetings of public officials to be in public. In addition, under Ohio
Rev. Code § 117.26, reports this Office prepares are not public records until certified copies of
them are served upon certain officials of the public office. To comply with those two
confidentiality provisions, this Office has traditionally held that the auditors conducting the post-
audit conference have some discretion as to who may attend it. For example, auditors would
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have discretion not to conduct a post-audit conference if one of the public officials present
invited the media to the conference.

If the person against whom the finding is contemplated is a public official or employee who
would normally attend a post-audit conference (for example, the public office’s chief financial
officer, the chief executive officer, or the governing board or commission), the proposed finding
may be discussed during the conference. If the person is an official or employee who would not
ordinarily be present at a post-audit conference or the person is not an official or an employee of
the public body, a separate meeting may be scheduled to discuss the proposed finding. In either
situation, the person against whom the finding is contemplated may have legal counsel present.
If so, the auditor may request that a lawyer from the Legal Division attend as well. In this
meeting, the person against whom the finding is contemplated and/or his legal counsel may
inspect (but not copy) the audit documentation related to the finding at issue.

The letter scheduling the post-audit conference should state the public body will have five
business days after the conclusion of the conference to respond to the draft report presented.
This period may also be extended upon approval of the Auditor of State, the Chief Deputy
Auditor, the chief auditor (or equivalent), or the Auditor of State’s Legal Division. If the public
body’s response after the post-audit conference contains any information questioning the validity
or the amount of the proposed finding for recovery, the auditor, in consultation with the Legal
Division, should evaluate the response and determine whether the finding should be maintained,
deleted, or modified.

Notice of Finding for Recovery

Note: Do not send a final Notice of Finding if the Finding for Recovery has been repaid;
however, a Notice of Proposed Finding should still be sent to the appropriate individual(s).

When the Clerk of the Bureau certifies an audit report for release, unless the finding has been
repaid, the regional office shall send separate copies of the approved Notice of Finding (a sample
is provided on the second following page) to each individual named in the Finding for

Recovery™ and the bonding company(ies). In addition, a copy of the Letter on Findings for

An example of the Notice of Finding and the Notice of Proposed Finding follow. Note they are
the same, except the title and the language changes to reflect whether the Finding for Recovery is

of Finding letter.

3
' IPAs follow different procedures. See the Finding for Recovery Procedures for Independent Public Accountants
(IPA) discussion later in the Introduction.
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Sample NOTICE OF (PROPOSED)" FINDING

DATE

To: NAME
STREET ADDRESS
CITY, Etc.

The Auditor of State [is auditing] [has audited] Washington Township, Sandusky County for the period
January 1, 200X through December 31, 200X +1.

Ohio Rev. Code 117.28 requires the Auditor of State to issue a finding for recovery when “an audit report
sets forth that any public money collected has been illegally expended, or that any public money collected
has not been accounted for, or that any public money due has not been collected, or that any public
property has been converted or misappropriated...”

A “Finding for Recovery” [may be] [has been] issued against you. Issuance of a Finding for Recovery
constitutes a preliminary determination by the Auditor of State, in accordance with Ohio Revised Code
Section 117.28, that you may be liable to a public office for SELECT ONLY THE APPLICABLE
CATEGORIES>>> public monies illegally expended; collected but unaccounted for; due but not
collected; for public property which has been converted or misappropriated. 1t does not constitute a final
determination that such legal liability exists and is not an accusation of criminal misconduct. The
[proposed] Finding for Recovery would / will be issued against you INSERT ANY OTHER
RESPONSIBLE PARTIES, SUCH AS>> [and your bonding company and/or NAME OF OTHER
RESPONSIBLE PERSON, jointly and severally,] and would / will be in the amount of $XXX, and in
favor of

We are proposing / issuing this Finding for Recovery for the following reason:

The Township Trustees approved NAME’s salary at $XX.XX beginning [DATE] ($XX.XX
[PREVIOUS SALARY AND EFFECTIVE DATE]). Overtime pay at time and a half would be
$XX.XX for 200X ($XX.XX for hours worked during the first pay of 200X at the 200X-1 rate). For
the payroll checks issued 1/13/0X, 1/28/0X, 2/11/0X, 2/25/0X, 3/10/0X, 3/25/0X, and 5/27/0X Mr.
NAME was paid $XX.XX for overtime wages. Review of time sheets and payroll records indicated
XX hours of overtime worked in 200X (XX hours in 200X-1). As a result, an overpayment of

$XX. XX occurred.

Description Rate Total
XX hours of overtime X $X.XX per = 3

hour XX XX
XX hours of overtime X $X.XX per = XX XX

hour

$XX.XX

XX total hours of overtime X $X.XX per = BXXXX
paid hour
Overpayment $ X XXX

 This example is both for proposed and approved findings for recovery. The bold red font language applies to
proposed notices of findings. However, do not use red font in the letter you issue!
Introduction - 30



2012 Ohio Compliance Supplement Introduction

Notice of Proposed Findings
July 14, 2009
Page 2

In accordance with the foregoing facts and pursuant to Ohio Rev. Code Section 117.28, a Finding for
Recovery for public monies illegally expended may be / is hereby issued against NAME in the amount of
$XXX. XX, and in favor of NAME OF GOVERNMENT NAME OF Fund, in the amount of $XXX.XX.

Under Ohio law, any public official who either authorizes an illegal expenditure of public funds or
supervises the accounts of a public office from which such illegal expenditure is strictly liable for the
amount of the expenditure. Seward v. National Surety Corp. (1929), 120 Ohio St. 47; 1980 Op. Att’y
Gen. No. 80-074; Ohio Rev. Code Section 9.39; State, ex. Rel. Village of Linndale v. Masten (1985), 18
Ohio St.3d 228. Public officials controlling public funds or property are liable for the loss incurred
should such funds or property be fraudulently obtained by another, converted, misappropriated, lost or
stolen to the extent that recovery or restitution is not obtained from the persons who unlawfully obtained
such funds or property, 1980 Op. Att’y Gen. No. 80-074.

Township Officers signed the warrants resulting in improper payments. Township Trustees NAME,
NAME, NAME, and Fiscal Officer NAME, and their bonding company, NAME, will be jointly and
severally liable in the amount of $XXX and in favor of the NAME OF FUND to the extent that recovery
is not obtained from NAME.

[If a Finding for Recovery were to be issued, the] [The] Auditor of State [would be] [is] required,
under Ohio Revised Code section 117.28, to forward a copy of the audit report containing this Finding
For Recovery to the statutorily designated legal counsel for the public office, who then has the
discretionary authority to institute legal proceedings to collect the amount alleged to be due the public
office. Under certain circumstances such action might also be instituted by the Attorney General of the

considered to be a debt owed to a public office and will be certified to the Attorney General of the State
of Ohio for collection.

ayments must be sent to the Ohio Attorney General.

DELETE THIS PARAGRAPH FROM NOTICES SENT TO BONDING COMPANIES>> In addition,
pursuant to Ohio Revised Code section 9.24, a person against whom an unresolved finding for recovery
has been issued by the Auditor of State is precluded from receiving, from a state agency or political
subdivision, a contract for goods, services, or construction, paid for in whole or in part with state funds.
(This preclusion does not apply to employment contracts.)

This “Notice of Proposed Finding for Recovery” has been prepared to permit you to submit any
relevant information to this office for consideration. Please submit such information, as well as any
guestions concerning this Proposed Finding for Recovery, within five business days of receiving this
Notice, to the Auditor of State at the following address:

GOOD GUY, CPA
Senior Audit Manager
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AOS OFFICE ADDRESS

If you wish to review the working papers on which the Proposed Finding is based, please contact
me immediately to schedule an appointment. Reviewing the working papers, however, will not
result in an extension of the time in which to respond.

Sincerely,

Dave Yost
Auditor of State

Draft L r on Findings for R I

[Date]

[Name of legal counsel to public office]
[Title]

[Agency/Company Name]

[Street Address, PO Box]

[City, State Zip]

Re: Audit of [Name of Entity]
Released on [Date]

Dear [Name]:

Enclosed please find a certified copy of the audit report in the above captioned matter.
During our audit, we found expenditures of public money that are subject to recovery
under Ohio Rev. Code Section 117.28, which states, in part:

Where an audit report sets forth that any public money has been illegally
expended, or that any public money collected has not been accounted for, or
that any public money due has not been collected, or that any public
property has been converted or misappropriated, the officer receiving the
certified copy of the report...may, within one hundred twenty days after
receiving the report, institute civil action in the proper court in the name of
the public office to which the public money is due or the public property

belongs for the recovery of the money or property and prosecute the action
to final determination.

Although this statute references a 120 day period for your office to notify the Ohio Attorney
General in writing of any legal action taken, if you intend to pursue such action, you must
notify the Auditor of State within 30 days after the date of this letter. Within that period,
please contact Denise Carr, Office Manager, Legal Division, at (614) 728-7116 or by e-mail
at DLCarr@ohioauditor.gov. If we do not receive notice from your office within 30 days,
the Finding For Recovery will be certified to the Attorney General for collection. Upon
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certification, collection costs, statutory interest and fees may be assessed and added to the
total amount of the finding in accordance with Ohio Revised Code section 131.02. Once
certified, the Ohio Attorney General will assign the matter for collection and may hire
special counsel to collect the debt as authorized by Ohio Revised Code section 109.08.

In the event that you are pursuing a payment plan with the debtor, please contact the
Auditor of State. Upon receipt of an acceptable payment plan that includes appropriate
terms and conditions, the Auditor of State will not certify the Finding For Recovery to the
Ohio Attorney General. This will avoid the collection process and associated costs.

The enclosed audit includes the following findings for recovery:

[Details of who, what, amount, any other relevant information and total amount to
be recovered]

Pursuant to Ohio Revised Code Section 9.39, public officials are liable for all public money
received or collected by them or by their subordinates under color of office. (See, e.g., AOS
Bulletin 2008-006). Even if a referral does not include a finding for recovery against the
office holder or other persons employed by the public office acting in a supervisory
capacity, please be advised the Ohio Attorney General or appointed legal counsel is not
precluded from naming those persons in an action for recovery. The policy reasons behind
making public officials accountable for the funds that they receive include the need to
prevent frauds against the public, to protect public funds, and to place final responsibility
for public funds on the shoulders of the officials charged with the collection and care of
such funds. Village of Linndale v. Maston (1985) 18 Ohio St.3d 228.

Thank you for your attention to this matter.

Sincerely,

Dave Yost
Auditor of State

[name]
Chief Auditor

[region] Region

cc: Legal Division, Attention: Denise Carr
County Prosecutor
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Additional Considerations

e Where a proposed finding for recovery has been paid in whole era-part prior to the
completion of the audit, the audit report finding should disclose the repayment as a “Finding
for Recovery Repaid Under Audit.”

findings for recovery, regardless of the amount, the—matter n-the-management-letterwith the
legal department and the Center for Audit Excellence (prior to pursuing) because in some

cases, findings for recovery will be issued for amounts less than $500. (Example: disbursing

public money for alcohol will always result in a finding for recovery per Bulletin 2003-05).

Ameunts-aggregating-mere-than-$100 All findings for recovery are to be reported in the
GAGAS report due to thelr quahtatpvce SIgnlflcance—QExeepﬂen—d&eb&rsmg—pubhc—meney—fer

Bu#eﬂn—Z@@S—@%—}Addltlonally, aII flndmgs for recovery are subject to the documentatlon
requirements listed in AOS Audit Division Advisory Memo 2012-01 .—Potential findings for
recovery that are not deemed findings for recovery during the consultation process due to
falling below the amount threshold, will be reported in the Management Letter as non-
compliance citations (not findings for recovery).

e If a government identifies a finding for recovery before the auditors do and the entity or
individual repays the money before the audit report is issued, the auditor should not report the
matter as a Finding for Recovery. However, the auditor should evaluate the issue for other
possible matters of audit interest, such as the possibility of fraud or reportable internal control
weaknesses. Also, the matter might be a citation for an illegal expenditure of money or other
violation of law. Conversely, the entity’s identification and resolution of the matter may
indicate the internal control structure is properly detecting and correcting errors, in which case
the auditor might determine not to report the matter.

e The auditor should determine the amount of a finding for recovery during audit field work.
The method used to calculate the amount must be clearly set forth in the working papers. Any
partial payment or reimbursement made prior to completing the audit should be noted in the
audit report with appropriate credit given when calculating the amount.

o If a finding for recovery is issued because public property has been converted or
misappropriated, the amount of the finding should reflect the fair market value of the property
at the time that it was discovered to be missing. The basis for determining this amount must
be disclosed in the working papers.

e Where the amount of the finding for recovery may change prior to or after the release of the
audit report, the auditor should date the amount. Example: "As of December 31, 20XX, this
amount is $X,XXX." In these instances, the method of calculating the amount should be
stated in the audit report so that the amount can be calculated on the day of repayment.

overpaid by $100, then we would issue a finding for recoverv because the ayroll cycle had an aggregate of $500 in
findings for recovery (5 X $100).
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Finding for Recovery Procedures for Independent Public Accountants (IPA)

Ohio Rev. Code 117.12 prohibits IPAs from issuing Findings for Recovery. IPAs should report
these matters exceeding $2606500 (and any alcohol purchase and other findings for recovery
determined by the Auditor of State, even-f-less-than-$100 regardless of amount) as
noncompliance findings, but they should not label them as finding for recovery and the finding
should not state: “In accordance with the forgoing facts, and pursuant to Ohio Rev. Code Section
117.28, a Finding for Recovery for public money collected but not accounted for (or illegally expended,
etc.) is hereby issued against . . e

The following procedures apply to IPAs in instances where they determine a finding for recovery
may be necessary.

e An IPA should NOT inform anyone other than the Auditor of State of possible Findings for
Recovery either orally or in writing.

e As soon as the IPA has an indication there could be any Findings for Recovery, regardless of
the amount, the IPA should contact the regional chief auditor.

e The IPA should provide the regional chief auditor with all relevant supporting audit
documentation for the Finding.

inding.3 T itor-of-Sta al-Divisi view: Once the regional
chief becomes aware of the potential Finding for Recovery, the regional chief should follow
Advisory Memo 2012-01 which requires all potential Findings for Recovery, regardless of
amount, to be reviewed by Legal and the Center for Audit Excellence. When submitting
potential Findings for Recovery related to an IPA Report to the Center, please submit the
information to your assigned regional Center consultant. When the Center consultant
responds to the Region on a potential Finding that is related to an IPA audit, the assigned
Center consultant will carbon copy the IPAReport mailbox (ipareport@ohioauditor.gov) with
the resulting action. This will allow the matter to be identified for follow up during the
review of the IPA audit report.

e The Legal Division and the Center will review the potential Finding and if it is determined
that a Finding will be issued, the regional chief will submit all needed supporting
documentation and the Notice of Proposed Findings letters to the Legal Division.

e The Legal Division will review the proposed Finding and may ask the regional chief auditor
or the IPA for additional information.

'8 This is to comply with RC Section 117.12 which states, “IPAs have no authority to make formal findings of
illegality, malfeasance, or gross neglect under this division or section 117.23 of the Revised Code.”
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o After the Legal Division has approved the Finding, the regional chief auditor or his/her
designee will obtain the limited waiver from the IPA' and send the Notice of Proposed
Finding to all applicable parties. The applicable parties are normally given five days to
respond. If they respond, the chief auditor evaluates the response along with the Legal
Division and decides whether to withdraw or modify the Finding.

e The regional chief auditor will send a copy of the approved finding to the Chief Auditor,
Center for Audit Excellence or his designee for inclusion with the Acceptance Letter and send
the Notice of Finding to the applicable parties upon releasing the report.

IPAs should refer any matters involving possible criminal activities to the regional chief auditor
and to the Chief of the Auditor of State’s Special Investigations Unit, who is a law enforcement
officer.

In addition, independent public accountants are to make an immediate, written report of all
illegal acts or indication of illegal acts which may result in findings for recovery of which they
become aware to the regional chief auditor.

Example Findings for Recovery

An example finding for recovery is included below:

Receipts issued for impounding fees by the County Dog Pound and Dog Warden totaled $1,234 more
than deposits made to the County Auditor. Ohio Rev Code Section 9.39 states all “public officials are
liable for all public money received or collected by them or by their subordinates under color of office.”

In accordance with the forgoing facts, and pursuant to Ohio Rev. Code Section 117.28, a Finding for
Recovery for public money collected but not accounted for is hereby issued against John Doe, County
Dog Warden, and the Ace Insurance Company, his bonding company, jointly and severally, for $1,234
and in favor of the County Dog and Kennel Fund.

(Note: Per the preceding discussion, IPAs would modify this finding by deleting the second paragraph
and instead stating, for example, “We have referred this matter to the Auditor of State for resolution.”)

Responsibility for Paying Findings for Recovery: Strict Liability Laws

Public officials are strictly liable to account for public funds entrusted to their care. *“Strict
liability” means a person may be found liable for the loss even though he or she may not have
been personally at fault. Also, any public official who either authorizes an illegal expenditure of
public funds or supervises the accounts of a public office from which such illegal expenditure is
made is strictly liable for the amount of such expenditure. Mere unidentified shortages of public

Y NOTE: ORC 4701.19 provides that an IPA’s audit documentation remains the property of the IPA, even in the
possession of the Auditor of State’s office, and states that these materials are not public records available for public
disclosure. However, we will request a limited waiver of this statutory provision after the AOS Legal Department
has approved the proposed finding for recovery. This limited waiver will request the IPA to make audit
documentation supporting the proposed finding for recovery available for inspection by the person named in the
finding and legal counsel. This waiver will include only documentation directly related to the finding for recovery.
Documents subject to the waiver will also become subject to public records disclosure.
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moneys, or such an illegal expenditure, are sufficient reasons for a Finding for Recovery against
such a public official.

Thus, public officials (including fiscal officers) must be aware of their role in approving
expenditures and safeguarding amounts collected, and take steps to prevent mistakes, errors or
omissions resulting in the loss of public funds. In the context of an AOS audit, both the
supervising/approving officer or employee and the fiscal officer may be liable for such losses,
and may therefore be included as a party liable for repaying a finding for recovery, even if they
did not personally account for the transaction. The Auditor of State issued Bulletin 2010-01
clarifying this policy for county officials. However, general concepts included in the Bulletin
apply to all public offices.

When a public official (including fiscal officers) is named in a finding for recovery based on the
strict liability laws, auditors should modify the wording of the Finding accordingly. An example
follows:

Joe’s Service Business, Inc. improperly submitted invoices for, and had expenditures paid on its behalf, of
$125,000 in excess of the amounts City’s Council authorized.

In accordance with the forgoing facts, and pursuant to Ohio Rev. Code Section 117.28, a Finding for
Recovery for public money illegally expended is hereby issued against Joe’s Service Business, Inc. and in
favor of the City of Anyplace, in the amount of $125,000.

Fifteen thousand dollars of the net expenditures of $125,000 illegally paid to, or on behalf of, Joe’s
Service Business occurred when Jim Smith was the City Finance Director, and $110,000 of these net
illegal expenditures occurred when Bill Wilson was the City Finance Director.

Under Ohio law, any public official who either authorizes an illegal expenditure of public funds or
supervises the accounts of a public office from which such illegal expenditure is made is strictly liable for
the amount of the expenditure. Seward v. National Surety Corp., 120 Ohio St. 47 (1929); 1980 Op. Atty
Gen. No. 80-074: Ohio Rev. Code Section 9.39; State, ex.rel. Village of Linndale v. Masten, 18 Ohio St.
3d 228 (1985). Public officials controlling public funds or property are liable for the loss incurred should
such funds or property be fraudulently obtained by another, converted, misappropriated, lost or stolen to
the extent that recovery or restitution is not obtained from the persons who unlawfully obtained such
funds or property, 1980 Op. Atty Gen. No. 80-074.

Jim Smith and Bill Wilson and their bonding company Ace Insurance Corp. will be jointly and severally
liable in the amount of $15,000 and $110,000, respectively, and in favor of the City of Anyplace-te-the

Note: The Strikeout above results from AOS Bulletin 2010-01.
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Referring Audit Reports

When an audit report includes a noncompliance citation which falls under the jurisdiction of a
particular state agency, it often is desirable to refer a copy of the released audit report to the
agency. Reports may also be referred to the Attorney General under the authority of Ohio Rev.
Code Section 117.42, which empowers the Attorney General, at the request of the Auditor of
State, to undertake appropriate action to secure compliance with the laws by a public office.

Ohio Rev. Code Section 117.27 also requires the Auditor of State to provide a certified copy of
the audit report to any officer required by state law, municipal or county charter, or municipal
ordinance to act as legal counsel to the officers of the public office. If no officer is required by
state law, municipal or county charter, or municipal ordinance to act as legal counsel, a copy
shall be filed with the prosecuting attorney of the county within which the fiscal office of the
public office is located. Field auditors who prepare reports containing Findings for Recovery
and forward it together with a copy of the certified audit report to the appropriate statutory legal
counsel or the local prosecutor’s office.

Referring Findings for Recovery to the Attorney General

Ohio Rev. Code Section 117.28 requires the Auditor of State to notify the Attorney General of

automatically sent by the Auditor of State’s office when Findings for Recover are reported
guA[JAngALepg[AtAggAbAmlAsngQnA, F+Hd+ngsieFReeever—rdermﬁed—by—LPAseFe—+F}eluded—m—the—AQS
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Referrals to the Ethics Commission, Other State Agencies, and the IRS

Ethics Commission Referrals

All potential “conseguential” ethics law violations are to be submitted to the Auditor of State
Legal Division. After review, the Auditor of State Legal Division will make appropriate
referrals. The Audit Division should consult with the Legal Division in determining how or if to
report this matter.

IRS, Ohio Department of Taxation, and OPERS Comments

The Internal Revenue Service, the Ohio Department of Taxation, and the Ohio Public Employees
Retirement System have requested that we notify them when AQOS issues reports (in the case of
the IRS and Taxation, also management letters) containing comments or findings pertaining to
their respective agencies. The Auditor of State has agreed to these requests. Auditors and the
Center for Audit Excellence should send a copy of the released report or management letter,
including the number of the finding related to the referral to Referrals@auditor.state.oh.us. The
Center for Audit Excellence division will notify these agencies via email based upon being
informed by either Auditor of State regional auditors or the Center for Audit Excellence division
that such reports (or management letters) exist.

Referrals to Other Agencies

When referring an audit report to any other State or Federal agency, the regional audit office will
prepare and send the referral. The Regional office will also notify the Auditor of State’s Legal
Division of the referral prior to sending the referral. The regional office should retain a copy of
the cover letter. Currently, there is no requirement to send referral to School Employees
Retirement System, School Teachers Retirement System and Ohio Police & Fire. We should
also not send a referral letter when (1) the audit report already describes the problem and (2) we
are certain the person we are sending the letter to is on the audit report distribution list. For
example, OMB Circular A-133 already requires sending a copy of the audit report to cognizant
or oversight agencies.
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The Auditor of State welcomes comments and suggestions on the Ohio Compliance Supplement.
Please submit them through:

http://www.ohioauditor.gov/Contact/Default.htm
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CHAPTER 1

BUDGETARY AND CERTAIN RELATED REQUIREMENTS

The Ohio Constitution provides certain local governments the power to tax. The budgetary
process is a plan to coordinate expenditures and resources. The State Legislature has adopted
laws to control expenditures using tax budgets and appropriations.

The Auditor of State believes budgeting, properly used, provides the most important monitoring
control a government has. It is impossible to incur a cash deficit if a government complies with
the budgetary law! Additionally, the budget is an instrument of public policy: A governing
board expresses its desires for using a government’s limited resources through its appropriations.

Appendix C to the Ohio Compliance Supplement includes Ohio Rev. Code 5705 (i.e., the budget
law) definitions of “subdivision,” “taxing authority,” and “taxing unit.” You should refer to these
definitions from Ohio Rev. Code Section 5705.01, to determine the applicability of Chapter 1
requirements to the entity you are auditing. Appendix F includes matrices showing the
applicability of this chapter’s requirements to various governmental types.

Interim® testing of budgetary compliance is no longer required. Auditors need only test for
compliance such as (1) over expenditure of appropriation or (2) appropriating more than
estimated resources as of the fiscal year end.

When testing compliance related to funds, such as whether appropriations exceeded estimated
resources or budgetary expenditures exceeded appropriations, etc. consider the following:

e Material misstatements do not result directly from noncompliance. (Noncompliance
normally requires disclosure as finance-related noncompliance, but does not require
adjusting the budgetary financial presentation.)

0 Therefore, there is no need to obtain high assurance from this test (i.e. no
requirement to test all or even most funds).

e We suggest you test the general and other major / large funds and perhaps rotate a few
smaller funds each audit.

o0 However, normally scanning the fund-accounting records and listing
noncompliance as of year end is not time consuming. This should be a reliable
test if evidence suggests the auditee accurately records all budgetary amendments
into its accounting system, and if the system reports negative variances.

o0 Also consider including funds for which we reported noncompliance in the prior
audit.

e There is rarely a need to “recreate” the budget for all funds in the working papers. That
is, we do not require a spreadsheet listing all funds’ estimated resources, appropriations
(and amendments thereto), receipts, disbursements, and encumbrances.

! “Interim” in this context means tests of selected calendar dates from within the audited year. It does not
relate to whether the auditor performs the testing prior to the balance sheet date.
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Legal Level of Budgetary Control

Government Accounting, Auditing, and Financial Reporting defines the “legal level of budgetary
control” as “the level at which spending in excess of budgeted amounts would be a violation of
law.” In Ohio, the legal level of control is the level at which the local government’s legislative
authority passes the appropriation measure.

Ohio Rev. Code 5705.38(C) requires the following minimum level of budgetary control for
“subdivisions” other than schools: “Appropriation measures shall be classified so as to set forth
separately the amounts appropriated for each office, department, division, and, within each, the
amount appropriated for personal services.”

Ohio Administrative Code 117-6-02 requires schools to appropriate at least at the fund level.
Governments may adopt more stringent legal levels of budgetary control if they wish.

Because Ohio Admin. Code 117-2-02(C)(1) permits governments to adopt more stringent legal
levels of control than the aforementioned laws require, it is possible for the level to vary from
entity to entity, or even from fund to fund within an entity. However, once established by the
local government, the legal level of control should be the same throughout the fiscal year. As
such, this is the level auditors should use to test compliance.

Governments following generally accepted accounting principles or an Other Comprehensive
Basis of Accounting (OCBOA) must comply with the following budgetary presentation
requirements from GASB Codification 2400.103 -- .105:

103  Governments may present the budgetary comparison schedule using the same format,
terminology, and classifications as the budget document, or using the format, terminology, and
classifications in a statement of revenues, expenditures, and changes in fund balances. Regardless
of the format used, the schedule should be accompanied by information (either in a separate
schedule or in notes to RSI) that reconciles budgetary information to GAAP information, as
discussed in this section and in Section 1700. Notes to RSI should disclose the budgetary basis of
accounting and excesses of expenditures over appropriations in individual funds presented in the
budgetary comparison, as discussed in Section 2300, "Notes to Financial Statements," paragraph
.106.5 [NCGAI 6, 15; GASBS 34, 1131; GASBS 37, 119]

104 Where financial statements prepared in conformity with GAAP do not demonstrate
finance-related legal and contractual compliance, the governmental unit should present such
additional schedules and narrative explanations in the comprehensive annual financial report as
may be necessary to report its legal compliance responsibilities and accountabilities. In extreme
cases, preparation of a separate legal-basis special report may be necessary. [NCGAS 1, 112]
Comprehensive Annual Financial Reports

105  The comprehensive annual financial report (CAFR) should include budgetary comparison
schedules for individual nonmajor special revenue funds and other governmental funds of the
primary government (including its blended component units). [NCGAS 1, 1139 and {155, as
amended by GASBS 14 and GASBS 34, 1130]

There is no prescribed minimum for reporting budget-versus-actual information for governments
using the Auditor of State’s cash-basis financial reports. These reports routinely present this
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information at an aggregated level (i.e. combined fund type) as footnote disclosures. However,
auditors should still test legal compliance at the legal level of budgetary control.

Other sources of Guidance: In addition to this OCS Chapter, Section D.IV of the AOS’
Ohio Township Handbook and Chapter 3 of the AOS’ Village Officer’s Handbook include
many questions and answers related to RC 5705 requirements. You can access these
publications at www.ohioauditor.gov then click on Publications.

Also note: Virtually all Chapter 5705 requirements applicable to subdivisions apply to
municipalities that have adopted a charter under Article XVIII, § 7 of the Ohio
Constitution. (See 5705.01(A) & (B).)

Compliance Requirements Page

Section A: General Budgetary Requirements
1-1 ORC 5705.34: Certification Of taX [EVIES ......vvviiiiiiiie et e e e 5
1-2 ORC 5705.36: Certification of available rEVENUE ...........cocvvieeiieiee e reee e reee e raee e 6

1-3 ORC 5705.38: Annual appropriation MEASUIE .............curererierierieieisiee e 10
1-4 ORC 5705.36; 5705.39: Appropriations limited by estimated resources.............coceeeuveeene 14
1-5 ORC 5705.36, 5705.38; 5705.41 (A)(B)(C).and (D);.and 5705.42: Restrictions
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1-6 ORC 5705.40: Amending or supplementing appropriations, contingencies..................... 23
1-7 ORC 5705.41 (D): “Blanket” fiscal officer certificates ...........ccccocvvvvrvveviciinc v, 25
1-8 ORC 9.34: Establishment of different fiscal year ends for subdivisions other
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26
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Section B: Additional School Requirements
1-10 ORC 5705.391 and OAC 3301-92-04: School districts and community schools must
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1-13  ORC 5705.23: Special levy for library purposes; submission to electors........c...cccccveeee 67

Section D: Generic Requirements of Revenue, Funds and Transfers

1-14 ORC 5705.02, 5705.07, 5705.18, and Article XII Section 2 of the Constitution
of the State of Ohio: Ten-mill Imitation ...........ccceviviiiii i 69

1-15  ORC 5705.09: Establishing fUNGS ............cccooiiiiiiiiiieicic e 71

ORC 5705.05-.06, 5705.10, 5731.48 and 3315.20(A): Distributing revenue derived from
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Section A: General Budgetary Requirements
1-1 Compliance Requirement: Ohio Rev. Code Section 5705.34 Certifying tax levies.

Summary of Requirement: Each taxing authority is to pass an ordinance or resolution to
authorize the necessary tax levies. Each such authority is to certify the levies to the county
auditor before October 1st (April 1 for school districts), unless a later date is approved by the tax
commissioner.

If the government is a Township Board of Park Commissioners that is appointed by the Board of
Township Trustees and oversees a Township Park District that contains only unincorporated
territory, see Division (C) of Ohio Rev. Code Section 511.27.

In determining how the government ensures | What control procedures address the | W/P
compliance, consider the following: compliance requirement? Ref.

e Policies and Procedures Manuals

e Knowledge and Training of personnel

e Tickler Files/Checklists

e Legislative and Management Monitoring

e Management’s identification of changes
in laws and regulations

e Management’s communication of
changes in laws and regulations to
employees

Suggested Audit Procedures - Compliance (Substantive) Tests:

Read the minutes to determine if the taxing authority has authorized the necessary rates and
certified them to the county auditor on or before the required date.

Audit implications (adequacy of the system and controls, and the direct and material effects
of non-compliance, effects on the audit opinions and/or footnote disclosures, significant
deficiencies/material weaknesses, and management letter comments):
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1-2 Compliance Requirement: Ohio Rev. Code Section 5705.36 Certification of available
revenue.

Summary of Requirement: On or about the first day of each fiscal year, the fiscal officers of
subdivisions and other taxing units are to certify to the county auditor the total amount from all
sources available for expenditures from each fund in the tax budget along with any unencumbered
balances existing at the end of the preceding year.

Except, a taxing authority shall exclude the following from unencumbered fund balances:

» Budget stabilization reserves [§ 5705.13, 5705.29(G)]

» Nonexpendable trust principal balances and any additions to principal not from the fund’s
reinvested earnings [§ 5705.131]

» The balance in a township reserve balance account established under section 5705.132 of the
Ohio Rev. Code.

The certification for a school district must separately show the amount of any notes and unpaid
outstanding expenses that were due prior to June 30 which are to be paid from advancements of
property tax settlement money.

In determining how the government ensures | What control procedures address the | W/P
compliance, consider the following: compliance requirement? Ref.

e Accounting system capable of recording
estimates and comparing them to actual
results

e Policies and Procedures Manuals

¢ Knowledge and Training of personnel

o Tickler Files

e Legislative and Management Monitoring

e Comparisons or Reconciliations of
Certified Amounts with Government's
Books/Records

e Management’s identification of changes
in laws and regulations

e Management’s communication of
changes in laws and regulations to
employees
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Suggested Audit Procedures - Compliance (Substantive) Tests:

Inspect the copy of the certificate retained by the subdivision showing the total amount from all
sources which is available for expenditures and the balances existing at the end of the preceding
year.

Through inquiry, knowledge of the client, and review of documents (such as the record of
minutes and accounting ledgers), determine whether the client has established any of the reserve
balance accounts, or nonexpendable trust funds described.

If reserve balance accounts or nonexpendable trust funds have been established, calculate or
inspect the client’s or budget commission’s calculations that the certification excludes balances in
those accounts/funds. (That is, these amounts are not available for appropriation.)

For school districts, calculate or inspect the client’s or budget commission’s calculations that the
certification includes any spending reserve available for appropriation during the current fiscal
year.

For school districts receiving an advance on the August property tax settlement, determine
through inquiry, inspection of ledgers, vouching, or other such means, whether significant
payments were made on notes or outstanding expenses which were due prior to June 30 (since
some school districts routinely request advances to take advantage of short-term investment
opportunities, you should consider whether these payments could have been made in the absence
of the advance, without placing undue distress on the school district).

If such notes or outstanding expenses have been identified, compare the amounts to the amounts
separately identified on the school district’s copy of the certificate.

Audit implications (adequacy of the system and controls, and the direct and material effects
of non-compliance, effects on the audit opinions and/or footnote disclosures, significant
deficiencies/material weaknesses, and management letter comments):
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1-3 Compliance Requirement: Ohio Rev. Code Section 5705.38 Annual appropriation measure.

Summary of Requirements:

5705.38(A) requires that on or about the first day of each fiscal year, an appropriation measure is
to be passed. If the taxing authority wants to postpone the passage of the annual appropriation
measure until an amended certificate is received from the county budget commission based upon
the actual year end balances, it may pass a temporary appropriation measure for meeting the
ordinary expenses until no later than April 1. This does not apply to school district appropriations.

5705.38(B) provides that a board of education shall pass its annual appropriation measure by the
first day of October. If a school district’s annual appropriation measure is delayed as permitted by
law (see below), the board may pass a temporary measure for meeting the ordinary expense of the
school district until it passes an annual appropriation measure.

As discussed in Auditor of State Bulletin 98-012 there are two circumstances when school district
certificates/certifications would be issued after October 1:

» A certificate/certification would be issued after October 1 when a school district has
borrowed against its spending reserve. This certificate/certification would not be issued
until second half personal property taxes are settled.

> A certificate/certification would be issued after October 1 when the delivery of a tax
duplicate is delayed under Ohio Rev. Code §323.17 because a subdivision in the county
has placed a levy on the November ballot which, if approved, will go on the current tax
list and duplicate.

If a school district is in either of these two situations, passage of the annual appropriation measure
should be delayed until the necessary certificates/certifications are received.

Legal Level of Control: Minimum Requirements?

1. Ohio Admin. Code 117-2-02(C)(1) states in part: “The legal level of control is the level
(e.g. fund, program or function, department, object) at which spending in excess of
budgeted amounts would be a violation of law. This is established by the level at which
the legislative body appropriates. For all local public offices subject to the provisions of
Chapter 5705 of the Ohio Rev. Code, except school districts and public libraries, the
minimum legal level of control is described in Section 5705.38 of the Ohio Rev. Code
(see 2 below). For school districts, the minimum legal level of control is prescribed in
Rule 117-6-02 of the Administrative Code (See 3 below). For public libraries, the
minimum legal level of control is prescribed in Rule 117-8-02 of the Administrative

2 We should not recommend that governments adopt the highest level of control the statutes allows.
Appropriating at lower levels than the minimums the ORC or OAC require provides the legislative
authority with more control over disbursements. However, appropriating at very low levels can
significantly increases the volume of appropriation amendments requiring legislative approval as well as
possibly requiring additional disbursement codes (more function, object codes, etc.). Conversely,
appropriating at higher levels may simplify appropriation measures, but in doing so, the legislative
authority effectively delegates more spending decisions to the fiscal officer.  The legislative authority
should choose the level of control it believes meets its needs to control expenditures. Also, the legislative
authority may choose differing levels of control for different funds, as long as they meet at least the
minimum statutory requirements.
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Code (See 4 below). The legal level of control is a discretionary decision to be made by
the legislative authority, unless otherwise prescribed by statute.”

2. Ohio Rev. Code 5705.38(C) requires the following minimum level of budgetary control
for “subdivisions” other than schools: “Appropriation measures shall be classified so as
to set forth separately the amounts appropriated for each office, department, and division,
and, within each, the amount appropriated for personal services.”?

3. Ohio Admin. Code 117-6-02 prescribes the following for school districts’ legal level of
control: At a minimum, appropriation measures shall be classified to set forth separately
the amounts appropriated by fund. The appropriation measure as passed by the school
board shall be the legal level of control. This is the level at which compliance with
statutory budgetary requirements will be determined. The AOS recommends that
boards of education pass appropriations at a more detailed level. This is, however, a
discretionary decision for the board of education based on the degree of control the
board of education wishes to maintain over the financial activity of the school
district.

4. Ohio Admin. Code 117-8-02 The library's legislative body shall adopt appropriation
measures. These measures establish the legal level of control.

5. Ohio Admin. Code 117-2-02(C)(1) also states in part: all local public offices should
integrate the budgetary accounts, at the legal level of control or lower, into the financial
accounting system. This means designing an accounting system to provide ongoing and
timely information on unrealized budgetary receipts and remaining uncommitted
appropriation balances.

Amounts / Funds Not Subject to Budgeting:

® Staff should exercise judgment in determining whether to cite these governments. The following provides
some guidance in determining this:

e Because OAC 117-6-02 permits school districts to use the fund as their level of budgetary control,
we presume noncompliance will not be an issue for school districts.

e Working papers or management letters should have documented that we communicated the
requirement. If management insists we did not previously communicate the requirement and we
have no documentation supporting this communication, you can defer citing this deficiency for
another year. However, please assure the current audit working papers and management letter
document this communication.

Because other facts and circumstances may arise regarding this matter, or if you are unsure whether citing a
taxing district for this matter is fair, please consult with your regional chief auditor. If the regional chief is
unsure, they can present the facts and circumstances to their Accounting & Auditing Support
representative.
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> The nonexpendable principal of nonexpendable trust funds.* Appropriating
nonexpendable principal would authorize the fiscal officer to spend the principal in
violation of the trust agreement. [5705.36(A)]

» Budget stabilization reserves [§ 5705.13, 5705.29(G)]

» The balance in a township reserve balance account established under section 5705.132 of
the Ohio Rev. Code.

» For some time, AOS policy has been that agency funds do not require budgeting.
Agency funds account for money a government holds in an agency capacity on behalf of
another person or entity. Therefore, a government has minimal discretion in spending
this money. Accordingly, the legislative body need not authorize a purpose for spending
the money.

In determining how the government ensures | What control procedures address the | W/P
compliance, consider the following: compliance requirement? Ref.

e Accounting system capable of recording
appropriations and comparing them to
actual results

e Reconciling appropriation totals to totals
recorded in the accounting system.

e Policies and Procedures Manuals

o Knowledge and Training of personnel

o Tickler Files

e Legislative and Management Monitoring

e Management’s identification of changes
in laws and regulations

e Management’s communication of
changes in laws and regulations to
employees

Suggested Audit Procedures - Compliance (Substantive) Tests:

Read the minutes and determine if an annual appropriation measure has been passed by the
required date.

If a school district has delayed adoption of an annual appropriation measure, discuss the reasons
for the delay and trace to supporting documentation.

* The ORC still refers to nonexpendable trust funds. Previously, GASB 34 revised required the-fune-types;
and-new-regutres classifying nonexpendable trust funds as either private purpose trust or permanent funds.
See AOS Bulletin 2005-05. GASB 54 amended GASB 34 and now requires classifying amounts legally or
contractually required to be maintained (e.qg., the principal of a Permanent Fund) as Non-expendable Fund
Balances (and Restricted Net Assets in entity-wide statements). See AOS Bulletin 2011-04. Private-
Purpose Trust Funds, on the other hand, are not subject to GASB 54 fund balance classifications. GASB
34 and 54 do not affect this ORC requirement. That is, these ORC requirements row still apply to private
purpose trust and permanent funds.
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Scan appropriation measures to determine whether they meet at least the minimum legal level of
control 5705.38(C) prescribes.

Determine if the accounting system “integrates” budgetary data at the legal level of control. This
means the accounting system should report appropriations, encumbrances, unencumbered cash
balances, and estimated receipts, and should compare budgetary data to actual results.

Audit implications (adequacy of the system and controls, and the direct and material effects
of non-compliance, effects on the audit opinions and/or footnote disclosures, significant
deficiencies/material weaknesses, and management letter comments):
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1-4 Compliance Requirement: Ohio Rev. Code Section 5705.36_— Amended Certificates;
5705.39 - Appropriations limited by estimated resources.

Note: Auditors should not cite entities in Fiscal Emergency for violating ORC 5705.10, 5705.36,
5705.39 or ORC 5705.41 (A), (B) or (C) for funds that were already in a deficit at the time a

the Fiscal Emergency was originally declared to determine whether any new funds have incurred
a deficit balance.

IMPORTANT: __In order to determine which funds were in_a deficit at the time of the

ration_audi uld_revie rati iscal r vai the
Auditor of State website audit search. The Financial Supervisor (LGS) can assist auditors
determining which funds were originally part of the Fiscal Emergency deficit declaration, if
needed.

Summary of Requirements: Ohio Revised Code Section 5705.39 provides in part that total
appropriations from each fund shall not exceed the total estimated resources. No appropriation
measure is effective until the county auditor files a certificate that the total appropriations from
each fund do not exceed the total official estimate or amended official estimate.

Note: If a government fails to receive the county auditor’s certifications that appropriations do
not exceed estimated resources, governments may present the appropriations passed by the
legislative authority on the financial statements. A noncompliance citation is still appropriate if
the violation is material. However, no citation should be made if the government requested the
county auditor’s certificate and the county auditor failed to respond.

As discussed in Auditor of State Bulletin 97- 012, if a local government is participating in a grant
or loan program whereby proceeds will be received after the expenditures are incurred, it is
possible that if properly budgeted, appropriations for one fiscal year will exceed the available
amount on the certificate of estimated resources. As discussed in OCS section 1-5, Ohio Rev.
Code 85705.42 makes formal legislative appropriation for certain grants and loans unnecessary.
As such, we believe it is equally unnecessary to require a subdivision to seek certification of the
amended appropriation measure for purposes of Ohio Rev. Code 85705.39. However, the fiscal
officer should record the appropriation amount in the accounting system and include the
appropriated amounts on the (amended) certificate to properly monitor budget versus actual
activity. An advance should be used to prevent a negative fund balance. (School districts are
permitted to incur deficit fund balances in their special funds under certain circumstances.
Refer to OCS section 1-16 for additional guidance.)

Project-Length Budgeting (Refer to OCS step 1-8 for more information)
As described in AOS Bulletin 97-12, once a grant is awarded or a loan is approved by the Federal
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what is to be received in the fiscal year. Any money expected to be received in the next year

The fiscal officer shall record the appropriations in accordance with the terms and conditions of
the grant or loan agreement. In addition, prior to recording the appropriations, the legislative

In situations where the grant or loan proceeds will be received after the expenditures are incurred

i.e., on a reimbursement basis), it is possible that the local government will have appropriated an
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In determining how the government ensures | What control procedures address the | W/P
compliance, consider the following: compliance requirement? Ref.

e Accounting system reports deficit
budgetary balances if appropriations
exceed estimated resources

e Policies and Procedures Manuals
o Knowledge and Training of personnel
e Tickler Files

e Comparisons of Proposed Appropriations
with Certified Estimated Revenues

e Legislative and Management Monitoring

e Management’s identification of changes
in laws and regulations

e Management’s communication of
changes in laws and regulations to
employees

Suggested Audit Procedures - Compliance (Substantive) Tests:

Compare the appropriation measures for selected funds and determine that the appropriations do
not exceed the official or amended estimate of resources (estimated revenues plus unencumbered
fund balances) as of the fiscal year end. You should base the extent of this testing on your
evaluation of controls and the control environment. Audit documentation should describe your
reasons for the extent of this test.

For grants or loans awarded by the Federal or State government, determine whether the entity
implemented project-length budgeting pursuant to Ohio Rev. Code § 9.34(B). If so, determine
whether the fiscal officer obtained an Official Certificate of Estimated Resources for the entire
project-length fiscal period erand that only the amount estimated to be obligated during the

was met (i.e. reimbursable grants or loans). (This step can be tested in conjunction with OCS ste
1-8.
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Determine whether the county auditor sent a “does not exceed” certificate to the government. A
noncompliance citation is appropriate if the violation is material; however, the government may
present the appropriations passed by the legislative authority in the budgetary financial
statements.

Auditors should not cite the government if a certificate was requested and the county auditor
failed to respond.

Audit implications (adequacy of the system and controls, and the direct and material effects
of non-compliance, effects on the audit opinions and/or footnote disclosures, significant
deficiencies/material weaknesses, and management letter comments):
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(C), and (D); and 5705.42 Restrictions on appropriating and expending money.

Note: Auditors should not cite entities in Fiscal Emergency for violating ORC 5705.10, 5705.36

compare fund deficits during the audit period to the funds that were in deficit at the point when

the Fiscal Emergency was originally declared to determine whether any new funds have incurred
a deficit balance.

IMPORTANT; _In order to determine which_funds were in_a deficit at the time of the
declaration auditors should review the declaration of Fiscal Emergency available on the
Auditor of State website audit search. The Financial Supervisor (LGS)._can assist auditors
determining which_funds were originally part of the Fiscal Emergency deficit declaration, if
needed.

Summary of Requirements:

The authorization of a bond issue is deemed an appropriation’ of the proceeds of the bond issue
for the purpose for which such bonds were issued. No expenditure shall be made from any bond
fund until first authorized by the taxing authority. [Section 5705.41(A)].

Similarly, Federal and State grants or loans are “deemed appropriated for such purpose by the
taxing authority” as provided by law and shall be recorded as such by the fiscal officer of the
subdivision, and is deemed in process of collection [5705.42].

No subdivision or taxing unit is to expend money unless it has been appropriated. [Section
5705.41(B)].

" “Deemed an appropriation” under this section means the Federal or State government has already
appropriated and established the purpose(s) for which a government can spend monies received from
Federal or State grants and loans. The taxing authority cannot deviate from this purpose; the taxing
authority can only resolve to spend the money for a purpose already prescribed in a contract, grant
agreement, loan agreement, etc. Therefore, Federal and State grants and loans received under Ohio Rev.
Code Section 5705.42 do not require formal appropriation by the legislative body. In other words, Ohio
Rev. Code Section 5705.42 effectively eliminates an unnecessary appropriation action by the taxing
authority. However, Ohio Rev. Code Section 5705.42 directs the fiscal officer to record the appropriation
amount in the accounting system. The fiscal officer should also include the appropriated amounts on the
(amended) certificate to properly monitor budget versus actual activity. Note: Amounts “deemed
appropriated” are subject to inclusion in GAAP budgetary presentations (GASB Cod. 2400.102). The
government has no legal authority to spend these resources unless they were either appropriated by the
legislative authority or deemed appropriated by the Federal or State government. (GASB Comprehensive
Implementation Guide Q&A 7.91.14.).
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No subdivision is to expend money except by a proper warrant drawn against an appropriate fund.
[Section 5705.41(C)].

No orders or contracts involving the expenditure of money are to be made unless there is a
certificate of the fiscal officer that the amount required for the order or contract has been lawfully
appropriated and is in the treasury or in the process of collection® to the credit of an appropriate
fund free from any previous encumbrances. [Section 5705.41(D)].° *°

Per 5705.41(D)(3), “Contract” as used in this section excludes current payrolls of regular
employees and officers.

Note: See Appendix B following this chapter for examples of direct charges that do not require a
certificate under 5705.41(D).

The statute provides the following exceptions to this basic requirement:

Then and Now Certificate: This exception provides that, if the fiscal officer can certify that both
at the time that the contract'* or order was made and at the time that he is completing his
certification, sufficient funds were available or in the process of collection, to the credit of a
proper fund, properly appropriated and free from any previous encumbrance, the taxing authority
can authorize the drawing of a warrant. The taxing authority has 30 days from the receipt of such
certificate to approve payment by resolution or ordinance. If approval is not made within 30
days, there is no legal liability on the part of the subdivision or taxing district.

Amounts of less than $100 for counties, or less than $3,000 for other political subdivisions, may
be paid by the fiscal officer without such affirmation of the taxing authority upon completion of
the "then and now" certificate, provided that the expenditure is otherwise lawful. This does not
eliminate any otherwise applicable requirement for approval of expenditures by the taxing
authority. [Section 5705.41(D)].

® 1t is permissible to certify a purchase without sufficient cash “in the bank” if a government is reasonably
certain cash will be on hand in time to pay the invoice when due (i.e. is “in the process of collection”).
For example, the Ohio EMA disburses Homeland Security grants only when the local government certifies
to OEMA they have an invoice on hand requiring payment. Since the government will receive OEMA’s
cash in time to pay the vendor, the CFO can certify the acquisition even if there is no cash in the fund at the
time of the certification. (This assumes there is sufficient appropriation for the payment).

® Under ORC Sections 9.10, 9.11 and OAG Opinion 90-082, the fiscal officer need not manually sign each
certification. Electronic or mechanical signatures are permissible. However, ORC Section 9.10 expressly
prohibits using rubber stamp signatures. (We likely would not deem using a rubber stamp to be material
noncompliance.)

19 ORC 3315.20 permits schools to incur a fund cash deficit in certain circumstances. See OCS step 1-18.

1 Ohio Attorney General Opinion 87-069 concluded that when a government uses Then and Now
certificates, they should charge the cost to the appropriation in effect at the time they incurred the
obligation. For example, if a calendar-year government orders an item in December 2010, the government
should charge the cost to 2010 appropriations, even if the fiscal officer signs a Then and Now Certificate in
January 2011.
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Continuing Contracts to be Performed in Whole or in Part in an Ensuing Fiscal Year: Where a
continuing contract is to be performed in whole or in part in an ensuing fiscal year, only the
amount required to meet those amounts in the fiscal year in which the contract is made needs to
be certified. (1987 Op. Atty. Gen. 87-069).

Per Unit Contracts: Where contracts are entered into on a per unit basis, only the amount
estimated to become due in the current fiscal year need be certified. (1987 Op. Atty. Gen. 87-
069).

Contract or Lease Running Beyond the Termination of the Fiscal Year Made: Pursuant to
Section 5705.44, Ohio Rev. Code, where a contract or lease runs beyond the termination of the
fiscal year in which it is made, only the amount of the obligation maturing in the current fiscal
year need be certified. The remaining amount is a fixed charge required to be provided for in the
subsequent fiscal year's appropriations.

Payments made from the earnings of a public utility are exempted from the certification (and
encumbering) requirements of Ohio Rev. Code section 5705.41(D). [Ohio Rev. Code section
5705.44 and 1987 OAG Opinion 421]. However, these payments are still subject to the
requirements of Ohio Rev. Code section 5705.41(B).

The Attorney General, in 1987 Op. Atty. Gen. No. 87 069, has clarified the application of the
exceptions set forth above. In summary, he has indicated that:

If a government subject to Ohio Rev. Code Section 5705.41 (D) enters into a continuing contract
under which no goods or services will be delivered during the current fiscal year and payment
will not be due until delivery, no amount need be certified as available during the current fiscal
year. Pursuant to Ohio Rev. Code Section 5705.44, the amount remaining unpaid at the end of a
fiscal year to become due in the next fiscal year must be included in the annual appropriation
measure for the next fiscal year as a fixed charge.

If under a continuing contract it cannot be determined whether delivery of goods or services and
the obligation to make payment will take place in the current or an ensuing fiscal year, the total
amount due under the contract must be certified as available during the current year.

If under a continuing contract delivery of goods or services is to occur in the current fiscal year
with the obligation to make payment deferred until an ensuing fiscal year, the amount required to
meet the obligation for goods or services delivered during the current fiscal year must be certified
as available in that fiscal year.

If a government subject to Ohio Rev. Code Section 5705.41 (D), enters into a contract that is not
a continuing contract, the total amount due under the contract must be certified as available in the
fiscal year in which the contract is made, regardless of when delivery of goods or services will be
made or when payment will become due.

County Commissioner Authorization: A board of county commissioners, by resolution, may
exempt purchases of $1,000 or less from the prior certification requirement. The resolution must
specify the dollar limit applicable to such purchases and whether it applies to all purchases, is
limited to certain classes of purchases, or is limited to specific purchases. The board must notify
the county auditor in writing of its intention to adopt such a resolution and the scope of the
resolution. The county auditor has 15 days to comment on the resolution before it may be
adopted by the board. Where such a resolution has been adopted, any person authorized to make
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purchases, within 3 business days (or other time limit the commissioners resolve) of making a
purchase exempted under the resolution, must file with the county auditor a written or electronic
document stating the purpose, amount, appropriation line item and date of the purchase, and the
name of the vendor.

determination by a municipal fiscal officer, school district treasurer or by a county auditor that the

revenue to be collected by the municipality, school district or county, respectively, will be greater

Ohio_Rev. Code 5705.36 _does not require that municipal fiscal officers, school district

Ohio Rev. Code § 5705.41(B).

In determining how the government ensures | What control procedures address the | W/P
compliance, consider the following: compliance requirement? Ref.

e Policies and Procedures Manuals
e Knowledge and Training of personnel
e Tickler Files/Checklists

e Review/Comparison/Recomputations of
Purchase Documents

e Budgetary/Purchasing
Accounting/Monitoring System
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e Legislative and Management Monitoring

¢ Management’s identification of changes
in laws and regulations

e Management’s communication of
changes in laws and regulations to
employees — Policies and Procedures
Manuals

Suggested Audit Procedures - Compliance (Substantive) Tests:

For selected funds compare total expenditures plus contract commitments (including outstanding
encumbrances) from each fund versus appropriations and determine if the expenditures and
commitments are within the appropriations for the tested funds.

For selected “line items,” compare total expenditures and contract commitments (including
outstanding encumbrances) at the legal level of control within selected funds with appropriations.
Determine if the expenditures and commitments are within selected appropriated funds at the
legal level of control.

Search for material unrecorded liabilities and/or encumbrances at year end. Refer to minutes and
records immediately following the fiscal year cutoff date.

Compare the date of the fiscal certificates with invoice dates, noting whether or not the certificate
date precedes the invoice/obligation date.
Note:
= The obligation date may precede the invoice date. If separately identified, use the
obligation date when determining compliance.
= As interpreted by AOS Bulletin 97-012, if the government does not expect to
complete the project in the current year, the remainder of the project must be
appropriated immediately in the subsequent year(s).

For funds in violation of 5705.41(B), compare actual resources (i.e. beginning unencumbered

Audit implications (adequacy of the system and controls, and the direct and material effects
of non-compliance, effects on the audit opinions and/or footnote disclosures, significant
deficiencies/material weaknesses, and management letter comments):
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1-6 Compliance Requirement: Ohio Rev. Code Section 5705.40 Amending or supplementing
appropriations, contingencies.

Summary of Requirements: Any appropriation measure may be amended or supplemented if
the entity complies with the same laws used in making the original appropriation. However, no
appropriation may be reduced below an amount sufficient to cover all unliquidated and
outstanding contracts or obligations against them. “Transfers” * may be made by resolution or
ordinance from one appropriation item to another. Subject to certain limitations, the annual
appropriation measure may contain an appropriation for contingencies.

Rulings filed in the case of C. B. Transportation, Inc. v. Butler County Board of Mental
Retardations, 60 Ohio Misc. 71, 397 N.E.2d 781 (C.P. 1979), as well as Burkholder v. Lauber, 6
Ohio Misc. 152 (1965), held that a board or officer whose judgment and discretion is required,
was chosen because they were deemed fit and competent to exercise that judgment and discretion
and unless power to substitute another in their place has been given, such board or officer cannot
delegate these duties to another. Following such reasoning, a local government’s governing
board would be prohibited from delegating duties statutorily assigned to it, such as the ability to
amend appropriations as provided for in Ohio Rev. Code section 5705.40.

Per AOS Bulletin 97-010, budgeted expenditures coincide with either the final appropriations the
legislative body passed prior to fiscal year-end or the sum of those final appropriations plus
encumbrances carried forward from the prior year. That is, the AOS does not recognize
appropriation amendments retroactive to the prior year. The statutory budget process codifies
what are or should be good management practices. These processes provide a framework that
helps management and legislators reasonably control spending.

* “Transfers” in this context mean reallocations of appropriations within a fund. These do not
refer to transfers of cash between funds.

In determining how the government ensures | What control procedures address the | W/P
compliance, consider the following: compliance requirement? Ref.

e Accounting system capable of recording
appropriations and comparing them to
actual results.

e Reconciling appropriation totals to totals
recorded in the accounting system.

e Policies and Procedures Manuals
o Knowledge and Training of personnel

e Comparison of Outstanding
Encumbrances and Balances to Proposed
Amendments

e Legislative and Management Monitoring

e Management’s identification of changes
in laws and regulations

e Management’s communication of
changes in laws and regulations to
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employees

Suggested Audit Procedures - Compliance (Substantive) Tests:

Inquire (or determine from reading the minutes) if amended or supplemental appropriation
measures have been passed. If so, inspect the amended certificate executed by the county budget
commission.

Inspect the government’s records to determine if selected appropriation amendments were
accurately and timely posted into an accounting system that integrates budget and actual receipts
and disbursements. Base the extent of this testing on the control environment, especially the
CFO’s competence and dedication to complying with ORC requirements, past errors noted, etc.

Match appropriations amendments, supplements and intrafund appropriation “transfers” recorded
in the accounting system with resolutions or ordinances.

Audit implications (adequacy of the system and controls, and the direct and material effects
of non-compliance, effects on the audit opinions and/or footnote disclosures, significant
deficiencies/material weaknesses, and management letter comments):
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1-7 Compliance Requirement: Ohio Rev. Code Section 5705.41 (D) "Blanket" fiscal officer
certificates.

Summary of Requirements: Fiscal officers may prepare so-called "blanket" certificates for a
sum not exceeding an amount established by resolution or ordinance'? adopted by the members
of the legislative authority against any specific line item account over a period not extending™
beyond the end of the current fiscal year. The blanket certificates may, but need not, be limited to
a specific vendor. Only one blanket certificate may be outstanding at one particular time for any
one particular line item** appropriation.

In addition to regular blanket certificates, a subdivision’s fiscal officer may also issue so-called
“super blanket” certificates for any amount for expenditures and contracts from a specific line-
item appropriation account in a specified fund for most professional services, fuel, oil, food items
and any other specific recurring and reasonably predictable operating expense. This certification
is not to extend beyond the fiscal year or, in the case of counties, beyond the quarterly spending
plan established by the county commissioners. More than one super blanket certificate may be
outstanding at one particular time for a particular line-item appropriation account.

In determining how the government ensures | What control procedures address the | W/P
compliance, consider the following: compliance requirement? Ref.

e Policies and Procedures Manuals
¢ Knowledge and Training of personnel
e Tickler Files/Checklists

e Periodic Inspection/Monitoring  of
Blanket Purchase Orders

o Use of a log to record blanket certificates
issued, track the period outstanding, and
monitor the number of regular blanket
certificates outstanding per account

e Legislative and Management Monitoring

e Management’s identification of changes
in laws and regulations

e Management’s communication of
changes in laws and regulations to

'2 The governing authority is only required to adopt one ordinance or resolution establishing the dollar
limits for blanket certificates. A separate ordinance or resolution approving each individual blanket
certificate is not necessary.

3 We interpret the word “extends” in this context as the authority to certify commitments against a regular
blanket certificate or super blanket certificate that expires at year end. However, the authority to pay
against previously certified commitments continues until all outstanding commitments are paid. (In other
words, the government should consider these unpaid year-end commitments similar to other outstanding
commitments/encumbrances, and reduce next year’s opening unencumbered balances for these amounts.)
 There is no additional legal explanation for what “line item appropriation’ means in this context;
therefore, AQS interprets “line item” to mean accounting line item, which is not necessarily the “legal level
of control.”
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employees

Suggested Audit Procedures - Compliance (Substantive) Tests:
Inspect a representative number of “regular blanket” certificates and determine that:
= The amount is established by an ordinance or resolution passed by a majority of the
legislative body. (If the legislative authority passed this in the prior years, agree to
permanent file documentation.)
» They are not dated after the fiscal year end.
»= They do not exceed the amount the legislative body established.

=  Only one certificate is outstanding per line item appropriation.

For subdivisions using “super blanket” certificates, inspect the certification of the fiscal officer
and determine whether:

= The certificates were for professional services, fuel, oil, food items or any other specific
recurring and reasonably predictable operating expense and,

= They do not run beyond the fiscal year (or quarterly spending plan, if a county adopted a
plan).

Audit implications (adequacy of the system and controls, and the direct and material effects
of non-compliance, effects on the audit opinions and/or footnote disclosures, significant
deficiencies/material weaknesses, and management letter comments):
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1-8 Compliance Requirement: Ohio Rev. Code Section 9.34 - Establishing different fiscal
years for one or more funds for subdivisions other than school districts or county school financing
districts.  (You need not repeat this procedure every year if permanent files include
documentation supporting this approval.)

Summary of Requirements: Ohio Rev. Code 9.34 prescribes fiscal years for certain
government units. It states that the fiscal year of the state and every school district shall begin on
July 1 and end on June 30. It also states that the fiscal year of every school library district and all
political subdivisions or taxing districts™ except for school districts shall begin on January 1 and
end on December 31.

All laws that relate to levying of taxes, the collection, appropriation and expenditure of revenues
or the making of financial reports refer and apply to the appropriate fiscal year as defined in this
section.

However, ORC 9.34(B) also allows a political subdivision, other than a school district or a county
school financing district, to use a different fiscal year or other fiscal period for one or more of its
funds, including a fiscal year based upon the fiscal year of an entity providing money for the fund
(i.e., a grantor agency) or the fiscal period of a capital project.'® Use of a different fiscal year or
period shall be consistent with Generally Accepted Accounting Principles and must be approved
by the fiscal officer and the auditor of state.

Project-Length Budgeting

As described in AOS Bulletin 97-12, once a grant is awarded or a loan is approved by the Federal
or State government, the fiscal officer must obtain an Official Certificate of Estimated Resources
or an Amended Certificate of Estimated Resources for all or part of the grant or loan, based on
what is to be received in the fiscal year. Any money expected to be received in the next year
should be reflected on the next year’s certificate. However, if the local government, with the
exception of a school district, has budgeted on a project-length basis pursuant to Ohio Rev. Code
§ 9.34(B), the fiscal officer must obtain an Official Certificate of Estimated Resources for the
entire project-length fiscal period.

The fiscal officer shall record the appropriations in accordance with the terms and conditions of
the grant or loan agreement. In addition, prior to recording the appropriations, the legislative
authority must pass a resolution amending its appropriation measure (Ohio Rev. Code § 5705.40).
If the grant or loan will be expended over a period longer than the current fiscal year, only the
amount estimated to be obligated during the current fiscal year should be recorded as
appropriated. The remainder of the project should be appropriated in the subsequent year(s).

In situations where the grant or loan proceeds will be received after the expenditures are incurred
(i.e., on a reimbursement basis), it is possible that the local government will have appropriated an
amount for one fiscal year that is in excess of the amount reflected as available on the Amended

> As used in this section, school library district, subdivision and taxing district have the same meaning
assigned in Section 5705.01 of the Ohio Rev. Code. See the OCS 5705.01 Appendix. Therefore, this
requirement does not apply to some entities, such as agricultural societies, community improvement
corporations, etc.

16 GASB requires CAFR’s to include individual nonmajor special revenue and other governmental fund

budgetary comparison schedules with detailed account classifications for governmental funds with annual
“appropriated budgets.”
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Certificate of Estimated Resources. This situation will NOT constitute a noncompliance citation
during an audit.

In determining how the government ensures | What control procedures address the | W/P
compliance, consider the following: compliance requirement? Ref.

e Policies and Procedures Manuals
e Knowledge and Training of personnel
e Tickler Files/Checklists

e Presence of an Effective Accounting
System

o Legislative and Management Monitoring

¢ Management’s identification of changes
in laws and regulations

e Management’s communication of
changes in laws and regulations to
employees

Suggested Audit Procedures - Compliance (Substantive) Tests:

You should consider all laws affected by fiscal year considerations in designing controls tests and
legal compliance tests for affected material funds. For example, many budgetary laws require
certifications from the county auditor before a government can appropriate and spend money;
these laws should be applied to the fiscal year or other period the fund uses.

If an entity uses a different fiscal year end for anything except a grant fund or a capital projects
fund, inspect the approval letter from the Auditor of State permitting this practice. (You need not
repeat this procedure every year if permanent files include documentation supporting this
approval.)

For grants or loans awarded by the Federal or State government, determine whether the entity
implemented project-length budgeting pursuant to Ohio Rev. Code § 9.34(B). If so, determine
whether the fiscal officer obtained an Official Certificate of Estimated Resources for the entire

Audit implications (adequacy of the system and controls, and the direct and material effects
of non-compliance, effects on the audit opinions and/or footnote disclosures, significant
deficiencies/material weaknesses, and management letter comments):
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7 We interpret “healthy funds” to mean funds with positive cash balances.
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1-9 Compliance Requirements: Ohio Rev. Code Sections 5705.28(B)(2), 5705.36, 5705.40,
5705.41(B), 5705.41(D) Budget requirements for taxing districts that choose not to levy taxes
(OCS Appendix C and Ohio Rev. Code 5705.01 defines taxing districts.)

The taxing authority of a taxing unit that does not levy a tax must still follow the budgetary
requirements listed below. The applicable limited requirements are outlined in the table below;
however, auditors should still refer to the Legal Matrices in Appendix F of the Ohio Compliance
Supplement for guidance in determining the applicability of these requirements to various types
of entities:

Applicable Applicable
5705.28(B)(2)Requirements ORC Section®® OCS Section
Prepare certificate of estimated resources (but does 5705.36 1-2
not require budget commission approval).

Must amend estimated resources under the 5705.36 1-4 and 1-5
circumstances described in the OCS (also see

ADAM 97-05).

Appropriate at the minimum level of control 5705.38 1-3

prescribed by 5705.38(C) (or a lower level). No
budget commission approval required.
Cannot appropriate more than estimated resources 5705.28(B)(2)(c) | Comparable to 1-4

Must amend appropriations if they intend to spend 5705.40 1-6
more than the original appropriation.

Cannot disburse more than appropriated. 5705.41(B) 1-5
Must certify the availability of funds. 5705.41(D) 1-5
May issue blanket or super blanket purchase orders. 5705.41(D) 1-7

If an entity levies taxes, the sections above apply. However, some entities with taxing authority
do not levy taxes. When they do not levy taxes, Ohio Rev. Code 85705.28 (B)(2) permits a
comparable, but somewhat streamlined budget process. Ohio Rev. Code §5705.28(B)(2) requires
entities to follow 85705.36, .38, .40, .41, .43, .44, and .45. Documents prepared in accordance
with these sections need not be filed with the county auditor or county budget commission.
While Ohio Rev. Code 85705.39 does not apply, 85705.28(B)(2)(c) prohibits appropriations from
exceeding estimated revenue (i.e. receipts + beginning unencumbered cash).

In determining how the government ensures | What control procedures address the | W/P
compliance, consider the following: compliance requirement? Ref.

8 For conservancy districts, auditors should additionally review the requirements of Ohio Rev. Code
86101.44 and tailor their compliance testing procedures accordingly, if necessary. For conservancy districts
that levy taxes, we should cite to the budgetary requirements contained in Ohio Rev. Code § 6101.44 where
they are similar to requirements contained in Ohio Rev. Code Chapter 5705. The more specific
requirements contained in Ohio Rev. Code Chapter 6101 trump those contained in Chapter 5705. Auditors
should apply the provisions of Ohio Rev. Code Chapter 5705 when Chapter 6101 does not address
budgetary restrictions applicable to conservancy districts.
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e Policies and Procedures Manuals

¢ Knowledge and Training of personnel

e Tickler Files/Checklists

o Legislative and Management Monitoring

¢ Management’s identification of changes
in laws and regulations

e Management’s communication of
changes in laws and regulations to
employees

Suggested Audit Procedures - Compliance (Substantive) Tests:

Design and perform tests to include the applicable OCS sections referenced above.

Audit implications (adequacy of the system and controls, and the direct and material effects
of non-compliance, effects on the audit opinions and/or footnote disclosures, significant
deficiencies/material weaknesses, and management letter comments):
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Section B: Additional School Requirements

1-10 Compliance Requirement: Ohio Rev. Code Section 5705.391 and Ohio Admin. Code
Section  3301-92-04: School districts (and community schools per ORC Section
3314.03(A)(11)(d)) must prepare 5 year projections.

Summary of requirements for public school districts and community schools:

Ohio Rev. Code section 5705.391(A)

School boards must prepare 5 year projections of revenues and expenditures. Most of the
guidance on how to prepare these projections is found in Ohio Admin. Code § 3301-92-04. The
plan must be approved by resolution and submitted to the Department of Education upon the
adoption of an annual appropriation measure, but no later than October 31 of any fiscal year.

A board of education must update its five year projection between April 1 and May 31 of each
fiscal year and submit it to the department of education. (Ohio Admin. Code Section 3301-92-
04(F)). In addition, a board of education notified under division (A) of section 5705.391 of the
Ohio Rev. Code shall submit a school district approved written plan in a timely manner as
required to the department of education to eliminate any current deficits and avoid the projected
future deficits. [Ohio Admin. Code 3301-92-04(E)]

The board of education of a school district that is in fiscal watch status, or the financial planning
and supervision commission for a school district in fiscal emergency status, must revise the
school district's five year projection of revenues and expenditures so that the projection is
consistent with the financial plan or financial recovery plan upon the approval of the respective
plan by the Superintendent of Public Instruction. (R.C. 3316.043)

The rules allow the Auditor of State and the Ohio Department of Education to prescribe the
format and content of the five year projection. These guidelines are fairly complex (see Auditor
of State Bulletin 98-015 for more information). The Auditor of State and the Ohio Department of
Education generally are responsible for reviewing these projections (and related assumptions) for
conformity with the requirements. The independent auditor is expected to evaluate whether the
data in the projections for the current period are reasonably supported by the client’s
documentation.

Summary of requirements for community schools:
To meet this requirement, community schools must submit the document available at:

http://www.ode.state.oh.us/GD/Templates/Pages/ODE/ODEPrimary.aspx?Page=2&TopiclD=11
&TopicRelationlD=1437

NOTE: Community school five-year projections are only available for the most recent fiscal year.
For___prior __periods, auditors should contact Ohio Department of Education

You can view the projection a public school district submitted at:
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http://www.ode.state.oh.us/GD/Templates/Pages/ODE/ODEPrimary.aspx?Page=2&TopiclD=11
&TopicRelationlD=1437

The School’s board should approve this plan.

POSSIBLE NONCOMPLIANCE RISK FACTORS:

Note: In assessing the risk of noncompliance, auditors should consider whether the school
projections, such as the phase out in fiscal year 2012 of most Federal programs funded
under the American Recovery and Reinvestment Act (e.g., State Fiscal Stabilization Fund)
and the Education Jobs Fund (a temporary, two-year program created under the Education

In determining how the government ensures | What control procedures address the | W/P
compliance, consider the following: compliance requirement? Ref.

e Policies and Procedures Manuals

Knowledge and Training of personnel
o Tickler Files/Checklists
e Legislative and Management Monitoring

e Management’s identification of changes
in laws and regulations

e Management’s communication of
changes in laws and regulations to
employees

Suggested Audit Procedures - Compliance (Substantive) Tests:

Determine that the five year projection under Ohio Rev. Code Section 5705.391(A) was filed

Compare actual revenues and expenditures to projections. Inspect documentation that the board
updated its projections between April 1 and May 31.

If contracts, etc., subject to 85705.412 were entered into during the period, inspect documentation

indicating the related five year projections were updated. (This step will be sufficiently covered
by reading the assumptions and performing the steps below.)
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If in fiscal watch or fiscal emergency status, determine whether the school district updated its five
year projection consistent with the terms outlined in the financial plan or financial recovery plan.

Read the client’s assumptions. Perform analytical procedures and evaluate whether the
assumptions are reasonable and the resulting projections are in accordance with those
assumptions.

Consider if the projections indicate any possible “going concern” conditions [AU § 341] or fiscal

distress conditions JOESS-Section-1-14].

Audit implications (adequacy of the system and controls, and the direct and material effects
of non-compliance, effects on the audit opinions and/or footnote disclosures, significant
deficiencies/material weaknesses, and management letter comments):
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Revised: HB 153, 129" GA
Effective: 9/29/11

1-11 Compliance Requirement: Ohio Rev. Code Section 5705.412 Restriction upon school
district expenditures and certifying adequate revenues. Application: City, local, exempted
village and joint vocational school districts.

Summary of Requirements: Ohio Rev. Code Section 5705.412 requires the treasurer,
superintendent and president of the board of education to certify that adequate revenues will
be available to maintain all personnel and programs for the current fiscal year and for a number of
days in the succeeding fiscal years equal to the number of days instruction was held or is
scheduled for the current fiscal year. For a school district in fiscal emergency under Ohio Rev.
Code chapter 3316, the certificate shall be signed by a member of the school district’s financial
planning and supervision commission (Ohio Rev. Code Section 5705.412 (B) (1) & (2)).

Term of certificate:

» The certificate attached to an appropriation measure covers only the fiscal year in which
the appropriation measure is effective.

» The certification must be attached to all appropriation measures except for temporary
measures when the temporary measure (1) does not appropriate more than 25 percent of
the total resources available last year for any fund, (2) the measure will not be in effect
for more than thirty days after the earliest date the school district could pass an annual
appropriation measure, and (3) an amended certificate of available revenues has not been
certified to the school district under Ohio Rev. Code §5705.36.

» The certificate attached to a qualifying contract covers the term of the contract.
» The certificate attached to a wage or salary schedule covers the term of the schedule.

» A “qualifying contract™ is “. . . any agreement for the expenditure of money under which
aggregate payments from the funds included in the school district’s five-year projection
under section 5705.391 of the revised code [see OCS Section 1-10] will exceed the lesser
of the following amounts . . . ”:

o $500,000;

0 1% of the general fund’s total estimated revenues as certified in the school
district’s most recent certificate of estimated resources under Ohio Rev. Code 8§
5705.36 [see OCS Sections 1-2 and-1-3]

Tax levies: The certification of an appropriation measure may not anticipate the renewal or
replacement of an existing property tax levy nor the approval to extend an existing income tax
levy beyond its current expiration. All other certifications may anticipate the renewal or
replacement of existing property tax levies and the approval to extend an existing income tax levy
beyond its current expiration (OAC 3301-92-05).

A school district must include the additional certification under Section 5705.412 along with the
certification required under Section 5705.41 except under the following circumstances:
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» for current payrolls of, or contracts of employment with, any employees or officers of the
school district.*

» when increasing the wages or salaries enabling the school board to comply with division
(B) of Ohio Rev. Code Section 3317.13, which addresses the minimum salary schedule
for teachers.
Section 5705.412 certificates should be executed for:
> appropriation measures (except certain temporary measures; see above)®
> increased salary or wage schedules® and
» any other “qualifying contracts”, including, but not limited to: 1) negotiated agreements

(e.g. professional association [“union”] contracts) and, 2) contracts for benefits (e.g.,
major health insurance contracts)

required are considered void?2. No payments may be made on void obligations.

Penalties: Anyone who knowingly does any of the following, is liable for the full amount paid on
the obligation, up to $10,000:

» executing an obligation contrary to §5705.412,
» expending or authorizing the expenditure of public funds contrary to §5705.412, or
» authorizing or making payment of public funds on a void obligation

19 For example, contracts with individual teachers do not require a “412" certificate, though the negotiated
agreement and/or teaching staff salary schedule generally would. Similarly, an employment contract with
an individual administrator, who is not covered by a board adopted salary schedule would not require “412"
certification.

% The Auditor of State’s Office interprets this requirement to mean any and all appropriation measures for
any and all funds of the school district. Ohio Rev. Code § 5705.412 requires that no district shall adopt
“any appropriation measure ... unless there is attached thereto a certificate, signed as required by this
section, that the school district has in effect the authorization to levy taxes including the renewal or
replacement of existing levies which, when combined with the estimated revenue from all other sources
available to the district at the time of certification, are sufficient to provide the operating revenues
necessary to enable the district to maintain all personnel and programs ... .” (emphasis added). Likewise,
the Ohio School Law Guide also states that “[c]learly all appropriation measures must be certified pursuant
to Ohio Rev. Code 8§ 5705.412”.

2! Increased salary schedules that are part of a contract previously lawfully certified under section 5705.412
need not be re-certified before they take effect. However, the school district may have to adjust revenues
and expenditures, in the section 5705.391 (A) five-year projection, in the year the increased salary or wage
schedule takes effect in order to properly certify its annual appropriation measure.

2 Occasmnally, school districts amend approprlatlons during the year without properly obtaining 412

apprep%ﬂens%m&dewﬁheu%%ee%eaﬂen—mwever auditors should still C|te school districts under
ORC 5705 412 When a school does not prepare these certlflcates —Uneeﬁ#&edrekmganenswu—beeen&dered
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The Auditor of State is required to refer contractual-orwage-schedule-instances of noncompliance

School districts should maintain a continuing record of contracts which have been certified and
adequate documentation to substantiate the certifications (OAC 3301-92-05(E)).

The rules for 5705.412 (Ohio Admin Code section 3301-92-05 (B) - (D)) provide guidance on
projecting revenues to future periods for purposes of the certifications.

5705.412 (B)(2) authorizes a school district to enter into certain multi-year contracts without
attaching the certificate of adequate resources otherwise required by law, if an “alternative”
certificate authorized by the act is attached certifying the following:

a) The contract is a multi-year contract for materials, equipment, or non-payroll services
"essential to the education program of the district™; and

(b) The multi-year contract demonstrates savings over the duration of the contract as
compared to costs that otherwise would have been demonstrated in a single year contract
and the terms will allow the district to reduce the deficit it is currently facing in future
years as demonstrated in its five-year forecast.

The alternative certificate must be signed by the treasurer and president of the board of education
and the school district's superintendent; or, if the district is in a state of fiscal emergency, the
alternative certificate instead must be signed by a member of the district's Financial Planning and
Supervision Commission designated by the Commission.

In determining how the government ensures | What control procedures address the | W/P
compliance, consider the following: compliance requirement? Ref.

e Policies and Procedures Manuals
e Knowledge and Training of personnel
e Tickler Files/Checklists

e Preparation and review of 5 year
projections under § 5705.391 (A)

e Legislative and Management Monitoring

¢ Management’s identification of changes
in laws and regulations

e Management’s communication of
changes in laws and regulations to
employees

Suggested Audit Procedures - Compliance (Substantive) Tests:

Scan minutes, contracts files, etc., to identify appropriation measures (except certain temporary
measures), increased salary or wage schedules, and qualifying contracts.
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Select a few appropriation measures, increased salary or wage schedules, and a few qualifying
contracts for which “412" or “alternative” certificates were not executed during the fiscal year.

If a qualifying contract, etc., should have been certified and the auditor cannot obtain
documentation that it was, the auditor must issue a noncompliance citation. Also, the
noncompliance matter must be referred to the prosecuting attorney for the county, or the city law
director in the case of a city school district, or other chief law officer of the school district
Including the statutory legal counsel on_the audit report recipient spreadsheet satisfies this

Select a few qualifying contracts, etc., entered into during the fiscal year(s) under audit. Inspect
the “412" or “alternative” certificates and the supporting documentation, including the five year
projections that were available to school district officials at the time of the execution of the
qualifying contracts, etc. Evaluate for reasonableness and conformity with the rules.

Compare qualifying contract, etc., dates with related certification dates and note any differences.

Audit implications (adequacy of the system and controls, and the direct and material effects
of non-compliance, effects on the audit opinions and/or footnote disclosures, significant
deficiencies/material weaknesses, and management letter comments):

% |n the past, the Auditor of State has issued a Notice of Potential Ohio Rev. Code §5705.412 Violation to
the governing board of the school district. The Notice gave the school district 30 days to retroactively
comply with the provisions of Ohio Rev. Code §5705.412. However, it has come to our attention that
retroactive correction by the governing authority does not absolve the school district of noncompliance
actions (i.e., referral to the prosecuting attorney, etc.) under the statute. Therefore, the Auditor of State
will no longer send 30-day Notices for Ohio Rev. Code 85705.412 violations.
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Revised: HB 30, 129" GA
Effective: 7/1/11

1-12 Compliance Requirements: Ohio Rev. Code Sections 331517-and—171 {textbooks)?;
3315.18 and .181 (capital); 3317.012 (adjusts base cost); 3317.02 (defines formula amount):

(textbooks)—02{(capital)

Important:

Summary of Requirements: These laws and regulations require every city, local, exempted
village and joint vocational school district, to establish two-—reserves a capital (acquisition) and
maintenance reserve. House Bill 30 of the 129" General Assembly repealed the textbook reserve
requirement, effective July 1, 2011.2

1? ! e*t.bGIQEIES and .“.St'zuet'el“al materialsfeserve ang

The reserves are is to be accounted for in the school district’s general fund using any reasonable
accounting method.

The reserves must be calculated and set-aside annually.
If the set-aside amount is not spent in one year it is carried forward to the next year.
The reserve must be represented by (restricted) cash at year-end.

The reserve is calculated by multiplying the base amount by a percentage.

YV V V V V

The base represents three percent of the State base-cost formula amount for the preceding
year multiplied by the school district’s student population or the sum of certain specific
prior fiscal year receipts. (Ohio Rev. Code §§-3315:-17(A);-3315.18(A))

2 HB 30 repealed the textbook and instructional materials reserve in ORC 3315.17 effective 7/1/2011
(FY2012). The school district board is allowed to transfer any unencumbered money remaining in the
district's textbook and instructional materials fund on that date, to the district's general fund to be used for
any general fund purpose.

% Based on the July 1, 2011 effective date for HB 30, school districts should still report the Textbook

Reserve, where applicable, in their June 30, 2011 financial statements. Balances remaining in the Textbook
Reserve may be transferred to the General Fund as of July 1, 2011 or later.
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> The amount of the required reserve may be reduced (offset?®) by resources received
during the fiscal year whose use is restricted to the purpose of one of the reserves.

» School districts must be able to provide a list of qualified expenditures for audit purposes.

\4

School districts must be able to document calculation of fiscal year-end reserve balances.

» Each school district’s annual report must include a schedule showing the balance of the
set-aside carried forward from the previous year, the current year set-aside, contributions
in excess of the current year set aside?, qualifying expenditures®®, any reductions
(offsets) to the required amount from receipts similarly restricted, any reductions from
certain debt proceeds, and the fiscal year-end balance of the set aside, the amount to be
reserved, and the balance that may be carried forward to the next fiscal year.

Annual Set-Aside Calculation:

» The annual set asides—are is calculated by multiplying a percentage of the “formula
amount”® by the school district’s “student population”®. The preceding year’s

% “Offsets” are certain revenues recorded to other funds as defined in Rev. Code Sections 3315.171 and
3315.181. The revenue in excess of the set aside and qualified expenditures does not accumulate or carry
forward to the next fiscal year. Real (homestead and rollbacks) and personal property tax replacement
payments received by school districts should be considered part of the levy proceeds when calculating
allowable offsets for textbooks—and capital reserves. Additionally, revenue from the State Fiscal
Stabilization Fund (SFSF) (fund 532) should not be used as an “offset” smce resources cannot be set a5|de
for “future” expenditures. A
e*pendttuteslfer—thete*tbed(—seteaslde See below for addltlonal gmdance

2 A board may withdraw cash contributions exceeding statutory minimums from these reserves by
resolution. Excess contributions may be deducted from future years’ required set aside amount. Report
any excess contributions in external financial reports as committed, assigned, or restricted governmental
fund balance as appropriate under the circumstances described in GASB 54 [GASBS 54, 113 --- 16].

% “Qualifying expenditures” are expenditures from the general fund and a capital projects fund created
under Ohio Rev. Code Section 5705.13(C) that meet the definitions in the Ohio Admin. Code 3301-92-01
and 3301-92-02. Additionally, Q15 of the Ohio Department of Education State Fiscal Stabilization Funds
(SFSF) Frequently Asked Questions, dated 4/5/2010 available at
http://www.ode.state.oh.us/GD/Templates/Pages/ODE/ODEDetail.aspx?page=555 indicates use of the
SFSF for the reservation of fund balance required for the set aside would not constitute an obligation of the
funds. School districts must actually obligate the funds for specmc allowable actlvmes durlng the perlod of
fund avallablllty

Pursuant to Q 16 of ODE SFSF FAQ SFSF monies may not be used for malntenance expendltures or set
asides. Monies being transferred from a capital projects fund created under Ohio Rev. Code Section
5705.13(C) to the General Fund cannot be included as offsets. The payment of a salary for a maintenance
worker such as an electrician or maintenance supervisors are not automatically qualifying expenditures for
the capital and maintenance set aside. However, the portion of the salaries paid to a maintenance worker,
electrician, or a supervisor paid from the general fund that is directly related to preventative maintenance,
periodic repairs and replacement of parts, structural components and other activities needed to maintain an
asset is a qualifying expenditure provided it is substantiated through a work order [Ohio Admin. Code §
3301-92-02 and R.C. § 5705.13(C)].

2 “Formula amount” is the base cost per pup|I as determined by Ohio Rev. Code Sections 3317 02(B) and

% «student population” is a defined term. The Ohio Department of Education is responsible for calculating

the student population based on information the school district submits (3315.17(F)).
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“formula amount” and “student population” are used for the calculation. The percentage
is set at 3% by statute, though the Auditor of State has been given some discretion to
establish alternative percentages®. The formula is:

[(% x Formula Amount) x Student Population]

» A school district may annually elect under Rev. Code Section 3315.19 to follow the
former provisions of law existing prior to July 1, 2001 for the-textboek-and capital set-
aside. In lieu of following the amended requirements, the board of education annually
may elect (by resolution) to follow the textbeok—and/or capital set-aside requirements
(from the ORC provisions) as they existed prior to July 1, 2001. (Audit programs D and E
follow this OCS Section, and describe both options.) This election must be made within
90 days after the beginning of the fiscal year for which the election is to apply.

*! No alternative percentages have been established as of the date of this document.

% Report these balances as “designations” in governmental fund financial statements [GASB 1800.144.]
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Waivers of the Annual Set Aside Requirements:

School districts in fiscal emergency may deposit an amount less than the required annual set
aside, or make no deposit into the school district textboek—-and-instructional-materials—and-the
capital and maintenance funds. As good practice, while not specifically included in statute, the
school district board of education should document this decision annually in a separate resolution.
A board of education’s approval of a five-year projection including the waiver of the set aside{s}
is not considered approval of the set aside waiver.

School districts in fiscal watch or caution may apply to the superintendent of public instruction
for a waiver® from the annual set aside requirement. The waiver may permit the school district
to deposit an amount less than the annual set aside requirement or make no deposit into the school
district textbook—and-instructional-materialsfund-and/orthe capital and maintenance funds for
that year. The superintendent may grant a waiver under-division{B}3)-of Section-3315-17Rewv:
Code, if the school district demonstrates to the satisfaction of the superintendent of public
instruction that compliance with the annual set aside requirement for that year will create an
undue financial hardship on the school district.

School districts, not more often than one fiscal year in every three consecutive fiscal years, may
apply to the superintendent of public instruction for a waiver from the annual set aside
requirements of Sections 3315-17-and 3315.18, Rev. Code. The waiver would permit a school
district to deposit an amount less than the annual set aside requirement or make no deposit into
the school district textbosk-and-tnstructional-materialsfund-er-the capital and maintenance fund
for that year. The superintendent of public instruction may grant a waiver {Section
3315 1HB)}4)) if the school district demonstrates to the satisfaction of the superintendent that
compliance with the annual set aside requirement for that fiscal year will necessitate the reduction
or elimination of a program currently offered by the school district that is critical to the academic
success of students of the school district and that no reasonable alternatives exist for spending
reductions in other areas of operation within the school district that negate the necessity of the
reduction or elimination of that program.

A waiver is granted for only the requirement to set aside current year revenue for textboeks-and
instructional-materials—and/orfor capital and maintenance. A waiver does not eliminate the set
aside reserve or any accumulated/existing balance carried over from prior years. The annual set
asides waived need not be made up in future years.

Other capital and maintenance provisions established July 1, 2001:

» Within the capital and maintenance set-aside, the board of education may establish a
separate account solely for depositing funds®* transferred from the budget stabilization
reserve (discussed in Ohio Compliance Supplement Section 1-12) which was required by
Ohio Rev. Code Section 5705.29 (H) and (I) prior to April 10, 2001. The budget reserve

%% In any year a waiver is granted, it is assumed the resources that would have been otherwise set aside will
be used to support existing education programs. Therefore, resources expended in excess of a carryover set
aside balance are considered discretionary and are not to accumulate or be used to reduce future annual set
aside requirements. It is the Department of Education’s intent to not approve a waiver in excess of the
annual set aside less any offsets. A waiver in excess of the current year set aside less offsets does not carry
forward.

* These funds and interest deposited into the capital and maintenance reserve may be treated as deposits to
reduce the annual capital and maintenance contribution otherwise required (AOS Bulletin 2001-006).
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may also be transferred to the Classroom Facilities (010) Fund (See AOS Bulletin 2001-
006).

» Funds deposited into the separate account and interest on those funds may only be used
for the school district’s share of basic project costs for any project undertaken in
accordance with Ohio Rev. Code Chapter 3318 (School Facilities Commission projects).
(See OCS Chapter 2 for a discussion of certain ORC Chapter 3318 programs.)

Sample Note Disclosure Table

AOS Bulletin No. 99-017 includes a recommended format for the disclosure of the set aside;
however, the bulletin format pre-dates certain changes and implementation issues that have since
arisen. Below is a current sample table for the set aside disclosure and the order in which items
should be presented:

Capital
Improvements

Set Aside Reserve Balance June 30, 20X1 $0
Current Year Set Aside Requirement 500,000
Contributions in Excess of the Current Fiscal Year Set

Aside Requirement 0
Current Year Qualifying Expenditures (50,000)
Excess Qualified Expenditures from Prior Years 0
Current Year Offsets (100,000)
Waiver Granted by the Department of Education

Prior Year Offset from Bond Proceeds (350,000)
Total $0
Balance Carried Forward to Fiscal Year 20X2 0
Set Aside Reserve Balance June 30, 20X2 $0

Excess qualified expenditures for capital improvements do not carry forward.

The amount presented for Prior Year Offset from Bond Proceeds is limited to an amount
needed to reduce the reserve for capital improvements to $0. The school district is
responsible for tracking the amount of the bond proceeds that may be used as an offset in
future periods.

In determining how the government ensures | What control procedures address the | W/P
compliance, consider the following: compliance requirement? Ref.

e Policies and Procedures Manuals

o Knowledge and Training of personnel
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e Tickler Files/Checklists

e Presence of an effective accounting
system

e Legislative and Management Monitoring

e Management’s identification of changes
in laws and regulations

e Management’s communication of
changes in laws and regulations to
employees

Suggested Audit Procedures - Compliance (Substantive) Tests:

Special programs for auditing these reserves immediately follow. If the school district has not
elected to follow the pre-July 1, 2001 base calculation, use Audit Programs A and B. If the
school district has elected to follow the pre-July 1, 2001 base calculation, use Audit Programs D
and E.

Audit implications (adequacy of the system and controls, and the direct and material effects
of non-compliance, effects on the audit opinions and/or footnote disclosures, significant
deficiencies/material weaknesses, and management letter comments):
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Audit Program — A

AUDITING THE CAPITAL IMPROVEMENTS AND MAINTENANCE RESERVE

If the school district elected to apply the pre-July 1, 2001 base calculation,
use Audit Program B.

Done
By or Date X-

Procedure for Consideration N/A Com Ref
Testing note accuracy’ I

Obtain the school district’s draft set aside note and supporting
documentation.

Foot and crossfoot the note

Foot and crossfoot the client’s underlying calculations (if any).

Trace beginning of the year balance to prior audited financial
statements or working papers.

Test the annual reserve calculation by multiplying the percentage®
by the “formula amount®®" and multiplying the result by the school
district’s “student population®”. The preceding year’s “formula
amount” and “student population” should be wused for this
calculation:

[(% x Formula Amount) x Student Population]

This information is available for each school district and joint

vocational school district on the Ohio Department of Education’s

website:
http://www.ode.state.oh.us/GD/Templates/Pages/ODE/ODE
Primary.aspx?Page=2&TopiclD=990&TopicRelationID=1353

Vouch selected qualifying®® expenditures charged to the Reserve
during the year for compliance with Ohio Admin Code § 3301-92-02

(G):

Allowable: acquisition price; direct materials; labor and overhead for
a qualifying project; project professional fees; site prep;
demolition\removal of existing assets; freight and handling; capital
lease principal.

Unallowable: expenditures not for acquisition, replacement,
enhancement, maintenance and repair of permanent improvements
(property, asset, or improvements with a useful life of 5 years or
more).

Trace “offsets” *° to appropriate documentation supporting the

client’s calculations and assertions and to and from the current
year’s working papers (excess offsets do not carry forward):

“2 The percentage is set at 3% by statute, though the Auditor of State has been given some discretion to
establish alternate percentages. As of the date of this document, no alternative percentage has been
established.

Page 53


http://www.ode.state.oh.us/GD/Templates/Pages/ODE/ODEPrimary.aspx?Page=2&TopicID=990&TopicRelationID=1353
http://www.ode.state.oh.us/GD/Templates/Pages/ODE/ODEPrimary.aspx?Page=2&TopicID=990&TopicRelationID=1353

2012 Ohio Compliance Supplement Budgetary and Certain Related Requirements

Audit Program — A
AUDITING THE CAPITAL IMPROVEMENTS AND MAINTENANCE RESERVE

a. | Permanent improvement levy authorized by Ohio Rev. Code
85705.21 to the extent the proceeds are restricted by the school
district Board to expenditure for the acquisition, replacement,
enhancement, maintenance, or repair of permanent improvements*.

b. | Proceeds of securities whose use is restricted to expenditures for the
acquisition, replacement, enhancement, maintenance, or repair of
permanent improvements.**

c. | Insurance proceeds received as a result of the damage to or theft or
destruction of a permanent improvement to the extent a Board of
Education places the proceeds in a separate fund for the acquisition,
replacement, enhancement, maintenance, or repair of permanent
improvements.

d. | Proceeds received from the sale of a permanent improvement to the
extent the proceeds are paid into a separate fund for the construction
or acquisition of permanent improvements.

e. | Proceeds received from a tax levy authorized by Ohio Rev. Code
83318.06 to the extent the proceeds are available to be used for the
maintenance of capital facilities. (Classroom facilities fund 034)*.

f. | Proceeds of certificates of participation issued as a part of a lease-
purchase agreement entered into under Ohio Rev. Code Section
3313.375.

g. | Proceeds received from the sale of a permanent improvement to the
extent the proceeds are paid into a separate fund for the construction
or acquisition of permanent improvements.

securities (tax anticipation notes) issued in anticipation of a permanent improvement levy are an offset in
the year of sale. The excess proceeds may be used in future years as an offset up to the amount of the levy
proceeds received in that year for repayment (see AOS Bulletin 98-014, Question 15). If the school district
uses bond proceeds or bond expenditures to reduce the reserve requirement, the bond proceeds or
expenditures should be identified separately from offsets and qualified expenditures in the set aside
footnote presentation. For example, a school district might use the captions “Unused Bond Proceeds for
Classroom Facilities” or “Expenditure of Bond Proceeds for Classroom Facilities.” Additionally, the
amount presented for unused bond proceeds or expenditure of bond proceeds in the footnote calculation
should be limited to the amount needed to bring the reserve to a zero balance after qualified expenditures

issue each year.

“ Actual capital expenditures from bond or note proceeds - OR - the proceeds from the related permanent
improvement levy or other levy to pay the debt - may be carried forward to offset future years’ capital

Do not count both the expenditures and the debt or levy proceeds. Capital expenditures from grant
proceeds are excluded from qualifying expenditures for purposes of calculating the reserve.

*® The annual tax levy proceeds of the annual set aside requirements do not accumulate and/or carryover as
an offset in future years.
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h. | Proceeds of any school district income tax levied under Ohio Rev.
Code Chapter 5748 to the extent the proceeds are available for the
acquisition, replacement, enhancement, maintenance, or repair of
permanent improvements.
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Audit Program — A
AUDITING THE CAPITAL IMPROVEMENTS AND MAINTENANCE RESERVE

i. | Money transferred from the general fund (USAS 001) to the
permanent improvement fund (USAS 003) is an offset for the
current year. If the amount transferred is returned to the general
fund, the set aside reserve should be recalculated, taking into
account the amount of the transfers returned to the general fund.
The amounts transferred required a court order. This should be
reported as a change in the set aside for the current year and not
a restatement.

j. | Other revenue sources identified by the Auditor of State, in
consultation with the Department of Education, in rules adopted by
the Auditor of State*°.

6. Read any other information included in the report (e.g., the
introductory and statistical sections of a CAFR), and determine
whether it is consistent with the note. If the information is
materially inconsistent or misstated, consult with Accounting &
Auditing Support if the client refuses to make necessary changes.

7. Prepare a brief narrative for the working papers that describes the
nature, timing, and extent of our tests of the note.

“® As of the date of this audit program, the AOS has identified no such revenues.
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Audit Program D%
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Audit Program — B

AUDITING THE CAPITAL IMPROVEMENTS AND MAINTENANCE RESERVE

Use this audit program if the school district has elected to apply the pre-July 1, 2001 base

calculation as discussed in Ohio Compliance Supplement section 1-12

Rev. Code § 3317.022(A) [non-vocational schools] or §3317.06
[vocational schools]) to the client’s calculations and to and from the
prior year’s working papers or other acceptable documentation:

Done
Step By or Date
No. Procedure for Consideration N/A Com X-Ref
1. | Testing note accuracy. *
a. | Obtain set school district’s draft aside note and supporting
documentation.
b. | Foot and crossfoot the note.
c. | Foot and crossfoot the client’s underlying calculations, including the
current year required set-aside percentage (3%) times the base.
2. Trace beginning of the year balance to prior audited financial
statements or working papers.
3. Trace cash-basis property tax revenue (Ohio Rev. Code Chapter
5705 amounts) to the client’s calculations and to and from the prior
year’s working papers (determine that all audit adjustments and
reclassification entries which the auditee agreed to post are properly
reflected in the papers) or other acceptable documentation, such as
County Auditor Tax Settlement sheets:
a. | General fund property tax amounts
b. | Emergency levy fund property tax amounts
c. | Operating revenue from a multi-purpose property tax levy
d. | Inside millage allocated to a capital projects fund
e. | Property tax receipts allocated to a debt service fund for general fund
tax and revenue anticipation debt
f. | Payments received in lieu of property taxes
g. | Proceeds from the sale of delinquent property tax liens
4. Trace cash-basis income tax revenue (Ohio Rev. Code Chapter 5748
amounts) to the client’s calculations and to and from the prior year’s
working papers or other acceptable documentation, such as State
remittance advices:
a. | General fund income tax amounts
b. | Income tax receipts allocated to a debt service fund for general fund
tax and revenue anticipation debt
c. | School district’s share of city income tax based upon a development
agreement
5. | Trace cash-basis formula aid (school foundation) revenue (Ohio -
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Audit Program — B
AUDITING THE CAPITAL IMPROVEMENTS AND MAINTENANCE RESERVE

a. | This information is available for each school district and joint
vocational school district on the Ohio Department of Education’s
website:
http://www.ode.state.oh.us/GD/Templates/Pages/ODE/ODEPrimary.
aspx?page=2&TopicRelation]D=990%20

b. | For “guarantee” school districts, use the amount from line 19 on the
fiscal year 6/30/05 Form SF3 (formerly SF-12)>°.

6. Vouch selected expenditures charged to the Reserve during the year
for compliance with Ohio Admin Code § 3301-92-02 (G):

a. | Allowable: acquisition price; direct materials; labor and overhead for
a qualifying project; project professional fees; site prep;
demolition\removal of existing assets; freight and handling; capital
lease principal.

b. | Unallowable: expenditures not for acquisition, replacement,
enhancement, maintenance and repair of permanent improvements
(property, asset, or improvements with a useful life of 5 years or
more).

7. Trace “offsets””® to appropriate documentation supporting the

client’s calculations and assertions and to and from the current
year’s working papers:

a. | Permanent improvement levy authorized by Ohio Rev. Code
85705.21 to the extent the proceeds are restricted by the school
district Board to expenditure for the acquisition, replacement,
enhancement, maintenance, or repair of permanent improvements.*

b. | Proceeds of securities whose use is restricted to expenditures for the
acquisition, replacement, enhancement, maintenance, or repair of
permanent improvements. **

c. | Insurance proceeds received as a result of the damage to or theft or
destruction of a permanent improvement to the extent a Board of
Education places the proceeds in a separate fund for the acquisition,
replacement, enhancement, maintenance, or repair of permanent
improvements

d. | Proceeds received from the sale of a permanent improvement to the
extent the proceeds are paid into a separate fund for the construction
or acquisition of permanent improvements

e. | Proceeds received from a tax levy authorized by Ohio Rev. Code
83318.06 to the extent the proceeds are available to be used for the
maintenance of capital facilities. (Classroom facilities)

f. | Proceeds of certificates of participation issued as a part of a lease-
purchase agreement entered into under Ohio Rev. Code Section
3313.375.

*® This amount is included in a separate column on ODE’s web site.
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Audit Program — B
AUDITING THE CAPITAL IMPROVEMENTS AND MAINTENANCE RESERVE

g. | Proceeds received from the sale of a permanent improvement to the
extent the proceeds are paid into a separate fund for the construction
or acquisition of permanent improvements.

h. | Proceeds of any school district income tax levied under Ohio Rev.
Code Chapter 5748 to the extent the proceeds are available for the
acquisition, replacement, enhancement, maintenance, or repair of
permanent improvements.

i. | Money transferred from the general fund (USAS 001) to the
permanent improvement fund (USAS 003) is an offset for the
current year. If the amount transferred is returned to the general
fund, the set aside reserve should be recalculated, taking into
account the amount of the transfers returned to the general fund.
The amounts transferred required a court order. This should be
reported as a change in the set aside for the current year and not
a restatement.

j. | Other revenue source identified by the Auditor of State, in
consultation with the Department of Education, in rules adopted by
the Auditor of State.”

8. Read any other information included in the report (e.g., the
introductory and statistical sections of a CAFR), and determine
whether it is consistent with the note. If the information is
materially inconsistent or misstated, consult with the Center for
Audit Excellence if the client refuses to make necessary changes.

9. Prepare a brief narrative for the working papers that describes the
nature, timing, and extent of our tests of the note.

°1 As of the date of this issuance, the AOS has identified no such revenues.
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Section C: Additional Public Library Requirements

1-13 Compliance Requirements: Ohio Rev. Code Section 5705.23 - Special levy for library
purposes; submission to electors.

Summary of Requirements: The board of library trustees of any county, municipal corporation,
school district, or township public library by a vote of two-thirds of all its members may pass a
resolution indicating a desire to raise taxes outside the ten-mill limitation. The resolution declares
it necessary to levy a tax for either current expenses of the library or for the construction of any
specific permanent improvement or class of improvement which the board of library trustees is
authorized to make or acquire and which could be included in a single bond issue.

The question of this additional tax levy is to be submitted by the taxing authority of the political
subdivision to whose jurisdiction the board is subject, to the electors of the subdivision or, if the
resolution so states, to the electors residing within the boundaries of the library district.

The tax levy may be in effect for any specified number of years or for a continuing period of
time, as set forth in the resolution.

The library may borrow up to 50% of the total estimated proceeds of a current expense levy to be
collected during the first year of the levy.

The Library may issue Anticipation Notes in an amount not to exceed 50% of the total estimated
proceeds of the levy for permanent improvements to be collected in each year over the period of
ten years after the issuance of such notes.

In determining how the government ensures | What control procedures address the | W/P
compliance, consider the following: compliance requirement? Ref.

e Policies and Procedures Manuals

¢ Knowledge and Training of personnel

e Tickler Files/Checklists

o Legislative and Management Monitoring

o Effectiveness of Oversight Government’s
Monitoring

e Management’s identification of changes
in laws and regulations

e Management’s communication of
changes in laws and regulations to
employees

Suggested Audit Procedures - Compliance (Substantive) Tests:

Trace resolutions to the minutes, noting that they were passed by at least two-thirds of all board
members.
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Obtain a copy of the taxing authority's resolution(s) and agree it to the resolution(s) certified to it
by the library trustees.

Vouch a representative selection of expenditures made with tax levy proceeds and determine that
the proceeds were being used for the purpose(s) stated in the resolution(s).

If the library issued anticipation notes, compare the proceeds from the notes to the total
anticipated proceeds of the levy. The note proceeds should not exceed 50% of the levy.

Audit implications (adequacy of the system and controls, and the direct and material effects
of non-compliance, effects on the audit opinions and/or footnote disclosures, significant
deficiencies/material weaknesses, and management letter comments):
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Section D: Generic Requirements for Revenues, Funds, and Transfers

1-14 Compliance Requirements: Ohio Rev. Code Sections 5705.02, 5705.07 and 5705.18 and
Avrticle XII, Section 2 of the Constitution of the State of Ohio - Ten mill limitation. (These tests
apply only to years in which inside or outside millage increases. That is, you need not test this
requirement for years in which there have been no new levies as long as there is documentation in
the permanent file of voter approval for all outside millage.)

Summary of Requirements: Generally, the aggregate amount of taxes that may be levied on
any taxable property in any one year is not to exceed ten mills on each dollar of tax valuation.
(Charter governments may use a different limit authorized in their charter.) This limitation is
known as the ten mill limitation, or inside millage. The ten mill limitation may only be exceeded
(a) by a vote of the people, or (b) by a charter that provides for a higher limitation which may be
levied without a vote of the people.

POSSIBLE NONCOMPLIANCE RISK FACTORS:

Note: In assessing the risk of noncompliance, auditors should consider whether the
government has obtained bond counsel for recent debt issuances. Typically, bond counsel
will evaluate (and possibly opine) on a government’s compliance with the ten-mill limitation
laws. A recent opinion or evaluation by bond counsel (especially during or near the current
audit period) may lower the risk of noncompliance.

However, governments that can issue general obligation bonds without a vote of the people
may be at a greater risk for noncompliance if they are already nearing the ten-mill
limitation. For example, assume a subdivision within a county is at 90% of the ten-mill
limitation and the county auditor subsequently reappraises and lowers property values
within the subdivision by 11%. The reappraisal would cause the subdivision to exceed the
ten-mill limitation.

In determining how the government ensures | What control procedures address the | W/P
compliance, consider the following: compliance requirement? Ref.

e Policies and Procedures Manuals

e Knowledge and Training of personnel

e Tickler Files/Checklists

e Legislative and Management Monitoring

e Effectiveness of County Budget
Commission's/County Auditor's
Monitoring

e Management’s identification of changes
in laws and regulations

e Management’s communication of
changes in laws and regulations to
employees
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Suggested Audit Procedures - Compliance (Substantive) Tests:
Inspect the tax budget for the year and determine if the ten mill limitation was exceeded.

If the ten mill limitation was exceeded, inspect the document entitled Resolution Accepting
Amounts and Rates as Determined by the Budget Commission and Authorizing the Necessary Tax
Levies and Certifying Them to the County Auditor, indicating outside millage was authorized by a
vote of the people or was authorized by appropriate charter provisions. Secure copies for the
permanent files, if appropriate. (These tests apply only to years in which inside or outside
millage increases. That is, you need not test this requirement for years in which there have been
no new levies as long as there is documentation in the permanent file of voter approval for all
outside millage.)

Audit implications (adequacy of the system and controls, and the direct and material effects
of non-compliance, effects on the audit opinions and/or footnote disclosures, significant
deficiencies/material weaknesses, and management letter comments):
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1-15 Compliance Requirement: Ohio Rev. Code Section 5705.09 Establishing funds.
Summary of Requirements: Each subdivision must establish the following funds:

> General fund;

» Sinking fund whenever the subdivision has outstanding bonds other than serial bonds;

> Bond retirement fund, for the retirement of serial bonds, notes, or certificates of
indebtedness;

» A special fund for each special levy;
» A special bond fund for each bond issue;

» A special fund for each class of revenues derived from a source other than the general
property tax, which the law requires to be used for a particular purpose;

» A special fund for each public utility operated by a subdivision;

» A trust fund for any amount received by a subdivision in trust.

In determining how the government ensures | What control procedures address the | W/P
compliance, consider the following: compliance requirement? Ref.

e Policies and Procedures Manuals

e Knowledge and Training of personnel

e Presence of Effective Accounting System
e Tickler Files/Checklists

e Legislative and Management Monitoring
e Periodic Reviews of Fund Ledgers

e Management’s identification of changes
in laws and regulations

e Management’s communication of
changes in laws and regulations to
employees

Suggested Audit Procedures - Compliance (Substantive) Tests:

Compare funds on the subdivision’s chart of accounts with funds that existed in the prior audit
period. For any new funds, apply the following steps:

e Inspect authority (e.g., board resolution) to establish the fund.
0 Note: The legislative body of a local government may always specify, for
management purposes, how they want specific resources spent. Absent any
statutory restrictions on such resources, an internal purpose restriction does not
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justify the creation of a separate fund. New funds must be created based on the
guidelines in AOS Bulletin 1999-006.

e If a fund is not authorized under Ohio Rev. Code Section 5705.09 or another Ohio Rev.
Code section and the entity did not receive Auditor of State approval to establish the
fund, propose the necessary findings for adjustment to remove the unauthorized fund(s)
and place the activity in the General Fund or other appropriate fund. (We will not apply
this retroactively to funds existing from prior audit periods.)

Note: Establishing funds required in this ORC Section does not require AOS approval.

Audit implications (adequacy of the system and controls, and the direct and material effects
of non-compliance, effects on the audit opinions and/or footnote disclosures, significant
deficiencies/material weaknesses, and management letter comments):
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1-16 Compliance Requirement: Ohio Rev. Code Sections 5705.05-.06, 5705.10, 5705.14(E),
5731.48, and 3315.20(A). Distributing revenue derived from tax levies, proceeds from sale of
bond issue, proceeds from sale of permanent improvement, and depositing estate taxes into the
general fund

Summary of Requirements:

» All revenue derived from the following must be paid into the general fund [R.C. § 5705.10,
unless otherwise indicated below]:

the general levy for current expense within the ten mill limitation,
any general levy for current expense authorized by vote in excess of the ten mill
limitation, and from

0 HB-458 precludes Counties are precluded from using general levy revenue for
current expenses for the construction, reconstruction, resurfacing, and repair of

roads and bridges. [ORC 5705.05 & .06]. Effective-forfiscalyear2009; Other
entities (except counties) may transfer general levy revenue for current expenses
to Road and Bridge Funds via a resolution passed by a simple majority of the
governing authority [ORC 5705.14(E)] or may pay for these expenses directly
from the General Fund [ORC 5705.05 & .06].%*
sources other than the general property tax, unless its use for a particular purpose is
prescribed by law (see the circumstances requiring a separate fund in the preceding OCS

Step)

Estate taxes received by a township or municipal corporation under R.C. § 5731.48
0 Exceptions:

Villages: (A)(2) To the general revenue fund of a village or to the board
of education of a village, for school purposes, as the village council by
resolution may approve;

Townships: (A)(3) To the general revenue fund or to the board of
education of the school district of which the township is a part, for school
purposes, as the board of township trustees by resolution may approve, in
the case of a township.

Municipal Corporations: (D) If a municipal corporation is in default
with respect to the principal or interest of any outstanding notes or
bonds, one half of the [estate] taxes distributed under this section shall be
credited to the sinking or bond retirement fund of the municipal
corporation, and the residue shall be credited to the general revenue fund.

» All revenue derived from general or special levies for debt charges which is levied for the
debt charges on serial bonds, notes, or certificates of indebtedness having a life less than five
years, must be paid into the bond retirement fund. All such revenue which is levied for the
debt charges on all other bonds, notes, or certificates of indebtedness is to be paid into the
sinking fund [R.C. § 5705.10(B)].

» All revenue derived from a special levy is to be credited to a special fund for the purpose for
which the levy was made [R.C. § 5705.10(C)].>

%2 1B 530 permits Townships receiving distributions from the Gasoline Excise Tax Fund in the state

5531.10 and 5735.27)
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» All revenue derived from a source other than the general property tax and which the law
prescribes, shall be used for a particular purpose is to be paid into a special fund (see step 1-
15 for a listing of possible “special” funds) for such purpose [R.C. § 5705.10].

» All proceeds from the sale of public obligations or fractionalized interests in public
obligations as defined in Ohio Rev. Code Section 133.01, except premium and accrued
interest, are to be paid into a special fund for the purpose of such issue. Any interest earned
on money in the special fund may be used for the purposes for which the indebtedness was
authorized, or may be credited and used for an authorized fund or account. [R.C. § 5705.10]

» The premium and accrued interest received from the sale of public obligations or
fractionalized interests in public obligations as defined in Ohio Rev. Code section 133.01 is
to be paid into the subdivision's sinking fund or the bond retirement fund [R.C. §
5705.10(E)].

Note: We wish to emphasize to governments and to their auditors the importance of
complying with this. We have seen recent instances where investors desire interest
payments exceeding market rates. They are willing to exchange the necessary up-
front payment (premium) to obtain these returns in the future. When this occurs,
debt proceeds will include the premium, which may be a substantial amount. If the
debt is restricted for a capital project (for example), governments should not deposit
the premium into _a capital project fund. Instead, RC 5705.10(E) prudently requires
governments to deposit the premium_in a sinking / bond retirement / debt service
fund, to set aside amounts for the above-market interest payable over the debt's
duration.

Depositing premiums_(or_accrued interest) into a fund other than the sinking / bond

retirement would violate the requirements_above, and be subject to a finding for
adjustment.

» If a permanent improvement of the subdivision is sold, the amount received from it shall be
paid into the sinking fund, the bond retirement fund, or into a special fund for the
construction or acquisition of permanent improvements [R.C. § 5705.10(F)].>® However,
after a county home has been closed as provided by section 5155.31 of the Revised Code, the
board of county commissioners may sell or lease any part of the county home farm, and all
receipts from such sales or leases shall be paid to the county treasurer and credited to the
general county fund, and shall be subject to appropriation for such purposes as the board
decides [R.C. § 5155.33].

townships, with a population greater than 15,000, having used township tax increment financing (TIF) for
real property in the township according to the most recent federal decennial census. These townships may
pay proceeds from the sale of a permanent improvement of the township into its general fund if both of the
following conditions are satisfied:

e The Township fiscal officer determines that all foreseeable “public infrastructure improvements”
to be made in the township in the 10 years immediately following the date the permanent
improvement is sold will have been financed through township TIF on or before the date of the
sale. Written certification of this determination must be made part of the township’s records.

e The permanent improvement being sold was financed entirely from moneys in the township’s
general fund.
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» Proceeds from the sale of a public utility are to be paid into the sinking fund or bond
retirement fund to the extent necessary to provide for the retirement of the outstanding
indebtedness incurred in the construction or acquisition of such utility [R.C. 8§ 5705.10(F)].

» Proceeds from the sale of property other than a permanent improvement are to be paid into
the fund from which such property was acquired or is maintained, or if there is no such fund,
into the general fund [R.C. 8 5705.10(F)].

Money paid into a fund must be used only for the purposes for which such fund has been
established. As a result, a negative fund cash balance* indicates that money from one fund was
used to cover the expenses of another fund [R.C. § 5705.10(H)]. However, Ohio Rev. Code
section 3315.20 provides an allowable exception for school districts. A school district may have
a deficit in any special fund (see step 1-15 for a listing of possible “special” funds) of the school
district, but only if all of the following conditions are satisfied:

0 The school district has a request for payment pending with the state sufficient to
cover the amount of the deficit [R.C. § 3315.20(A)]

0 There is a reasonable likelihood that the payment will be made [R.C. §
3315.20(A)]

0 The unspent and unencumbered balance in the school district’s general fund is
greater than the aggregate of deficit amounts in all of the school district’s special
funds. [R.C. § 3315.20(B)]

Although the ARRA - State Fiscal Stabilization Fund — Education Stabilization Fund (SFSF) is

section 3315.20 also apply to SFSF and Ed Jobs. Additionally, AOS believes it is illogical to
cite 5705.36 when a school district’s actual available resources fall below annual appropriations if

all exceptions from ORC 3315.20 above are met.

In determining how the government ensures | What control procedures address the | W/P
compliance, consider the following: compliance requirement? Ref.

e Policies and Procedures Manuals
e Knowledge and Training of personnel
e Presence of Effective Accounting System

e Periodic Reviews/Comparisons of
Budgeted and Actual Revenues

e Independent Inspection/Comparison of
Revenues to Source Documents

e Tickler Files/Checklists

* There is no legal authority addressing whether encumbrances are to be included when analyzing fund
balances. R.C. 5705.10 does not explicitly prohibit an entity from having a negative fund balance. Instead,
we cite to R.C. 5705.10 because restricted funds were used for other purposes. Therefore, do not include
encumbrances when analyzing compliance with R.C. 5705.10.
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e Legislative and Management Monitoring

¢ Management’s identification of changes
in laws and regulations

e Management’s communication of
changes in laws and regulations to
employees

Suggested Audit Procedures - Compliance (Substantive) Tests:

Trace a representative number of receipts from tax levies, bond issues, and sales of permanent
improvements, to the funds. Note: Because recording receipts to an incorrect opinion unit is a
misstatement, auditors should test these transactions to the extent required to reasonably assure
there was no material misstatement. Also, auditors should consider reporting noncompliance for
misposting to incorrect funds (rather than opinion units) as described in the Finding for
Adjustment guidance in the Ohio Compliance Supplement Introduction.

Trace selected estate tax proceeds to the credit of the municipality’s or township’s general fund.
If in default on bonds or notes, municipalities should apportion 50% of the net proceeds each to
the debt service and general funds.

Trace significant interest earned on bond proceeds to the credit of (1) a fund used for purposes for
which the debt was authorized, or (2) the general fund. [Section 5705.10(E)] (Note: Proceeds
exclude accrued interest and premiums, which the entity must credit to the sinking or bond
retirement fund.) Also note that this interest may be subject to Federal arbitrage regulations—
AOS staff should refer to the arbitrage procedures in the specimen debt audit program.

Inspect accounting ledgers or month end reports as of fiscal year end and for selected periods
during the year. Determine whether significant negative fund balances existed.

Note: When a fund ends the year with negative cash, it is inappropriate to present an
“advance” on the budgetary statement to eliminate the negative cash fund balance. Even
though, in substance, the government has made an advance, it is not acceptable to
“hide” noncompliance by creating an advance not properly authorized by the
government. However, a government should post an interfund receivable and payable to
eliminate the negative cash balance on the GAAP financial statements. The government
should select the fund to report the receivable.

If negative fund balances are identified for a school district, determine whether the school district
met the allowable exception conditions above by:

= Inspecting the school district’s Project Cash Request (PCR) forms. In most cases, these
forms will be available for viewing online in ODE’s Comprehensive Continuous
Improvement Plan (CCIP) application at
https://ccip.ode.state.oh.us/default.aspx?ccipSessionKey=634588550645675891.

= Computing the unspent and unencumbered balance in the school district’s general fund
and vouching whether it is greater than the aggregate of deficit amounts in all of the
school district’s special funds.

| Audit implications (adequacy of the system and controls, and the direct and material effects |
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of non-compliance, effects on the audit opinions and/or footnote disclosures, significant
deficiencies/material weaknesses, and management letter comments):
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1-17 Compliance Requirement: Ohio Rev. Code Section 5705.12 Permission to establish
funds.

Summary of Requirement: Taxing authorities should establish the funds described in Ohio
Rev. Code Sections 5705.09, 5705.121, 5705.13, 5705.131, 5709.43, 5709.75, and 5709.80 when
applicable. Establishing these funds (or other funds statutes mandate) does not require Auditor of
State authorization.

However, should a taxing authority desire to establish other funds not authorized in the ORC,
they must obtain approval of the Auditor of State. The subdivision may provide by ordinance or
resolution that money derived from special sources other than the general property tax shall be
paid directly into such funds.

It is necessary to request the Auditor of State’s permission to establish any fund not specifically
authorized by statute or when the purpose of the fund is not identified in the Ohio Rev. Code,
such as (but not limited to) 85705.09 (A) - (H). Situations requiring Auditor of State approval
include:
e When management wishes to create a new fund in order to capture additional financial
information about a specific source of revenue or a specific activity;
o When the fund will account for restricted gifts or bequests that will not be held in trust;
and
e When management wants to impose internal restrictions on the use of otherwise
unrestricted resources.

In some circumstances, the AOS deems the use of additional funds unnecessary and will not
approve the request. See AOS Bulletin 99-006 for additional information.

In determining how the government ensures | What control procedures address the | W/P
compliance, consider the following: compliance requirement? Ref.

e Policies and Procedures Manuals

e Knowledge and Training of personnel

e Presence of Effective Accounting System
e Periodic Reviews of Fund Ledgers

e Tickler Files/Checklists

o Legislative and Management Monitoring

¢ Management’s identification of changes
in laws and regulations

e Management’s communication of
changes in laws and regulations to
employees

Suggested Audit Procedures - Compliance (Substantive) Tests:

If there is evidence new funds were established during the audit period, trace funds'
establishments to the minutes. Determine code section under which established.
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If not established under State statute, inspect Auditor of State approval letters for funds created
during the current audit period.

(As noted in step 1-17, if a fund is not authorized under Ohio Rev. Code Section 5705.09 or
another Ohio Rev. Code section and the entity did not receive Auditor of State approval to
establish the fund, propose the necessary findings for adjustment to remove the unauthorized
fund(s) and place the activity in the General Fund or other appropriate fund. (We will not apply
this retroactively to funds existing from prior audit periods.))

Read ordinances and resolutions regarding how monies derived from special sources are to be
used. Trace a representative number of receipts into the funds or accounts required by the
ordinances or resolutions.

Audit implications (adequacy of the system and controls, and the direct and material effects
of non-compliance, effects on the audit opinions and/or footnote disclosures, significant
deficiencies/material weaknesses, and management letter comments):
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Revised: HB 153, 129" GA
Effective: 9/29/11

1-18 Compliance Requirements: Ohio Rev. Code Sections 5705.05-.06, 5705.14, 5705.15, and
5705.16 Transfer of funds (Refer to Appendix A to Chapter 1 for a more detailed discussion on
what constitutes a ““transfer’” under Ohio Rev. Code Sections 5705.14 - .16.)

Summary of Requirements: No transfer can be made from one fund of a subdivision to any
other fund, except as follows:>

» The unexpended balance in a bond fund [i.e. a capital project fund financed with bond
proceeds] that is no longer needed for the purpose for which such fund was created shall be
transferred to the sinking fund or bond retirement fund from which such bonds are payable.
[R.C. 8 5705.14(A)]

» The unexpended balance in any specific permanent improvement fund, other than a bond
fund, after the payment of all obligations incurred in the acquisition of such improvement,
shall be transferred to the sinking fund or bond retirement fund of the subdivision. However,
if such money is not required to meet the obligations payable from such funds, it may be
transferred to a special fund for the acquisition of permanent improvements, or, with the
approval of the court of common pleas of the county in which such subdivision is located, to
the general fund of the subdivision. [R.C. § 5705.14(B)]

» TExcept as provided below, the unexpended balance in the sinking fund or bond retirement
fund of a subdivision, after all indebtedness, interest, and other obligations for the payment of
which such fund exists have been paid and retired, shall be transferred, in the case of the
sinking fund, to the bond retirement fund, and in the case of the bond retirement fund, to the
sinking fund. However, if the transfer is impossible by reason of the nonexistence of the fund
to receive the transfer, the unexpended balance may be transferred to any other fund of the
subdivision with the approval of the court of common pleas of the county in which such
division is located. [R.C. § 5705.14(C)(1)]

e Money in a bond fund or bond retirement fund of a city, local, exempted village,
cooperative education, or joint vocational school district may be transferred to a
specific _permanent improvement fund provided that the county budget
commission of the county in which the school district is located approves the
transfer upon its determination that the money transferred will not be required to
meet the obligations payable from the bond fund or bond retirement fund. In
arriving at such a determination, the county budget commission shall consider the
balance of the bond fund or bond retirement fund, the outstanding obligations
payable from the fund, and the sources and timing of the fund's revenue. [R.C. §
5705.14(C)(2)]

» The unexpended balance in any special fund, other than an improvement fund, may be
transferred to the general fund or to the sinking fund or bond retirement fund after the
termination of the activity, service, or other undertaking for which such special fund existed,

® GASB 2300.120 (and therefore OCBOA presentations) requires certain disclosures regarding the
amounts and purposes of transfers in the notes to the financial statements.
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but only after the payment of all obligations incurred and payable from such special fund.
[R.C. 8 5705.14(D)]

» Money may be transferred from the general fund to any other fund of the subdivision [R.C. §
5705.14(E)]. Note: OAG Opinion 89-075 requires a governing board resolution passed by a
simple majority of the board members to transfer funds.*

o However, revenue derived from a general levy for current expenses should not be
used to pay debt charges [ORC 5705.05, 1981 Op. Atty Gen. No. 81-035].
Therefore, auditors should be alert for transfers from the General Fund to a Debt
Service Fund, or other fund, to retire debt. Governments must be able to support
that such transfers were made without the use of revenue derived from inside
millage. Generally, revenues derived from all other sources in the General Fund
may be used to retire debt.

o HB-458 precludes Counties are precluded from transferring general levy revenue
for current expenses to other county funds for the construction, reconstruction,

resurfacing, and repair of roads and bridges. [ORC 5705.05 & .06]. Effectivefor
fiscalyear—2009—Other entities (except counties) may transfer general levy
revenue for current expenses to Road and Bridge Funds via a resolution passed
by a simple majority of the governing authority [ORC 5705.14(E)].**

» Moneys retained by a county in accordance with Ohio Rev. Code Section 4501.04 (auto
registration distribution fund), or in accordance with Ohio Rev. Code Section 5735.27
(gasoline excise tax fund), may be transferred from the fund into which they were deposited
to the sinking fund or bond retirement fund from which any principal, interest, or charges for
which such moneys may be used is payable. [R.C. § 5705.14(F)]

» Moneys retained or received by a municipal corporation under Ohio Rev. Code Section
4501.04 (motor vehicle license tax), or division (A) (1) or (2) of Ohio Rev. Code Section
5735.27 (motor vehicle fuel excise taxes), may be transferred from the fund into which they
were deposited to the sinking fund or bond retirement fund from which any principal,
interest, or charges for which such moneys may be used is payable. [R.C. § 5705.14(G)]

» After payment of the expenses of conducting and managing the water works, any surplus of a
municipal corporation’s water fund may be applied to the repairs, enlargement, or extension
of the works or of the reservoirs, the payment of the interest of any loan made for their
construction, or for the creation of a sinking fund for the liquidation of the debt. In those
municipal corporations in which water works and sewerage systems are conducted as a single
unit, under one operating management, a sum not to exceed ten per cent of the gross revenue
of the water works for the preceding year may be taken from any surplus remaining after all
of the preceding purposes have been cared for and may be used for the payment of the cost of

% AOS interprets this requirement to mean that a governing board may approve interfund transfers from the
general fund to other funds of the subdivision within its annual appropriation measure provided that the

measure was passed by a simple majority of the board members.
51 a 111 Q alal a 1 a a Q m alal alalal a
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maintenance, operation, and repair of the sewerage system and sewage pumping, treatment,
and disposal works and for the enlargement or replacement thereof. Each year a sum equal to
five per cent of the gross revenue of the preceding year shall be first retained from paid
surplus as a reserve for waterworks purposes. The amount authorized to be levied and
assessed for waterworks purposes shall be applied by the legislative authority to the creation
of the sinking find for payment of any indebtedness incurred for the construction and
extension of water works and for no other purposes; provided, where such municipal
corporation does not operate or maintain a water works or a sewage pumping, treatment, and
disposal works, any or all such surplus may be transferred to the general fund of the
municipal corporation in the manner provided for in sections 5705.15 and 5705.16 of the
Revised Code*®. [RC § 743.05]

» Money may be transferred from the County Developmental Disabilities general fund to the
County Developmental Disabilities capital fund established under Ohio Rev. Code Section
5705.091, or to any other fund created for purposes of the County Board of Developmental
Disabilities so long as it is spent for the particular purpose of the transfer. An unexpended
balance in an account may be transferred back to the County Developmental Disabilities
general fund. Transfers shall be done by resolution of the Board of County Commissioners.
[R.C. 85705.14(H)]

» Money may be transferred from the public assistance fund established under section 5101.161
of the Revised Code to either of the following funds, so long as the money to be transferred
from the public assistance fund may be spent for the purposes for which money in the
receiving fund may be used [R.C. §5705.14(1)]:

(1) The children services fund established under section 5101.144 of the Revised Code;

(2) The child support enforcement administrative fund established, as authorized under rules
adopted by the director of job and family services, in the county treasury for use by any
county family services agency.

» Money may be transferred among various funds and accounts from which a loss was directly
attributable to allocate insurance and self insurance program costs, including deductibles,
under Ohio Rev. Code sections 2744.08 and 2744.082. If a subdivision makes such an
allocation or requires the payment of deductibles from specific funds or accounts, the
subdivision's fiscal officer, pursuant to an ordinance or resolution of the subdivision's
legislative authority, must transfer amounts equal to those costs or deductibles from the funds
or accounts to the subdivision's general fund if both of the following apply:

(1) the subdivision requests payment from the employee responsible for the funds or accounts
for those costs or deductibles [R.C. 8 2744.082(A)(1), and

(2) the employee receiving the request fails to remit payment within 45 days after the date the
request is received [R.C. § 2744.082(A)(2)].

%8 In other words, if there is an excess in the water works fund and the municipality has its own water works
operation, the excess can only be used for expenses related to the operation, maintenance, or expansion of
the waterworks. Not all municipalities have their own waterworks system. Therefore, some municipalities
may provide water to their residents by obtaining the water from another source. Where this is the case, if
(after satisfying expenses related to furnishing water) there is an excess, the municipality may transfer the
excess to its general fund.
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» Except in the case of transfers from the general fund, transfers can be made only by
resolution of the taxing authority passed with the affirmative vote of two thirds of the
members. Transfers from the general fund require a resolution passed by a simple majority
of the board members (i.e., a two thirds vote is not required for general fund transfers though
a resolution passed by a simple majority is required. A simple majority constitutes a quorum
of greater than 50% of the members.) [RC 5705.14 & .16]

Per 5705.15 & .16: In addition to the transfers listed above, which Ohio Rev. Code Section
5705.14 authorizes, the taxing authority of any political subdivision, with the approval of the
Court of Common Pleas®, may transfer from one fund to another any public funds under its
supervision, except the proceeds or balances of:

e Joans,

e bond issues,

o special levies for the payment of loans or bond issues,

e the proceeds or balances of funds derived from any excise tax levied by law for a

specified purpose, and
o the proceeds or balances of any license fees imposed by law for a specified purpose.

In determining how the government ensures | What control procedures address the | W/P
compliance, consider the following: compliance requirement? Ref.

e Policies and Procedures Manuals

e Periodic Reviews/Comparisons of
Budgeted and Actual Transfers

¢ Independent Inspection/Comparison of
Transfers to Source Documents

e Knowledge and Training of personnel

e Presence of Effective Accounting System
e Tickler Files/Checklists

e Legislative and Management Monitoring

e Management’s identification of changes
in laws and regulations

e Management’s communication of
changes in laws and regulations to
employees

Suggested Audit Procedures - Compliance (Substantive) Tests:

% Under R.C. 5705.16, approval of the Tax Commissioner is also required in certain circumstances.
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and Advances. _Auditors should also_refer to the finding for adjustment guidance in the Ohio
Compliance Supplement Introduction.

Inspect documents authorizing transfers during the audit period and determine that transfers
involving balances described below met the requirements above:

» Unexpended bond balance;

= Permanent improvement balance;
= Bond retirement;

= Special fund;

= Auto registration;

= Resolution;

= Municipal corporation;

= Public assistance;

= Developmental disabilities.

Determine if any material transfers were made from the proceeds or balances of:

= Joans,

= bond issues,

= special levies for the payment of loans or bond issues,

= the proceeds or balances of funds derived from any excise tax levied by law for a
specified purpose, or

= the proceeds or balances of any license fees imposed by law for a specified purpose.

Determine if selected transfers were authorized by vote of the governing board as described
above.

If applicable, determine if selected transfers were authorized by the County Budget Commission,

Audit implications (adequacy of the system and controls, and the direct and material effects
of non-compliance, effects on the audit opinions and/or footnote disclosures, significant
deficiencies/material weaknesses, and management letter comments):
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1-19 Compliance Requirements: Though no statutory provisions directly address inter-fund
advances, the following requirements are in part derived from Ohio Rev. Code Sections: 5705.10
(restriction on the purpose for which funds may be used); 5705.14, 5705.15, and 5705.16
(transfer of funds); 5705.39 (appropriations limited to estimated resources); 5705.41 (restriction
on appropriation/ expenditure of money); and 5705.36 (certification of available revenue).
Auditor of State Bulletin 97-003 sets forth the requirements for inter-fund advances and provides
additional guidance for recording such transactions.

Rev. Code 133.03 and 133.29, and Appendix A of the OCS for additional guidance on legal and
acecounting—requirements applicable to intra-entity borrowing. Ohio Compliance Supplement
Chapter 3, step 6 describes the legal compliance requirements for the issuance and retirement of
manuscript debt.

Summary of Requirements: Inter-fund cash advances may be a desirable method of resolving
cash flow problems without the necessity of incurring additional interest expense for short-term
loans and to provide the necessary "seed" for grants that are allocated on a reimbursement basis.
The intent for cash advances is to require repayment within the current or succeeding year. Inter-
fund cash advances are subject to the following requirements:

» Any advance must be clearly labeled as such, and must be distinguished from a transfer.
Transfers are intended to reallocate money permanently from one fund to another and
may be made only as authorized in Sections 5705.14 to 5705.16 of the Ohio Rev. Code.
Advances, on the other hand, temporarily reallocate cash from one fund to another and
involve an expectation of repayment;

» In order to advance cash from one fund to another, there must be statutory authority to
use the money in the fund advancing the cash (the "creditor" fund) for the same purpose
for which the fund receiving the cash (the "debtor" fund) was established;

» The debtor fund may repay advances from the creditor fund. That is, the AOS would not
deem repaying advances to violate restrictions on use of the debtor’s fund resources; and

» Advances must be approved by a formal resolution of the taxing authority of the
subdivision which must include:
0 A specific statement that the transaction is an advance of cash, and
0 An indication of the money (fund) from which it is expected that repayment will
be made.

» When a fund ends the year with negative cash, it is not appropriate to present an advance
on the budgetary statement to eliminate the negative cash fund balance. Even though, in
substance, the government has made an advance, it is not acceptable to “hide”
noncompliance by creating an advance not properly authorized by the government.
However, the government should post an interfund receivable and payable to eliminate
the negative cash balance on the GAAP financial statements. The government should
select the fund to report the receivable.

Other Budgetary Considerations
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The advances-out (initial loan and repayment) in the creditor (loaning) and debtor (borrowing)
funds do not require appropriation as advances represent temporary allocations of resources.
However, an amended official certificate of estimated resources should be obtained to reflect the
reduced fund balance in the creditor fund and the increased fund balance in the debtor fund.
Creditor fund appropriations must be evaluated based on the reduced estimated resources, and
appropriation reductions may be required. Prior to obligation of advanced funds, the debtor fund
must have sufficient appropriations to cover the anticipated expenditures.

Additionally, when a cash advance is outstanding at the beginning of a fiscal year in which
repayment is expected, an adjustment is required to the total resources available for expenditure
in the creditor and debtor funds. The unencumbered cash balance of the creditor fund must be
increased by the amount of repayment expected during the fiscal year to produce the “carryover
balance available for appropriation.” Similarly, the unencumbered cash balance in the debtor fund
must be reduced by the amount of repayment expected during the fiscal year to produce
“carryover balance available for appropriation.” This adjustment is made on the “certificate of the
total amount from all sources available for expenditures, and balances” filed with the County
Budget Commission pursuant to Section 5705.36 of the Ohio Rev. Code.

Conversion to a Transfer

If, after an advance is made, the taxing authority determines that the transaction should, in fact, be
treated as a transfer (repayment is no longer expected) the following procedures should be
followed retroactively:
» The necessary formal procedures for approval of the transfer should be completed
including, if necessary, approval of the commissioner of tax equalization and of the court
of common pleas (see ORC 5705.14, 5705.15 and 5705.16);
» The transfer should be formally recorded on the records of the subdivision; and
» The entries recording the cash advance should be reversed.

Accounting for Manuscript Debt as an Advance and Interfund Activity

Before a taxing authority sells any securities of the subdivision to others, the taxing authority ma

investment method of accounting for manuscript debt is preferred, we will accept the advance /
interfund _activity method with adequate footnote disclosure (i.e., no_audit adjustments are

manuscript debt as an investment / debt).
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If using the advance / interfund activity method of accounting for manuscript debt, governments

governments should disclose the fund liabilities, including interest rates and repayment schedules,
in their notes.

the legal compliance requirements this section describes above in addition to those OCS step 3-6
describes.

In determining how the government ensures | What control procedures address the | W/P
compliance, consider the following: compliance requirement? Ref.

e Policies and Procedures Manuals
e Knowledge and Training of personnel
e Presence of Effective Accounting System

¢ Independent Inspection/Comparisons of
Advances and Source Documentation

e Tickler Files/Checklists
e Legislative and Management Monitoring

e Management’s identification of changes
in laws and regulations

e Management’s communication of
changes in laws and regulations to
employees

Suggested Audit Procedures - Compliance (Substantive) Tests:

If advance transactions occurred, review authorizing legislation and accounting records.
Determine whether the advance transactions were in amounts and between accounting funds
approved in the authorizing legislation.

Based on knowledge of the entity’s operations and review of levy legislation or other appropriate
documents, determine whether the creditor fund’s purpose was reasonably consistent with the
debtor fund’s purpose.

Determine whether prior period advances are outstanding. If advances have not been repaid
within a reasonable period or within the period specified (if any) in the authorizing legislation,
determine through inquiry of appropriate client officials when the advance will be repaid.

If the client no longer intends for the advance to be repaid or repayment is unlikely, recommend

that the client take appropriate steps to convert the advance to a transfer following the above
procedures.
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If advances have been converted to transfers, determine whether the transfer requirements
summarized in Ohio Compliance Supplement Section 1-18 have been complied with
retroactively.

Audit implications (adequacy of the system and controls, and the direct and material effects
of non-compliance, effects on the audit opinions and/or footnote disclosures, significant
deficiencies/material weaknesses, and management letter comments):
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1-20 Compliance Requirement:

Ohio Rev. Code Section 5705.13(A) - Reserve balance accounts and funds;

Ohio Rev. Code Section 5705.13(B) — A special revenue fund may be established to
accumulate cash for severance payments or salaries when the number of pay periods
exceeds the usual and customary number for a year;

Ohio Rev. Code Section 5705.13(C) — capital projects fund(s) may be established to
accumulate resources to acquire, construct, or improve fixed assets.

» Ohio Rev. Code § 5705.13(A) allows a taxing authority of a subdivision to establish, by
resolution, a reserve balance account® for each of the three following purposes:

1. Budget stabilization: may be created in the general fund or in any special fund used for

operating purposes. The amount reserved in the account in any fiscal year must not
exceed 5% of the fund’s revenue for the preceding fiscal year®. The reserve balance is
excluded from the unencumbered balance when certifying available balances at year-end.
The reserve for budget stabilization may be reduced or eliminated at any time by the
taxing authority.

Self-insurance program: may be created in the general fund or in the internal service fund
established to account for the operation of the program. The amount to be reserved must
be based on actuarial principles and the taxing authority may rescind the reserve balance
account at any time.

Retrospective Ratings Plan for Workers” Compensation®: may be created in the general
fund or in the internal service fund established to account for the program. The amount
to be reserved must be based on actuarial principles and the taxing authority may rescind
the reserve balance account at any time.

» Ohio Rev. Code § 5705.13(B) allows a taxing authority to establish a special revenue fund to
accumulate cash to pay accumulated leave, or for paying salaries when the number of pay
periods exceeds the usual and customary number for a year. This leave includes payments

part of unrestricted net assets.

61

HB 225, effective 3/22/2012, provides that in the case of a reserve balance account of a county or of a

township, the greater of that amount or one-sixth of the expenditures during the preceding fiscal year from
the fund in which the account is established.

2 1B 225, effective 3/22/2012, allows various plans to provide for the payment of claims, assessments
and deductibles. The act allows these payments under a self-insurance program, individual retrospective
ratings plan, group rating plan, group retrospective rating plan, medical only program, deductible plan, or
large deductible plan for workers' compensation.

Page 89



2012 Ohio Compliance Supplement Budgetary and Certain Related Requirements

for accumulated sick leave and vacation leave, or for payments in lieu of taking
compensatory time off, upon the termination of employment or retirement. Money may be
transferred to this fund from any fund from which the termination or salary payments could
lawfully be made. The reserve must be established by resolution or ordinance and the taxing
authority may rescind the fund at any time with the accumulated resources being returned to
the fund from which they came. Amounts accumulated in this fund should be reasonable
based on the taxing authority’s estimated liability for benefits.

» Ohio Rev. Code § 5705.13(C) provides that a taxing authority may create, by resolution, one
or more capital projects funds® to accumulate resources for the acquisition, construction, or
improvement of fixed assets, including motor vehicles. Each fund must be created by
ordinance or resolution. The resolution or ordinance must identify the asset(s) to be acquired,
the amount needed to be accumulated, the period over which the amount will be accumulated
(with a limit of ten years from the date of the resolution or ordinance), and the source of the
resources. Despite ORC 5705.14 through .16, money may be transferred to the capital
projects fund from any other fund that could acquire, construct or improve the fixed assets. If
a contract for the fixed asset(s) has not been entered into before the ten-year period expires,
the money is returned to the fund from which it was transferred or that was originally
intended to receive it. The taxing authority may rescind a capital projects fund at any time
with the accumulated resources being returned to the fund from which they came. Auditor of
State approval is not required for this transfer.

» Ohio Rev. Code § 5705.132 permits townships to establish by resolution reserve balance
accounts in addition to those described above to accumulate currently available resources for
any purpose for which the board of township trustees may lawfully expend township
money.® The resolution must state the:

» Specific purpose for which a reserve balance account is established,

e Fund within which it is established,

*  Fund or account from which money will be transferred to it,

*  Number of years it will exist [there is a five year cap on how long the account may be in
existence]

* Maximum total amount of money that may be credited to it during its existence; and

»  Maximum amount of money to be credited to it each fiscal year it exists

Reserve balance accounts established under this authority may exist for not more than five
years beginning with the year in which money is first set aside. In addition, money in such an
account can be expended only for the purpose for which the account is established.

Money may be transferred to these new reserve balance accounts from another township fund
or account only if money in that fund or account may lawfully be expended for the purpose

% Similar to the preceding note, governments should report these amounts as committed, assigned, or
restricted_ fund balance as appropriate under the circumstances described in GASB 54 in governmental
fund statements. Entity wide statements should report this equity as part of unrestricted net assets, because
the restrictions are not externally imposed.

% Similar to reserve balance accounts created under existing law, reserves created under this section are not
considered as an unencumbered balance or revenue of the township for purposes of annual budget reviews
by the county budget commission. They are also not considered as an unencumbered balance or revenue
for purposes of apportioning the county’s undivided local government fund and the undivided local
government revenue assistance fund.
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for which the new reserve balance account is created. Townships may create more than one
reserve balance account under this section. However, the total amount of money credited to
all of the reserve balance accounts established under this section cannot exceed, at any time
in any fiscal year, 5% of the total of the township’s revenue from all sources for the
preceding fiscal year, plus any unencumbered balances carried over to the current fiscal year
from the preceding fiscal year. There are three important aspects of this restriction. First, be
aware that it is based on revenues only. Other financing sources such as debt proceeds or
transfers will not count toward the calculation of the limitation.®® Second, recognize that this
language has the effect of allowing the same dollars to be counted twice in calculating the
limitations, first when they were received in the prior year and second to the extent they are
carried over as unencumbered into the current year. Finally, notice that the amount of the
limitation changes each year because it is based on the preceding year’s revenues.

If a township does not expect to spend the money set-aside in a reserve balance account in the
upcoming year, the money in the reserve balance account need not be included in the
certificate of year-end balances filed with the budget commission at the beginning of the year.
If the township plans to spend the money that has been set aside, the township should include
the money in the certificate of year-end balances. The money will then be included in the
amended certificate of estimated resources and may be appropriated and spent during the
year. Appropriations should be made to an account that reflects the purpose of the reserve.
Appropriations should not be made to, nor expenditures made from, a reserve balance
account. For example, assume in 2006 a township created a reserve balance account not to
exceed $40,000 in the motor vehicle license tax fund to purchase a new mower. $10,000 is set
aside each year from 2006 through 2009. In 2010, the $40,000 is included in the certificate of
year-end balances and appears as part of the amended certificate. The money is appropriated
in the capital outlay account in the motor vehicle license tax fund and the new mower is
purchased.®®

Upon the expiration or rescission of a reserve balance account created under this section, any
unexpended balance in the reserve account must be transferred to the fund or account from
which money in the account was originally transferred. If money was transferred from
multiple funds or accounts, a pro rata share of the unexpended balance must be transferred to
each of them proportionate to the amount originally transferred from that fund or account.

Refer to AOS Bulletin 2007-002 for additional information regarding the new authority for
townships to create reserve balance accounts.

In determining how the government ensures | What control procedures address the | W/P
compliance, consider the following: compliance requirement? Ref.

e Policies and Procedures Manuals
e Knowledge and Training of personnel
e Tickler Files/Checklists

e Legislative and Management Monitoring

% page 1V-5 of the March 2011 Ohio Township Manual lists all Other Financing Sources.

% For the purpose of setting aside money for the purchase of a capital asset, it may be easier and more
convenient to create a separate capital projects fund under the provisions of Ohio Rev. Code Section
5705.13.
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¢ Management’s identification of changes
in laws and regulations

e Management’s communication of
changes in laws and regulations to
employees
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Suggested Audit Procedures - Compliance (Substantive) Tests:
If reserve balance accounts have been established:

= Determine through vouching, review of minutes, and inspection of accounting ledgers
and authorizing legislation, whether reserve accounts were only established in the general
fund, special fund used for operating purposes or appropriate internal service fund and for
permitted purposes (budget stabilization, self-insurance program, or retrospective ratings
program for worker’s compensation).

= Recalculate reserve percentages and inspect worksheets and accounting ledgers to
determine whether the amount reserved exceeded the 5 % cap (budget stabilization
account).

= For self-insurance and worker’s compensation reserve accounts, compare amounts
reserved to estimates received from the entity’s actuary.

If a “severance payout reserve” or “capital improvement reserve” fund has been established:

= Review minutes, ordinances and resolutions to determine whether the fund has been
established by resolution or ordinance.

= |f a capital improvement reserve fund has been established, review the authorizing
legislation to determine whether the assets; amount required; accumulation period (hot to
exceed ten years); and source of funding have been identified.

= Select a representative number of disbursement transactions from the fund. Through
vouching, determine whether the transactions were only for related activities as indicated
above, and in accordance with the purpose stated in the authorizing legislation.

= Trace a representative number of transfers to the reserve fund and determine whether the
transfers were from funds permitted to make the disbursements for which the reserve
fund was established.

= Determine through inspection of worksheets, ledgers and other such documents, whether
records reasonably provide for the return of accumulated resources, to the fund from
which they were originally transferred or the fund intended to receive them (If records do
not reasonably provide for the proper return of resources, this situation would generally
result in a recommendation; a noncompliance citation should not be made).

If the reserve fund was rescinded or if the ten-year period has elapsed prior to entering into a
contract (capital improvement reserve fund), determine through inspection of worksheets and
accounting ledgers whether the accumulated resources were returned to the fund from which they
were originally transferred or the fund intended to receive them.

If a township has established an additional reserve balance account(s), determine whether the

necessary resolution, stating the purpose of the reserve account, has been adopted by the board of
trustees.
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= Review monies transferred to the new township reserve balance accounts from other
township funds or accounts and determine whether those monies may lawfully be
expended for the purpose for which the new reserve balance account was created.

= Determine whether the total amount of money credited to all of the reserve balance
accounts established under Ohio Rev. Code § 5705.132 exceeded 5% of the total of the
township’s revenue from all sources for the preceding fiscal year and any unencumbered
balances carried over to the current fiscal year from the preceding fiscal year.

= Scan expenditures in the additional reserve accounts and determine whether amounts
were expended only for the purpose for which the account(s) was established.

= Determine that none of the additional reserve balance accounts have existed for more
than five years.

= Upon the expiration or rescission of a reserve balance account created under Ohio Rev.
Code § 5705.132, determine whether any remaining unexpended balance in the reserve
account was transferred to the fund or account from which money in the account was
originally transferred. If not, consider a finding for adjustment.

Audit implications (adequacy of the system and controls, and the direct and material effects
of non-compliance, effects on the audit opinions and/or footnote disclosures, significant
deficiencies/material weaknesses, and management letter comments):
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Section E: Additional County Requirements

1-21 Compliance Requirement: Ohio Rev. Code Section 5101.144 requires that each county
deposit all funds its public children services agency receives, regardless of source, into a special
fund in the county treasury known as the children services fund.

In determining how the government ensures
compliance, consider the following:

What control procedures address the
compliance requirement?

W/P
Ref.

e Policies and Procedures Manuals

e Knowledge and Training of personnel

e Tickler Files/Checklists

e Legislative and Management Monitoring

e Management’s identification of changes
in laws and regulations

e Management’s communication of
changes in laws and regulations to
employees

Suggested Audit Procedures - Compliance (Substantive) Tests:

During revenue tests, trace a representative number of children services agency receipts to the

fund.

Audit implications (adequacy of the system and controls, and the direct and material effects

of non-compliance, effects on the audit opinions and/or footnote disclosures, significant

deficiencies/material weaknesses, and management letter comments):
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Section F: Additional County Hospital Requirement
The following section applies only to county hospitals:

1-22 Compliance Requirement: Ohio Rev. Code Section 339.06 - Organization of board of
trustees; funds; administrator. (County Hospitals)

Summary of Requirements: The board of county hospital trustees must submit its proposed
budget for the next fiscal year to the board of county commissioners for approval, by November
1.

If hospital tax levies, or the amount appropriated to the county hospital by the county
commissioners in the annual appropriation measure for the county for the fiscal year, differ from
the amount shown in the approved budget, the board of county commissioners may require the
board of county hospital trustees to revise the hospital budget accordingly. If so, the board of
trustees is not allowed to spend those funds until its budget for that calendar year is submitted to
and approved by the board of county commissioners [R.C. § 339.06(D)(4)].

After that, the monies may be disbursed by the board of county hospital trustees, consistent with
the approved budget, on a voucher signed by signatories designated and approved by the board of
county hospital trustees. [R.C. § 339.06(D)(5)].

In determining how the government ensures | What control procedures address the | W/P
compliance, consider the following: compliance requirement? Ref.

e Policies and Procedures Manuals

e Knowledge and Training of personnel

e Tickler Files/Checklists

o Legislative and Management Monitoring

¢ Management’s identification of changes
in laws and regulations

e Management’s communication of
changes in laws and regulations to
employees

Suggested Audit Procedures - Compliance (Substantive) Tests:

Inspect documentation indicating a proposed budget was submitted by November 1 to the board
of county commissioners.

Scan ledgers or other documents for expenditures in excess of the approved budget. Inspect
vouchers for signatures of those persons designated and approved by the board of trustees.
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Audit implications (adequacy of the system and controls, and the direct and material effects
of non-compliance, effects on the audit opinions and/or footnote disclosures, significant
deficiencies/material weaknesses, and management letter comments):
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Section G: Additional College Requirements

The following section applies only to certain colleges (community colleges, state community
colleges, and technical colleges; this does not include universities):

1-23 Compliance Requirement: Ohio Rev. Code Sections 3354.10(A), 3357.10, 3358.06, and
5705.41(D) - Treasurer's fiscal certificates.

Summary of Requirement: No orders or contracts of the boards of trustees of community
college districts [R.C. 8 3354.10(A)], technical colleges [R.C. § 3357.10(A)], and state
community colleges [R.C. § 3358.06] involving the expenditure of money shall become effective
until the treasurer certifies that funds are available.

In determining how the government ensures | What control procedures address the | W/P
compliance, consider the following: compliance requirement? Ref.

e Policies and Procedures Manuals

e Knowledge and Training of personnel

e Tickler Files/Checklists

e Legislative and Management Monitoring

e Management’s identification of changes
in laws and regulations

e Management’s communication of
changes in laws and regulations to
employees

Suggested Audit Procedures - Compliance (Substantive) Tests:

Search for material unrecorded liabilities and/or encumbrances. Refer to minutes and records
immediately following the fiscal year cutoff date.

Compare the date of the fiscal certificates with invoice dates, noting whether or not the certificate
date precedes the invoice date.

(NOTE: This audit procedure can be part of expenditure tests.)

Audit implications (adequacy of the system and controls, and the direct and material effects
of non-compliance, effects on the audit opinions and/or footnote disclosures, significant
deficiencies/material weaknesses, and management letter comments):
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APPENDIX A

TRANSFERS AND ADVANCES

Transfers Defined

Questions sometimes arise about what constitutes a transfer as defined under Ohio Rev. Code
Sections 5705.14, 5705.15, and 5705.16. Therefore, the AOS has developed this appendix to
assist auditors in determining the proper accounting and legal noncompliance reporting treatment
for transfers.

This guidance is non authoritative. It is the AOS’s interpretation of Ohio Rev. Code Sections
5705.14, 5705.15, and 5705.16 requirements. Where conflicts arise, AOS will defer to well-
reasoned opinions of legal counsel.

Fund accounting segregates legally restricted resources. Therefore, transferring cash restricted
for one purpose to a fund with a different restricted purpose potentially permits spending the
transfer in violation of its restricted purpose. Ohio Rev. Code Sections 5705.14 - .16 attempt to
prevent these violations.

Not all interfund transactions are transfers as defined above and, therefore, not all interfund
transactions are subject to Ohio Rev. Code Sections 5705.14 - .16. Cash transfers are not defined
in the Ohio Rev. Code. Therefore, auditors must rely on common-use definitions.

GASB Cod. 1800.102 defines transfers as “flows of assets (such as cash or goods) without
equivalent flows of assets in return and without a requirement for repayment.” In other words, a
transfer is a nonreciprocal (i.e. nonexchange transaction) from one fund to another. It might be
useful to think of transfers as “gifts” from one fund to another.

Some Transactions That May Not Be Transfers

Intrafund Appropriation Transfers

Certain transactions do not qualify as transfers as contemplated by Ohio Rev. Code Sections
5705.14 - .16 and GASB Cod. 1800. For example, intrafund appropriation “transfers” are not
transfers because there is no cash transaction. Intrafund appropriation “transfers” amend
spending authority for one appropriation account and increase another account by the same
amount, within the same fund.

Interfund services provided and used

“Interfund services provided and used,” as defined in GASB 1800.102, also do not qualify as
transfers. Interfund services provided and used are considered by GASB to be exchange
transactions, related to services “purchased and sold” between funds. Most payments to internal
service funds, as described in GASB Cod. C50.130, are examples of interfund services provided
and used.

Subdivisions should report these transactions as disbursements in the paying fund (i.e., charge the
function, etc. benefiting from the exchange) and receipts in the fund providing the service or
asset, etc. Subdivisions should not classify these as transfers; rather, they are often charges for
services. These transactions are also not transfers under Ohio Rev. Code Sections 5705.14 - .16
because, presumably, a fund is paying for a service that does not violate its restricted purpose.
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However, if a payment does violate a restriction, then auditors should cite noncompliance
(subject to Findings for Adjustment as discussed in the OCS Introduction).

Auditors should also be alert for payments classified as interfund services provided and used that
far exceed a reasonable value of the transaction. Excessive amounts are not payments for

for billing and other administrative services. If these costs arise, auditors should determine that
the charges are reasonable in relation to the salaries and other costs charged. Also, a subdivision
should base an insurance internal service fund charges for services (or interfund premiums or
other reasonably-descriptive revenue caption) upon an actuarial measurement or other method
C50 permits. These charges may include an additional amount for a reasonable/prudent cushion.
Subdivisions should record any charges unreasonably exceeding these amounts as transfers,

above requires careful judgment. We normally should question only significant, unsupportable
amounts.

Interfund Loans/Advances

GASB 1800.102 classifies “interfund loans” as exchange transactions, because they require
repayment in an equal amount. However, auditors should note that a reasonable interest charge
is permissible. Under GAAP, interfund loans are always fund liabilities, regardless of maturity.
Also, AOS regulatory-basis entities should disclose interfund payables/receivables, if significant.
The Ohio Rev. Code does not provide for interfund loans; therefore, the AOS issued Bulletin 97-
03 (OCS 1-20), permitting advances. OCS 1-20 requires:

e “In order to advance cash from one fund to another, there must be statutory authority to
use the money in the fund advancing the cash for the same purpose for which the fund
receiving the cash was established”

e The debtor fund may repay advances from the creditor fund. That is, the AOS would not
deem repaying advances to violate restrictions on use of the debtor’s fund resources

e So using advances properly avoids the primary concern regarding transfers. That is, an
allowable advance should not violate restrictions on resource use.

AOS does not believe advances satisfying these requirements require court approval under Ohio
Rev. Code Section 5705.16. However, advances do require a formal resolution by the taxing
authority. On a cash basis, subdivisions should classify the cash payment/repayment as advances
out / in, not transfers.

Under GASB Codification 1800.102, if repayment is not expected within a reasonable time, the
interfund loans should be reduced and the amount that is not expected to be repaid should be
reported as a transfer from the fund that made the loan to the fund that received the loan.
Therefore, like any other receivable, auditors should consider whether interfund loans are
properly valued (i.e. collectible). When reclassified as a transfer, said transfer(s) must satisfy all
requirements included in Ohio Rev. Code Sections 5705.14 - .16 retroactively (appropriation,
board resolution, court approval, etc.).

Note: Subdivisions can also sell securities between funds pursuant to Ohio Rev. Code Section
133. 29. This is commonly known as “manuscript debt.” These sales and subsequent repayments
are not “transfers”. (Refer to Chapter 3 for additional compliance guidance and audit steps
applicable to manuscript debt.)

Interfund Reimbursements
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GASB Cod 1800.102 defines “Interfund Reimbursements” as “repayments from the funds
responsible for particular expenditures or expenses to the funds that initially paid for them.”
However, under the terms of Ohio Rev. Code Section 5705.10, such reimbursements would be
illegal transfers (subject to possible Finding for Adjustment) if the fund initially paying violated
restrictions on its resource use.

Also, GASB states that “reimbursements should not be displayed in the financial statements.”
This means that subdivisions should not use a reimbursement caption in a statement of activities /
changes in fund balance, etc. It is generally preferable to advance money per Bulletin 97-03;
however, advances may not always be possible. FEMA grants often require reimbursements, so
they provide a useful reimbursement example subdivisions sometimes encounter. AOS Bulletin
98-013 describes other acceptable alternatives to treating these transactions as a reimbursement
on the face of the financial statements. While this Bulletin is specific to FEMA grants,
subdivisions can generally apply the guidance therein to any reimbursement transaction.

Transfers Clarification:

Allocation of Unrestricted Receipts to Restricted Funds

AOS recently deemed that once a government deposits unrestricted money into a fund with a
restriction, it is restricted money subject to Ohio Rev. Code Sections 5705.14 - .16. For example,
a subdivision may have enacted a resolution allocating unrestricted income taxes to a permanent
improvement fund. Once the income tax fund receipts the income taxes collected under this
authority, the income tax money is now restricted to permanent improvements.

Audit Adjustments

Audit adjustments, including Findings for Adjustment, adjust fund cash balances. However, even
if subdivisions used the “transfers infout” line-item to post audit adjustments into their financial
statements, audit adjustments are not transfers subject to Ohio Rev. Code Sections 5705.14 - .16.
Audit adjustments are corrections to restore cash to funds permitted to spend it. Therefore, audit
adjustments should never result in cash being spent contrary to its restricted purpose.

Governing board approval

Ohio Rev. Code Section 5705.14 requires a resolution of the taxing authority passed by an
affirmative vote of two-thirds of the members (except a simple majority is sufficient for transfers
from the general fund). Sometimes, subdivisions fail to obtain the required approval prior to

making transfers. Auditors should cite noncompliance {subject-toFindingsfor-Adjustment-as

authority_to_make such_transfers.. For_example, we will nat require a finding for adjustment
for_an unapproved_transfer from the general fund to the food service fun u hio Rev,
Code_section 5705.16_expressly permits _this type of transfer. However, we would issue a
noncompliance citation_in_this_example because Ohio_Rev. Cade _section 5705.14_requires
approval by the governing board.

Ohio Rev. Code Sections 5705.14 - .16 do not provide for retroactive approval of transfers.
Therefore, subdivisions cannot retroactively approve transfers after auditors bring them to their

attention in_an attempt to eliminate the noncompliance citation. Subdivisions—may-approve-the
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Transfers to Debt Service Funds

Debt issued under the authority of Ohio Rev. Code Chapter 133 is required to be retired through a
governmental Debt Service Fund type. Other types of debt may generally be retired within other
fund types. However, a separate account, special cost center, etc. should be used to separately
track the sinking fund requirements. Typically, it is preferable to retire the debt within the fund
type that will be generating the revenues legally obligated to make the debt service payments.

For example, assume sewer fund debt covenant mandates a sewer debt service fund. Assume the
covenant mandates periodic transfers from the sewer operating fund to the sewer debt service
fund. These transfers are not subject to Ohio Rev. Code Sections 5705.14 - .16 because these
transfers fulfill rather than violate restrictions on using the money. Therefore, auditors should not
cite noncompliance for “transfers” to a debt service fund if this is an appropriate use of the money
in the fund making the “transfer.” Subdivisions should record these transactions as transfers in
their financial statements and make the appropriate disclosures described below.

Transfer Disclosure Requirements
GASB 38 { 15 requires the following disclosures for transfers:
» A general description of the principal purposes of interfund transfers
» The intended purpose and the amount of significant transfers that meet either or both of
the following criteria:
— Do not occur on a routine basis—for example, a transfer to a wastewater
enterprise fund for the local match of a federal pollution control grant.
— Are inconsistent with the activities of the fund making the transfer—for example,
a transfer from a sewer operating fund to the debt service fund (because the
subdivision mistakenly believed it was required to establish a separate
governmental debt service fund to retire the non-Chapter 133, sewer-related
debt).
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APPENDIX B

DIRECT CHARGES
(i.e. payments not requiring fiscal officer certification / encumbering)

The AOS interprets ORC 5705.41 and 5705.46°% to authorize direct charges
(certification/encumbering under 5705.41(D)) is not required).

Per 5705.41(D)(3) , “Contract” as used in this section excludes current payrolls of regular
employees and officers. Therefore, the following payroll-related costs do not require
certification:
e Salaries
e Employers’ Retirement Contributions
0 Ohio Public Employees Retirement System
Social Security
Medicare
Volunteer Firemen’s Dependents Fund
Ohio Police and Fire Pension Fund
0 Other Employer’s Retirement Contributions
o Employee Fringe Benefits
0 Workers’” Compensation
0 Unemployment Compensation

O O0OO0Oo

The following items do not involve a contract, therefore, do not require certification:

e Tax Collection Fees — Expenses and fees as deducted by the county auditor, county
treasurer and the state department of taxation for the collection and administration of
taxes including advertising for delinquent taxes (Updated definition to include advertising
for delinquent taxes)

o Taxes and Assessments — General property taxes paid on newly acquired real estate and
assessments paid on real property. Also included are state sales taxes collected on items
sold of a taxable nature and later paid to the state.

e Election Expenses — Election expenses deducted by the county auditor

e Deposits Refunded — Utility Deposits Refunded

e Deposits Applied — Utility Deposits Applied

The following items require board action, therefore, do not require certification:
e Transfers
e Advances

Note: Advertising and payments to another political subdivision require a certification because
direct charges are not allowed.

8 AOS interprets payroll to include Salaries, Employer’s Retirement Contributions, Worker’s
Compensation, and Unemployment Compensation.
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APPENDIX C

Conditions nat requiring a citation under Ohio Rev. Code Section 5705.36
Adopted from AOS Bulletin 97-10

The following examples illustrate circumstances under which a variance between the amended
certificate of estimated resources and the actual resources is not indicative of a deleterious

budgetary effect.
1. Additional revenue is estimated by the entity, but the entity does not obtain an amended

obtain an amended official certificate of estimated resources, a variance between the
amount of the most recent amended official certificate of estimated resources and a

certificate of estimated resources, appropriates the additional revenue, and incurs
obligations. The entity elects, however, to defer receipt of the additional revenue until the

obligate the resources in guestion. As payment will not, however, be due until the next

fiscal year, it defers actual receipt of the loan proceeds. The result is a variance between
the amount of the most recent amended official certificate of estimated resources and the
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Thus, appropriations and expenditures and obligations incurred may exceed the year-end

obtained, look to what actions have been formally taken by the taxing authority of the

subdivision. If no action was taken to transfer or borrow the $20,000, a citation may be
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CHAPTER S

DEPOSITS AND INVESTMENTS

Depository and investment regulations for political subdivisions from Ohio Rev. Code Chapter 135
generally apply to all public offices, other than to charter municipalities which have exempted themselves
by charter or ordinance and community schools.! * (See the OCS Legal Matrices Appendix for more
specific guidance regarding the applicability of the requirements in this chapter to particular entity types.)
Auditors should design audit procedures based on charter municipalities’ own investment and deposit
provisions. Provisions of Chapter 135 relating to counties are separate from those pertaining to other
subdivisions.

POSSIBLE NONCOMPLIANCE RISK FACTORS:

Note: In assessing the risk of noncompliance, auditors should consider whether governments have
adopted detailed deposit and investment policies and historically complied with those policies.
Additionally, adequate training, segregation of duties, and supervisory monitoring controls can
help mitigate the risk of noncompliance with deposits and investments requirements.

In assessing the adequacy of policies, remember ORC 135 is a policy in many respects. For
example, it prescribes allowable investments, collateral requirements, etc. designed to help
safeguard assets. However, Step 5-2 requires governments to adopt their own policy based on RC
13S.

Compliance Requirements Page
Chapter 5 - Deposits and Investments

Section A: Subdivisions other than counties
5-1 ORC 135.13, 135.14, 135.144, 135.45, 133.03 and 12 CFR 370: Eligible investments for interim

0010) 0 VTS SRR SPPPPPPRRN 3
5-2 ORC 135.14: Other rEqUITEIMENLS .......eeeeuieerireeriieeitieesreeereeesteesseeesseeessseeasseeessseessesessssesssesssseees 10
5-3 ORC 135.142, 135.14(B)(7): Other eligible inVEStMENtS ..........cccccverreereerierrerierieeieeieeieeneens 13

5-4 ORC 135.18, 135.181, 12 CFR 330 and 12 CFR 370: Security for repayment of public deposits 15
5-5 Article XII, Section 5a, Ohio Constitution; ORC 135.21 and

5705.10; 1982 Op. Atty. Gen. No. 82-031, and 7 CFR 210.2, 210.5
and 210.14(a): Allocating interest among fUNdS ..............ccceevierieriieriiieie e 21

Section B: County (and County Hospital) Requirements

' While charter governments can exempt themselves from Ohio Rev. Code Chapter 135, they cannot exempt
themselves from Ohio Constitutional requirements. Therefore charter governments cannot purchase equity
securities, because Ohio Constitution Article VIII, Sections 4 and 6 prohibit public bodies from becoming a
“stockholder in any joint stock company, corporation or association.”

* In some cases, cash held by a fiscal agent may not be public moneys subject to Ohio Rev. Code Chapter 135.
Ohio Rev. Code §135.01(k) defines public moneys of a political subdivision as “all such moneys coming lawfully
into the possession of the treasurer of the subdivision.” Moneys held by a trustee (e.g., for entities participating in
certain asset pools such as the OASBO Expanded Asset Pool program) are not considered public moneys until they
are disbursed to the political subdivision. Therefore, these moneys are excluded from Ohio Rev. Code Chapter 135
requirements until they are spent. Such moneys would also be disclosed as uncollateralized deposits for reporting
purposes under GASB 40.
1
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5-4
5-6
5-7(a)
5-7(b)
5-8

ORC 135.18, 135.181 and 12 CFR 370: Security for repayment of public deposits..................... 15
ORC 135.34, 135.341: Investment adviSOTY COMMUIIEE ......ccvverreerrrerrerirerreereereesseeseeesnenneasenns 24
ORC 135.35 and 12 CFR 370: Eligible inVEStMENtS ...........cceecieriierieririiriieeieeieesiee e seee e 26
ORC 135.35: Other rEQUITEIMEINLS ........ccveeereerreerererererreareaseesseesseesssesssessesseessessseesssesssssssesssessseans 34

Article XII, Section 5a, Ohio Constitution; ORC 135.21, 135.351
and 5705.10 & .131; 1982 Op. Atty. Gen. No. 82-031: Allocating
INtErest AMONE FUNAS .....ooiiiiiiiiie e ettt sb e e e e e e sebeeerbeeesbeeessaeensaeensaens 38

Section C: Community Schools

5-9 Contractually imposed deposit and investment reqUIreMENtS.........c..eeeveeecreeerveenireeeseeeeseveeeseneenens 40
Appendices:
A Federal agency GUATANTEES ............coocuiiiiiiiiiiiiiiiieiiie ettt ettt e s bee e 41
B vernmental A nting Standards Board Statement No. 40: Disclosin lici

the Ohio R mandates related to investment an it risks? ..ol 42

* Appendix B is accounting (rather than compliance) guidance. It serves as a crosswalk of how to apply the GASB
40 presentation and disclosure guidance to the OCS compliance requirements for deposits and investments.
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Section A: Subdivisions Other Than Counties

Revised: HB 209 and HB

225,129" GA
Effective: 3/22/12

HB 487, 129" GA
Effective: 9/10/12

5-1 Compliance Requirement: Ohio Rev. Code §135.14, §135.144 and §133.03(A)(1), 12 CFR 370 —
Eligible investments for interim monies; section 135.13: inactive deposits and maturities.

Summary of Requirements:

» Investments must mature within 5 years from the settlement date, unless the investment is matched to
a specific obligation or debt of the subdivision, or unless other provisions apply. [Ohio Rev. Code
§135.14(D)]

» The following classifications of obligations are eligible for such investment or deposit:

e United States obligations or any other obligation guaranteed as to principal and interest by the
United States.* This law prohibits investing in stripped principal or interest obligations. [Ohio Rev.
Code §135.14(B)(1)]

e Bonds, notes, debentures, or any other obligations or securities issued by any federal government
agency or instrumentality. All federal agency securities must be direct’ issuances of federal
government agencies or instrumentalities. [Ohio Rev. Code §135.14(B)(2)]

e Interim deposits in the eligible institutions applying for interim monies as provided in Ohio Rev.
Code §135.08. [Ohio Rev. Code §135.14(B)(3)]

0 Per 135.13, Interim deposits are certificates of deposit’ maturing not more than one year
from the deposit date, or savings or deposit accounts, including passbook accounts.

0 HB 209, effective 3/22/12, temporarily eliminated the one-year maturity limitation on
certificates of deposit of interim deposits (ORC 135.13) and HB 225, also effective 3/22/12,

* See appendix A for a list of agencies the Federal government guarantees.

> An example of an indirect issuance would be a FNMA CMO (collateralized mortgage obligation), where FNMA
pools mortgages it guarantees. However, the mortgages are not a direct issuance of FNMA.

%1t is the position of the Auditor of State that Ohio Rev. Code §135.03 & §135.32 prohibit purchasing certificates of
deposit (negotiable or otherwise) from a bank unless the CD is subject to inspection by the Ohio Superintendent of
Financial Institutions. Ohio is part of a nationwide cooperative agreement for examining multi-state banks in which
these states agreed to recognize each other's supervisory authority for banks headquartered in another state but doing
business in theirs. Therefore, it is reasonable to conclude that a multi-state bank in a state subject to this agreement
is subject to inspection by Ohio’s Superintendent of Financial Institutions. Multi-state banks are eligible to become
a public depository for Ohio’s governmental entities, subject to sections 135.01 to 135.21 of the Ohio Rev. Code.
The bank should be registered with the Ohio Secretary of State to be an eligible public depository in Ohio. A
government cannot purchase negotiable or nonnegotiable CDs unless the governing body has designated the bank as
eligible to hold interim or inactive deposits. See ADAM 2002-05. (Ohio Rev. Code §135.144 provides an
exception to this general rule regarding out-of-state CDs. See description of 135.144 requirements in this step.)

3
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temporarily increased the maturity period from five years to ten years (ORC 135.35(C)). After an
affirmative vote of the County’s investment Advisory Committee, up to 25% of the portfolio can
be invested in securities that mature longer than ten years (ORC 135.35(0)).

0 HB 487, effective 9/10/12, repealed this HB 225 provision. Therefore, investments
purchased on or after 9/10/12 revert to the prior requirement: they must mature within 5
years from the date of settlement unless the investment matches a specific obligation or
debt, and the investment advisory committee specifically approves it.

= A county may hold investments purchased between 3/22/12 and 9/10/12 until

their maturity of up to 10 vears.
0 (Also see requirements for inactive deposits per Ohio Rev. Code 135.13 and CDARS and

similar certificates of deposit per Ohio Rev. Code 135.144 at the end of this step.)
e Bonds or other obligations of the State of Ohio. [Ohio Rev. Code §135.14(B)(4)]

e No-load money market mutual funds consisting exclusively of obligations described in (B)(1) or
(2) of Ohio Rev. Code §135.14 (i.e. the investments listed in the first two bullets above), and
repurchase agreements secured by such obligations, provided the government purchases the money
market mutual fund only through eligible institutions mentioned in Ohio Rev. Code §135.03 (which
are, generally, Ohio banks and national banks authorized to do business in Ohio). [135.14(B)(5)]
Also, per Ohio Rev. Code 135.01(0)(2), these funds must have the highest letter or numerical rating
provided by at least one nationally recognized standard rating service.

e The Ohio Subdivisions Fund (STAR Ohio) as provided in Ohio Rev. Code §135.45. [Ohio Rev.
Code §135.14(B)(6)]

e Chapter 133 securities (generally debt instruments Ohio State & local governments have issued)
[Ohio Rev. Code §133.03].

» Per Ohio Rev. Code 135.14(E), the treasurer or governing board may also enter into a repurchase
agreement with any eligible institution mentioned in Ohio Rev. Code §135.03 or any eligible dealer
pursuant to Ohio Rev. Code §135.14(M). (Eligible institutions per Ohio Rev. Code 135.03 include any
national bank, any bank doing business under authority granted by the superintendent of financial

state of the United States, located in this state national-banks,—er-Ohio-savingsbanksbut-de-notinclude
ditunion Cffective—10/16/09HB 1 amendedR-C- 03— to-permit-any—savines—association—o

N han n Ohi h No ne N he ho N h o e m N
eligible-publie-depository.) Eligible dealers per Ohio Rev. Code 135.14(M) are national association of
securities dealers members (NASD), banks, savings bank, or savings and loan associations regulated by
the superintendent of financial institutions, or institutions regulated by the comptroller of the currency,
federal deposit insurance corporation, or board of governors of the federal reserve system.) In these
agreements, the treasurer or governing board purchases, and such institution or dealer agrees
unconditionally to repurchase any of the securities listed in division (B)(1) to (5) of §135.18,” except

letters of credit described in division (B)(2) are not permitted for repurchase agreements.

o The market value of securities subject to an overnight repurchase agreement must exceed the cash
invested subject to the repurchase agreement by 2%.® A term repurchase agreement may not exceed
30 days and must be marked to market daily.’

" Ohio Rev. Code §135.18(B) (1) — (10) are summarized in Ohio Compliance Supplement Section 5-4.

¥ Many states do not require minimum market values of securities for repurchase agreements. Therefore, the risk of
noncompliance increases when banks merge with out-of-state banks. Ohio governments are still bound by Ohio
4
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e All securities purchased pursuant to a repurchase agreement are to be delivered into the custody
of the treasurer or governing board or an agent designated by the treasurer or governing board. '’

e Repurchase agreements must be in writing. They must require that, for each transaction, the
participating institution provide:

a) the par value of the securities;
b) the type, rate, and maturity date of the securities;
c) a numerical identifier (e.g., a CUSIP number) generally accepted in the industry that

designates the securities.

» Agreements by which the treasurer or governing board agrees to sell securities owned by the
subdivision to a purchaser and agrees with that purchaser to unconditionally repurchase those securities
(i.e., Reverse Repos) are prohibited. [Ohio Rev. Code §135.14(E)]

> Derivative investments are prohibited. Derivative'' means a financial instrument or contract or
obligation whose value or return is based upon or linked to another asset or index, or both, separate from
the financial instrument, contract, or obligation itself. Any security, obligation, trust account, or other
instrument that is created from an issue of the United States Treasury or is created from an obligation of a
federal agency or instrumentality or is created from both is considered a derivative.

e An eligible investment described in Ohio Rev. Code §135.14 with a variable interest rate payment
or single interest payment, based upon a single index comprised of other eligible investments
provided for in division (B)(1) or (2) of §135.14 (see above), is not a derivative, if the variable rate
investment has a maximum maturity of 2 years. [Ohio Rev. Code §135.14(C)] (Therefore, an
investment with a variable interest rate indexed to Federal securities would be legal. However, an
investment indexed to the London Interbank Offered Rate (LIBOR) or to a bank’s prime rate would
not be legal.)

0 OAG Opinion 99-26 deemed collateralized mortgage obligations to be illegal derivatives.

0 A treasury inflation-protected security (TIPS) is permissible for counties only, per Ohio Rev.

Code §135.35 (B).

» Article VIII, Sections 4 and 6 of the Ohio Constitution prohibit public bodies from becoming a
“stockholder in any joint stock company, corporation or association.”

laws even if a bank’s depository agreement indicates the bank follows another state’s laws for the market value of
securities.

? The dealer would be responsible for marking the securities, not the government.

1 Counterparties (e.g. banks) accomplish this by maintaining a separate “customer” account at the Federal Reserve
designated as a customer account. (For purposes of GASB 40, we currently believe securities held in a customer
account would not be exposed to custodial risk.)

" Note: The Ohio Rev. Code still uses the derivative definition from GASB Technical bulletin 94-1. GASB
Statement No. 53, effective for periods beginning after June 15, 2009, defines derivatives differently than does the
Revised Code. So, for legal compliance purposes, governments must follow the Ohio Rev. Code derivative
definition. For financial reporting, governments must follow the GASB definition. For example, interest rate swaps

intended as investments) meet the GASB 53 derivative definition, and would be subject to GASB Statement No. 53
derivative measurement and disclosure requirements, but are not illegal.
5
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e However, Article VIII, Section 6 of the Constitution provides an exemption which allows public
bodies to purchase insurance from mutual insurance companies (Note that insured parties of mutual
insurance companies become stockholders.).

o The AOS also does not believe Ohio Rev. Code Chapter 135 (or 1715.52(E)(3)) prohibits a
government from holding stock donated to it. (However, considering the volatility of many equity
securities, our management letter should recommend liquidating stock, if liquidation does not violate
a trust or other agreement.)

» Per Ohio Rev. Code 135.14(F), a government cannot purchase an investment unless it reasonably
expects to hold it until maturity. NOTE: We believe the intention of this section is to reduce the
likelihood a government would suffer losses on early redemptions required due to inadequate cash flow
planning. See the description of audit procedures for more information.

» Per Ohio Rev. Code 135.14(G), subdivisions may not invest interim moneys in an investment pool
except:

e The Ohio Subdivision’s Fund (STAR Ohio) pursuant to Ohio Rev. Code §135.14(B)(6).

e A fund created solely to acquire, construct, own, lease, or operate municipal utilities pursuant to
Ohio Rev. Code §715.02 or Ohio Const. Art XVIII, §4.

» Leveraging (a government using its current investment assets as collateral for purchasing other
investments) is prohibited. [Ohio Rev. Code §135.14(H)]

» Issuing taxable notes for arbitrage is prohibited. [Ohio Rev. Code §135.14(H)]

» Governments cannot contract to sell securities not yet acquired (short sales), for the purpose of
purchasing such securities on the speculation that their price will decline. [Ohio Rev. Code §135.14(H)]

» Payment for securities may be made only upon delivery of the securities to the treasurer, governing
board, or qualified trustees, or, if not represented by a certificate, only upon receipt of confirmation of
transfer from the custodian. [Ohio Rev. Code §135.14(M)(2)]

» Proceeds from refunding securities must be held in the debt service fund or in escrow, and shall be
invested in direct obligations of or obligations guaranteed as to payment by the United States that mature
or are subject to redemption by and at the option of the holder not later than the date or dates when the
moneys, together with interest or other investment income accrued on those moneys, will be required to
refund the debt. [Ohio Rev. Code §133.34(D)].

» Ohio Rev. Code §135.13 requires depositing inactive funds in certificates of deposit maturing not
later than the end of the depository designation period or by savings or deposit accounts, including, but
not limited to, passbook accounts.

0 HB 225, effective 3/22/12, temporarily increases the maturity period from five years to
ten vears (ORC 135.35(C)).

0 HB 487, effective 9/10/12, repealed this HB 225 provision. Therefore, investments
purchased on or after 9/10/12 revert to the prior requirement: they must mature within 5
years from the date of settlement unless the investment matches a specific obligation or
debt, and the investment advisory committee specifically approves it.

= A county may hold investments purchased between 3/22/12 and 9/10/12 until

their maturity of up to 10 years.
0 (Chapter 7 includes a test of depository designations.)

6
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» Ohio Rev. Code §135.144 also permits governments to use the Certificate of Deposit Account
Registry Services (CDARS) or similar programs meeting Ohio Rev. Code §135.144 requirements for
interim deposits. If a government purchases CDs for more than the FDIC limit (permanently raised to
$250,000 on July 21, 2010) with a bank participating in CDARS, the bank “redeposits” the excess
amounts with other institutions. Each bank accepts less than $250,000 so that all deposits have FDIC
coverage. Ohio Rev. Code §135.144 requires a government to place its deposits with an eligible
depository per Ohio Rev. Code §135.03. However, the institutions the government’s depository places
excess deposits with are not subject to Ohio Rev. Code §135.03. For example, they need not be located in
Ohio. Because all CDARS deposits have FDIC coverage, the collateral requirements of Ohio Rev. Code
§135.18 and §135.181 do not apply. (That is, these are insured deposits for GASB 40 purposes.) Refer
to AOS Bulletin 2007-007 for additional information regarding CDARS. "

In determining how the government ensures What control procedures address the | W/P
compliance, consider the following: compliance requirement? Ref.
e Policies and Procedures Manuals

e Knowledge and Training of personnel

o Tickler Files/Checklists

e Presence of an Effective Accounting System
e Legislative and Management Monitoring

e Management’s identification of changes in
laws and regulations

e Management’s communication of changes in
laws and regulations to employees

Suggested Audit Procedures — Compliance (Substantive) Tests:

Select a representative number' of investments and:

1. Read investment dealer confirmations* to determine if the investment is of a type authorized.

* Note: Dealer confirmations are suitable evidence supporting the details (e.g. valuation, occurrence) of
an investment at the time of purchase. However, it provides no evidence the government still owned the

investment as of its fiscal year end (the existence assertion). Auditors should obtain other evidence to
support existence at year end. The audit program should include suitable existence steps.

2 It is conceivable programs similar to CDARS may be established. We believe these programs would be legal if
they meet all Ohio Rev. Code §135.44 requirements. For example, we are aware that credit unions have established
a similar program to insure deposits exceeding the limits covered by the National Credit Union Share Insurance
Fund. However, Ohio Rev. Code §135.44 would not permit governments to use this program because Ohio Rev.
Code §135.03 (via Ohio Rev. Code §1151.01) excludes credit unions from eligible depositories. Nete—Effeetive
1046/09 HB1-amended-However, R.C. 135.03 te permits any savings association or savings bank located in Ohio,
which is doing business under the authority of another state, to become an eligible public depository. Therefore, if
they establish programs complying with all § 135.44 requirements, those programs would have similar legal status
to the CDARS program.

> When judging “a representative number,” consider focusing on investments held at year end, but also consider
testing other purchases and sales during the audit period. In judging how many purchases to test, consider the
volume of purchases, the control environment, the adequacy of policies, and the results of prior audits.

7
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2. Determine that the investments mature within the prescribed limits (generally no later than 5 years,

but1-year!* for interim-deposits—in-acertificate-of-deposit, or other periods for repurchase agreements,

bankers’ acceptances and commercial paper.)
3. Inspect documentation supporting repurchase agreements and determine that:

a. The market values of securities exceed the principal values of securities subject to the overnight
repurchase agreement by 2%. (Note: The risk of non-compliance increases when banks merge.)

b. A term repurchase agreement did not exceed 30 days and the values of the securities were marked
to market daily.

c. Repurchase agreements were in writing, including the par value of the securities; the type, rate,
and maturity date of the securities; and a numerical identifier.

4. Read the prospectus for money market mutual funds with which the government has significant
investment. Determine whether the prospectus limits investments to those authorized under Ohio Rev.
Code §135.14(B)(1) & (B)(2). (B)(1) & (B)(2) describe Federally issued or insured securities. §(B)(1) &
(B)(2) would not include, for example, reverse repos consisting of Federal securities or securities other
states issue.

5. Determine whether money market mutual funds have the highest credit rating issued by one national
ratings agency (such as that S&P, Moody’s or Fitch issues).

6. Regarding Ohio Rev. Code §135.14(F), scan investment records to determine whether the
government is selling securities prior to maturity. If a significant number or amount of premature sales
occurred because the government had an emergency need for cash, review the CFO’s cash flow forecasts
supporting that the government had reasonable support, at the time of purchase, that it could hold the
security to maturity. If there is inadequate cash flow planning,”’ cite this section. The noncompliance
finding should also recommend the government improve its cash flow forecasting. The finding should
also describe any losses the government suffered from these sales.

7. If the government hires an investment manager for all or a portion of its investments, obtain copies of
investment summary reports the manager prepares.

a. Read the agreement between the manager and the government. Determine if the agreement (or
the investment policy Step 5-2 describes) requires the manager to comply with all applicable Ohio
Rev. Code Chapter 135 requirements. Maintain a copy or summary of the agreement in the
permanent file.

b. Test selected investments from the reports for compliance with steps 1 — 5 above.

c. Scan purchases and sales to determine whether the manager sells securities prior to their maturity
for other than an urgent need for cash.

' “Emergency” premature sales can result in losses. If inadequate cash flow planning contributed to the need to sell
early, we should cite them. In other circumstances, a government may choose to redeem a security early at a loss in
order to re-invest at a greater overall rate of return. We would not deem this latter circumstance to violate the intent
of Ohio Rev. Code §135.14(F).
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d. (Note that for financial audit purposes, an investment manager may constitute a service

Note: The steps above should normally be sufficient for most governments. Because we believe the risk
of governments engaging in certain prohibited activities such as leveraging, short sales or arbitrage
violations is low, there are no steps included to test these requirements. You should scan the other
requirements in this step, and based on your knowledge of the government’s investing activities,
investigate them if evidence suggests the government may have materially violated these requirements.

Audit implications (adequacy of the system and controls, and the direct and material effects
of non-compliance, effects on the audit opinions and/or footnote disclosures, significant
deficiencies/material weaknesses, and management letter comments):

' Note that SSAE No. 16 replaces SAS 70 for service organizations, effective for periods ending on or after June

adopted.
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5-2 Compliance Requirement: Ohio Rev. Code §135.14 — Other Requirements.
Summary of Requirements:

» Per Ohio Rev. Code §135.14(0)(1), Investments or deposits under §135.14 cannot be made unless a
written investment policy approved by the treasurer or governing board is on file with the Auditor of
State, with the following two exceptions:

0 Per Ohio Rev. Code §135.14(0)(2), If a written investment policy is not filed with the Auditor of
State, the treasurer or governing board can invest only in interim deposits, STAR Ohio, or no-
load money market mutual funds.

0 Per Ohio Rev. Code §135.14(0)(3), A subdivision whose average annual investment portfolio is
$100,000 or less need not file an investment policy, provided that the treasurer or governing
board certifies to the Auditor of State that the treasurer or governing board will comply and is in
compliance with the provisions of §135.01 to §135.21.

» Per Ohio Rev. Code §135.14(0)(1), The investment policy must be signed by:

0 All entities conducting investment business with the treasurer or governing board (except the
Treasurer of State);

0 All brokers, dealers, and financial institutions, described in §135.14(M)(1), initiating transactions
with the treasurer or governing board by giving advice or making investment recommendations;

0 All brokers, dealers, and financial institutions, described in §135.14(M)(1), executing transactions
initiated by the treasurer or governing board.

» If any securities or certificates of deposit purchased are issuable to a designated payee or to the order
of designated payee, the designated party is to be the treasurer and the treasurer’s office'”.

» If the securities are registerable either as to principal and/or interest, then the securities are to be
registered in the treasurer’s name.

» The treasurer is responsible for safekeeping all the documents evidencing a deposit or investment.
Any securities may be deposited for safekeeping with a qualified trustee as provided in Ohio Rev. Code
§135.18.

» Except for investments in securities described in Ohio Rev. Code §135.14(B)(5) and (6) (no-load
money funds, certain repos and STAR Ohio) and for investments by a municipal corporation in the issues
of that municipal corporation, all investments must be made through:

0 members of the National Association of Securities Dealers, Inc. (NASD); or
O institutions regulated by the Superintendent of Banks, Superintendent of Savings and Loan

Associations, Comptroller of Currency, Federal Deposit Insurance Corporation, or Board of
Governors of the Federal Reserve System.

In determining how the government ensures What control procedures address the | W/P
compliance, consider the following: compliance requirement? Ref.

' For example, an acceptable method of complying with this requirement is for the financial institution to make the
securities or certificates of deposit payable to “ABC Township, Joe Jones, Treasurer.”
10
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e Policies and Procedures Manuals

e Knowledge and Training of personnel

o Tickler Files/Checklists

e Presence of an Effective Accounting System
e Legislative and Management Monitoring

e Management’s identification of changes in
laws and regulations

e Management’s communication of changes in
laws and regulations to employees

Suggested Audit Procedures — Compliance (Substantive) Tests:
Read the government’s investment policy for the period.

If there is no written investment policy filed with the Auditor of State, scan the government’s investment
portfolio for the period to determine that it is composed solely of interim deposits, STAR Ohio, or no-
load money market mutual funds, or that its average annual size is $100,000 or less. Additionally,
inspect the certificate to the Auditor of State asserting'® that the treasurer or governing board will comply
and is in compliance with the provisions of Ohio Rev. Code §135.01 to §135.21.

If applicable, inspect documentation that the policy was approved by the treasurer or governing board and
is on file with the Auditor of State (For AOS employees the policies and exemptions are available at
S:/Final Audit PDF/Region Folder/County Folder/Client Folder/Investment Policy Folder). (We need not
repeat this step every audit. Keep a copy in the permanent file, and inquire whether the government has
amended the policy since the prior audit.)

Inspect the policy for the requisite signatures:
0 All entities conducting investment business with the treasurer or governing board (except the
Treasurer of State);

0 All brokers, dealers, and financial institutions initiating transactions with the treasurer or
governing board by giving advice or making investment recommendations;

0 All brokers, dealers, and financial institutions executing transactions initiated by the treasurer or
governing board.

0 Select a representative number of investments made by the entity and determine whether the
investments are in accordance with the entity’s investment policy as adopted by the entity’s
legislative body.

Determine if the policy requires financial institutions, brokers and dealers to comply with Ohio Rev. Code
Chapter 135. (There is no legal requirement to include this, but if the policy does not include this
requirement, we should recommend the government amend their policy to require compliance.)

'8 Not required if the portfolio for the period is composed solely of interim deposits, STAR Ohio, or no-load money
market mutual funds.
11
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Select a representative number'® or amount of investments:

0 Inspect purchase documents and determine that investments were made only through members of
NASD, or institutions regulated by the Superintendent of Banks, Superintendent of Savings and
Loan Associations, Comptroller of Currency, Federal Deposit Insurance Corporation, or Board of
Governors of the Federal Reserve System.

0 For certificates of deposit, inspect documentation that any designated payee is the treasurer or
treasurer’s office; and that the CDs are in the treasurer’s name.

Audit implications (adequacy of the system and controls, and the direct and material effects
of non-compliance, effects on the audit opinions and/or footnote disclosures, significant
deficiencies/material weaknesses, and management letter comments):

' When judging “a representative number,” consider focusing on investments held at year end, but also consider
testing other purchases and sales during the audit period. In judging how many purchases to test, consider the
volume of purchases, the control environment, the adequacy of policies, and the results of prior audits.

12



2012 Ohio Compliance Supplement Deposits & Investments

5-3 Compliance Requirements: Ohio Rev. Code §135.142 (school districts), §135.14(B)(7) (other
subdivisions) — Additional investments allowable for subdivisions other than counties.

Summary of Requirements: Ohio Compliance Supplement Section 5-1 identifies certain investments
that are eligible for interim monies. In addition to those investments, subdivisions can invest interim
monies as follows:

» Up to twenty-five per cent of interim moneys available for investment in either of the following [Ohio
Rev. Code §135.142(A) for school districts; §135.14(B)(7) for other subdivisions]:

Commercial paper notes issued by an entity defined in Ohio Rev. Code §1705.01(D) (see definition
below) and that has assets exceeding five hundred million dollars, to which all the following apply:

0 The notes are rated at the time of purchase in the highest classification established by at least two
nationally recognized standard rating services.

0 The aggregate value of the notes does not exceed ten per cent of the aggregate value of the
outstanding commercial paper of the issuing corporation.

0 The notes mature not later than one hundred eighty days after purchase.

Bankers’ acceptances of banks insured by the FDIC and to which both of the following apply:
0 The obligations are eligible for purchase by the Federal Reserve System.
0 The obligations mature not later than one hundred eighty days after purchase.

» Boards of education must authorize the treasurer to invest in commercial paper or bankers’
acceptances by a 2/3 majority vote. [Ohio Rev. Code §135.142(A)] (Once authorized, the authorization
remains effective unless the policy changes. Therefore, we need not test this every audit. We should
maintain documentation of the approval in the permanent file.)

» “Entity” means any of the following [Ohio Rev. Code §1705.01(D)]:
0 A for profit corporation existing under the laws of this state or any other state;

0 Any of the following organizations existing under the laws of this state, the United States, or any
other state:
O A business trust or association;
O A real estate investment trust;
0 A common law trust;
O An unincorporated business or for profit organization, including a general or limited
partnership;
0 A limited liability company.

In determining how the government ensures What control procedures address the | W/P
compliance, consider the following: compliance requirement? Ref.

e Policies and Procedures Manuals
e Knowledge and Training of personnel

e Presence of an Effective Accounting System

13
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e Legislative and Management Monitoring

e Management’s identification of changes in
laws and regulations

e Management’s communication of changes in
laws and regulations to employees

Suggested Audit Procedures — Compliance (Substantive) Tests:

1. Inspect a representative number”” of dealer confirmations of the commercial paper notes purchased
and determine that the entity has maintained related documentation that the:

0 Commercial paper was rated in the highest classification by two standard rating services.
0 The commercial paper matures not later than 180 days after purchase.

2. Inspect dealer confirmations of the bankers’ acceptances purchased and determine that the entity has
maintained related documentation that the:

0 Banks are insured by the Federal Deposit Insurance Corporation.

0 Dealer confirmations should indicate if bankers’ acceptances were NOT eligible for purchase by
the Federal Reserve System. Read the confirmation to determine whether the banker’s
acceptance was ineligible. (A statement of ineligibility would indicate an ineligible investment,
per Ohio Rev. Code §135.142(A) for school districts or §135.14(B)(7) for other non-county
entities.

0 The acceptances mature not later than 180 days after purchase.

3. For school districts, assure the permanent file documents the resolution authorizing the treasurer to
invest in commercial paper and / or bankers’ acceptances.

Audit implications (adequacy of the system and controls, and the direct and material effects of
non-compliance, effects on the audit opinions and/or footnote disclosures, significant
deficiencies/material weaknesses, and management letter comments):

2 When judging “a representative number,” consider focusing on investments held at year end, but also consider
testing other purchases and sales during the audit period. In judging how many purchases to test, consider the
volume of purchases, the control environment, the adequacy of policies, and the results of prior audits.
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Revised: Dodd-Frank Wall Street
Reform and Consumer
Protection Act of 2010
Section 343

Effective: December 31,2010

5-4 Compliance Requirements: Ohio Rev. Code §135.18 (specific collateral) and §135.181 (pooled
collateral) — Security for repaying public deposits; Ohio Rev. Code §135.37 — Security for repaying
county (and county hospital) public deposits; 12 CFR 330; 12 CFR 370 - TLGP.

Summary of Requirements: The treasurer of a political subdivision must require the depository to
provide security equal to the funds on deposit at all times. Security may consist of federal deposit
insurance, surety company bonds, or pledged securities. [Ohio Rev. Code §135.18].

Depository security requirements for county (and county hospital) monies parallel the requirements of
other governmental entities pursuant to Ohio Rev. Code §135.18. Ohio Rev. Code §135.37(F) expressly
permits counties to follow the pool collateral requirements of Ohio Rev. Code §135.181.

FDIC Insurance Coverage and-TFemperary-Liguidity-Guarantee-Program

On July 21, 2010, President Barack Obama signed the Dodd-Frank Wall Street Reform and Consumer
Protection Act of 2010 into law, which, in part, permanently raised the current standard maximum FDIC

dep0s1t insurance amount to $250 000, retroactlve to January 1, 2008 GPhe—s%anéard—naa*ﬂnuna—tnsuPanee

On November 9, 2010, the FDIC Board of Directors (the “Board”) issued a final rule (the “November
Final Rule”) to implement Section 343 of the Dodd-Frank Wall Street Reform and Consumer Protection

Act (“DFA”) that provides temporary unlimited deposit insurance coverage for noninterest-bearin
transaction accounts at all FDIC-insured depository institutions (the “Dodd-Frank Provision™) (12 CFR

330).

All funds in a “noninterest-bearing transaction account” are insured in full by the Federal Deposit
Insurance Corporation from December 31, 2010, through December 31, 2012. This temporary unlimited
coverage is in addition to, and separate from, the coverage of at least $250,000 available to depositors
under the FDIC’s general deposit insurance rules (12CFR 330.16).

A nonlnterest bearlng transactlon account means (1) a degosn or account malntalned at an 1nsured

account holder is permitted to make withdrawals, telephone or electronic or other media transfers, or

other similar items for the purpose of making payments or transfers to third parties or others; (iii) on
which the insured depository institution does not reserve the right to require advance notice of an intended
withdrawal®. A noninterest-bearing transaction account also includes a trust account established by an
attorney or law firm commonly known as an Interest on Lawyers Trust Accounts (“IOLTAS”) or its
functional equivalent as determined by the corporation.*.

2 See 12 C.F.R. §330.1(r)
2.

* The definition of noninterest-bearing transaction account cannot include any interest bearing accounts, NOW
accounts, or money market deposit accounts except as expressly provided in 12 C.F.R. §330.16(b) with respect to
certain swept funds. The exception for swept funds is applicable only in situations where funds are swept from a
noninterest-bearing transaction account to a noninterest-bearing savings account, notably a money market deposit

account (MMDA). Pursuant to 12 C.F.R. § 330.16(b), such noninterest-bearing savings accounts into which funds
15
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. (In issuing the

November Final Rule, the Board confirmed it would not extend the Transaction Account Guarantee

Program (“TAGP”) beyond its sunset date of December 31, 2010.)
Debt Guarantee Program

The Debt Guarantee Program expired on 12/31/2010 ,however:
e For debt that is issued before April 1, 2009 by any participating entity, the guarantee expires on

the earliest of the mandatory conversion date for mandatory convertible debt, the maturity date of

the debt, or June 30, 2012,

e For debt that is issued on or after April 1, 2009, by a participating entity that is either an insured
depository institution, a participating entity that has issued guaranteed debt before April 1, 2009,
a participating entity that has been approved pursuant to § 370.3(h) to issue guaranteed debt after
June 30, 2009, and on or before October 31, 2009, or a participating entity that has been
approved pursuant to § 370.3(k) to issue guaranteed debt after October 31, 2009, the guarantee
expires on the earliest of the mandatory conversion date (for mandatory convertible debt), the
maturity date of the debt, or December 31, 2012.

e For debt that is issued on or after April 1, 2009 by a participating entity other than an entity
described in paragraph (d)(2) of this section, the guarantee expires on the earliest of the

mandatory conversion date for mandatory convertible debt, the maturity date of the debt, or on

June 30, 2012.

Under the Debt Guarantee Program, the FDIC alse guaranteed certain rewly-issted senior unsecured
debt® issued by participating institutions. Fhe-Debt GuaranteeProgram This program was extended for

are swept would be considered noninterest-bearing transaction accounts. Apart from this exception for “reserve

sweeps,” MMDAs and noninterest-bearing savings accounts do not qualify as noninterest-bearing transaction
accounts.

3 Senior unsecured debt includes [12 CFR 370.2(e)(3); 12 CFR 370.2(a)(1)(i-iv)]:

e  Federal funds purchased;
e Commercial paper;
16
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senior unsecured debt issued after April 1, 2009 and before October 31, 2009 and maturing on or before
December 31, 2012 _unless an entity opted out of the debt guarantee component of the Temporary
Liquidity Guarantee Program. In that event, the debt guarantee expired when the FDIC's received the
opt-out decision.

Generally, and as defined in the interim rule, the following entities were eligible to be-participating
institations-in-the FEGPparticipate in the Debt Guarantee Program:

e any FDIC-insured depository institution;

e any U.S. bank holding company, including financial holding companies; and

e certain U.S. savings and loan holding companies.

Eligible entities may have elected to opt out of the Debt Guarantee Program;-the-transaction-aceount
guarantee-program;-or-both. The FDIC maintains a list of those entities that have opted out of either-or
beth-compeonents-of-the TEGP the Debt Guarantee Program on its Web site
(http://www.fdic.gov/regulations/resources/TLGP/optout.html
http://www.fdic.gov/regulations/resources/TLGP/index.html). [12 CFR 370.5]

Depositories may pledge the following securities under the subsections of Ohio Rev. Code §135.18(B)
listed below:

(1) Bonds, notes, or other obligations of the United States; or bonds, notes, or other obligations
guaranteed as to principal and interest by the United States or those for which the full faith of the United
States is pledged for the payment of principal and interest thereon, by language appearing in the
instrument specifically providing such guarantee or pledge and not merely by interpretation or otherwise;

(2) Bonds, notes, debentures, letters of credit, or other obligations or securities issued by any federal
government agency, or instrumentality, or the export-import bank of Washington; bonds, notes, or other
obligations guaranteed as to principal and interest by the United States or those for which the full faith of
the United States is pledged for the payment of principal and interest thereon, by interpretation or
otherwise and not by language appearing in the instrument specifically providing such guarantee or
pledge;

(3) Obligations of or fully insured or fully guaranteed by the United States or any federal government
agency or instrumentality;

(4) Obligations partially insured or partially guaranteed by any federal agency or instrumentality;

(5) Obligations of or fully guaranteed by the Federal National Mortgage Association, Federal Home Loan
Mortgage Corporation, Federal Farm Credit Bank, or Student Loan Marketing Association;

e  Unsubordinated unsecured notes, including zero-coupon bonds;

e U.S. dollar denominated certificates of deposit owed to an insured depository institution, an insured credit
union as defined in the Federal Credit Union Act, or a foreign bank

e U.S. dollar denominated deposits in an IBF of an insured depository institution owed to an insured
depository institution or a foreign bank, and

e U.S. dollar denominated deposits on the books and records of foreign branches of U.S. insured depository
institutions that are owed to an insured depository institution or a foreign bank.

Although normally considered to be illegal investments for local governments, the securities above are believed
to be temporarily legal investments because of the guarantee.
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(6) Bonds and other obligations of this state and any county, municipal corporation, or other legally
constituted taxing subdivision of another state, or an instrumentality of such public entities, if:

= The full faith and credit of the issue is pledged and,
= At the time of purchase, the security is rated in one of the two highest categories by
at least one nationally recognized standard rating service

(7) Bonds and other obligations of any county, township, school district, municipal corporation, or other
legally constituted taxing subdivision of this state, which is not at the time of such deposit, in default in
the payment of principal or interest on any of its bonds or other obligations, for which the full faith and
credit of the issuing subdivision is pledged.

(8) Bonds of other states of the United States which have not during the ten years immediately preceding
the time of such deposit defaulted in payments of either interest or principal on any of their bonds;

(9) Shares of no-load money market mutual funds consisting exclusively of obligations described in
division (B)(1) or (2) of Ohio Rev. Code §135.18 [these sections are (1) & (2), above] and repurchase
agreements secured by such obligations.

(10) A surety bond issued by a corporate surety licensed by the state and authorized to issue surety
bonds in this state pursuant to Ohio Rev. Code Chapter 3929 and qualified to provide surety bonds to the
federal government pursuant to 96 Stat. 1047 (1982), 31 U.S.C.A. 9304.

By written notice to the treasurer, an institution designated as a public depository may designate a
qualified trustee®* and deposit the eligible securities required by this section with the trustee for
safekeeping for the account of the treasurer (and the institution). In this case, the treasurer accepts the
trustee’s written receipt describing the securities which have been deposited with the trustee by the public
depository. All such securities so deposited with the trustee are deemed to be pledged and deposited with
the treasurer. [Ohio Rev. Code §135.18(D)].

Any federal reserve bank® or branch located in this state or Federal Home Loan Bank is qualified to act
as trustee for the safekeeping of securities.

Any institution mentioned in Ohio Rev. Code §135.03 is qualified to act as trustee for the safekeeping of
securities, other than those belonging to itself, under this section.

Ohio Rev. Code §135.181

In lieu of the specific pledging requirements of Section 135.18, a public depository at its option may
pledge a single pool of eligible securities to secure the repayment of all its public deposits not otherwise
secured, provided that at all times the total market value of the securities so pledged is at least equal to
one hundred five per cent of its uninsured public deposits to be secured by the pooled securities.

** All securities eligible as collateral are book-entry only and held at the Federal Reserve. The Federal Reserve
Bank acts as the government’s agent and holds the collateral securities in the government’s name. Deposits secured
by collateral held in these accounts are not subject to custodial credit risk disclosures if the government can provide
evidence that pledge accounts held in the government’s name are in existence at the Federal Reserve.

% The Federal Reserve Bank of Cleveland sometimes uses the Boston Federal Reserve Bank for safekeeping. We
do not deem this arrangement to violate this provision.
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The securities described in division (B) of Ohio Rev. Code §135.18 (described above), shall be eligible as
collateral, provided no such securities pledged as collateral are at any time in default as to either principal
or interest.

A public depository must designate a qualified trustee (i.e., the Federal Reserve) and deposit the eligible
pledged securities with that trustee for safekeeping. The depository must give written notice of the
qualified trustee to any treasurer depositing public monies for which such securities are pledged. The
treasurer shall accept the written receipt of the trustee describing the pool of securities so deposited by the
depository. [Ohio Rev. Code §135.181(E)].

Upon request of a treasurer up to 4 times per year, a public depository must report: the amount of public
monies deposited by the treasurer and secured and the total value based on the valuations described
above, of the pool of securities pledged to secure public monies held by the depository, including those
deposited by the treasurer [Ohio Rev. Code §135.181(L)].

Upon request of a treasurer up to 4 times per year, a qualified trustee must report the total value of the
securities pool deposited with it by the depository and provide an itemized list of pooled securities. The
trustee must make these reports as of the date the treasurer specifies.

In determining how the government ensures What control procedures address the | W/P
compliance, consider the following: compliance requirement? Ref.
e Policies and Procedures Manuals

o Knowledge and Training of personnel
e Presence of an Effective Accounting System
e Legislative and Management Monitoring

e Management’s identification of changes in
laws and regulations

e Management’s communication of changes in
laws and regulations to employees

Suggested Audit Procedures — Compliance (Substantive) Tests:

Compare depository balances to the amount of pledged securities and other depository collateral during
the audit period, noting maximum amounts on deposit at any time. Calculate (or inspect, if available, the
government’s calculations) if legal security equaled or exceeded depository balances. Focus audit
procedures on the most recent fiscal year end, but based on your assessment of the control environment,
the nature of collateral®® and other risks also consider whether you should evaluate the adequacy of
collateral as of other dates during the audit when deposit or investment balances may have been
materially higher, such as immediately after the receipt of tax settlements.

Inspect the financial institution’s listing of pledged securities. Select a few securities and determine if the
institution pledged only eligible securities. (When determining the extent of testing, auditors should
consider that we do not require a high level of assurance, so a “few” items should be sufficient. Auditors
can reduce or eliminate this testing based on the assessed level of control risk* and past experience with
the financial institution. Therefore, if the government documents its review of collateral eligibility, or we
have not noted eligibility problems in prior audits, we can reduce or eliminate this test.)

26 For example, there is generally less risk that a financial institution using a collateral pool will have insufficient
collateral vs. a financial institution pledging specific securities.
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* “Control risk” in this context refers to the government’s controls, if any, over reviewing their financial
institutions’ collateral lists. The AOS has no basis for assessing a financial institution’s control risk.

Audit implications (adequacy of the system and controls, and the direct and material effects
of non-compliance, effects on the audit opinions and/or footnote disclosures, significant
deficiencies/material weaknesses, and management letter comments):
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Revised: HB 153, 129" GA
Effective: 9/29/11

5-5 Compliance Requirements: Article XII, Section 5a, Ohio Constitution; Ohio Rev. Code §135.21,
§5705.10, §3315.01, and §5705.131; and 1982 Op. Atty Gen. No. 82-031 — Allocating interest among
funds.

Summary of Requirements: The distribution of interest earned on monies held for the treasuries of other
subdivisions (i.e. as fiscal agent or custodian) is generally subject to Ohio Rev. Code §135.21 and
§5705.10, although specific exceptions may exist. As a general rule:

» Interest earned on monies deposited by a treasurer which do not belong in the treasury of the
subdivision, due to their status as custodial funds,”” because he is acting as ex officio treasurer, or
otherwise, generally must be apportioned to the funds to which the principal belongs. [Ohio Rev. Code
§135.21]

» All other interest earned must be credited to the general fund of the subdivision [Ohio Rev. Code
§135.21], with the following exceptions:

O Interest earned on money derived from a motor vehicle license or fuel tax must follow the
principal®®. [Article XII, Section 5a, Ohio Const. and 1982 Op. Atty Gen. No. 82-031]

0 Federal regulations may require local governments to credit interest earned on federal money
to the fund to which the principal belongs. Most Federal agencies have codified Uniform
Administrative Requirements for Grants and Cooperative Agreements to State and Local
Governments that describe the accounting for interest earnings. In some situations, interest
earnings on Federal money must follow the fund to which the principal belongs (such as
interest earned on revolving loans). Conversely, local governments must generally refund
interest earned in excess of $100 annually to the Federal agency if the grant is advance
funded. Auditors should refer to the applicable Federal program regulations and grant
agreements to determine whether interest earned on federal money is program income and,
therefore, must be credited to the fund where the principal belongs.

0 Interest earned on principal of a non-expendable trust fund®® established to receive donations
or contributions that the donor or contributor requires to be maintained intact must be
credited to the non-expendable trust fund to which the principal belongs. [Ohio Rev. Code
§5705.131].

77 Op. Atty. Gen. No. 85-085 defines Custodial Funds as those funds held in possession of the treasurer of a
government body for some other entity, but are considered to be outside the treasury of the governmental body — and

not available for use by that governmental body itself. This would include funds properly classified as fiduciary
funds per GASB Cod. 1300.102(c).

*¥ This includes local motor vehicle license tax imposed under Ohio Rev. Code Chapter 4504, motor vehicle license
tax imposed under Ohio Rev. Code 4503.02, highway use tax, and gasoline tax imposed under Ohio Rev. Code
Chapter 5728, and the motor vehicle fuel tax imposed under Ohio Rev. Code Chapter 5735. [Op. Atty. Gen. No.
1982-031]

¥ For accounting purposes, funds this Ohio Rev. Code section describes would now be permanent funds_under
GASB 54 or private purpose trust funds under GASB 34.
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O Interest earned on debt proceeds from debt issued under Ohio Rev. Code Chapter 133 must
be used for purposes for which the debt was issued or credited to the general fund. [Section
5705.10(E)] (Note: Proceeds exclude accrued interest and premiums, which the entity must
credit to the sinking or bond retirement fund.)

School District Exceptions:

» The board of education of any school district may adopt a resolution requiring the treasurer of the
district to credit the earnings made on the investment of the principal of the moneys specified in the
resolution to the fund from which the earnings arose, or any other fund of the district as the board
specifies in its resolution. [Ohio Rev. Code §3315.01(A)].

This procedure does not apply to the earnings made on the investment of a school district’s bond
retirement fund, the sinking fund, a project construction fund established pursuant to Ohio Revised Code
§3318.01 to §3318.20 (see school Classroom Facilities Assistance Program requirements in OCS Chapter
2), or the payments districts receive from the school foundation program. [Ohio Rev. Code §3315.01(B)].

» All investment earnings of a school district project construction fund shall be credited to the fund.
After the a certificate of completion has been issued for a project under section 3318.48 of the Revised

Code, has-beencompleted:

(A). Any investment earnings remaining in the project construction fund attributable to the school
district’s contribution to the fund shall be transferred to the district’s maintenance fund required by
division (B) of Ohio Rev. Code §3318.05, and the money shall be used solely for maintaining the
classroom facilities included in the project. [Ohio Rev. Code §3318.12(C)(1)]

(B). Any investment earnings remaining in the project construction fund that are attributable to the
state’s contribution to the fund shall be transferred to the state commission for expenditure pursuant
to Ohio Rev. Code 3318.01 to 3318.20. [Ohio Rev. Code §3318.12(C)(2)]

» All revenue, as defined in 7 CFR 210.2, received by or accruing to the food service fund of any
school district or community schools including but not limited to, children’s payments, earnings on
investments, and other local revenues should be credited to and used by those funds. (7 CFR 210.2
and 210.14 (a)).

Cemetery Exception:

Interest earned on a cemetery bequest fund that is attributable to an individual bequest is credited to that
fund. That is, interest attributable to an endowment for the benefit of individual cemetery lots should
follow the principal of the endowment (i.e., typically classified as a Permanent Fund under GASB 54 34)
[Ohio Rev. Code §759.36, §759.14, and §517.15]. However, interest attributable to endowments
generally benefitting the cemetery as whole may be allocated to a cemetery fund (i.e., typically classified
as a Special Revenue Fund under GASB 54 34) to be used for general cemetery purposes.

Library Exception:

» The board of library trustees of any free public library district may adopt a resolution requiring the
treasurer of the district to credit the earnings made on the investment of the principal of the moneys
specified in the resolution to the fund from which the earnings arose or any other fund of the district as
the board specifies in its resolution. [Ohio Rev. Code §3375.391]

» This does not apply to the earnings made on the investment of any library bond retirement fund or
any sinking fund. [Ohio Rev. Code §3375.391]

| In determining how the government ensures | What control procedures address the | W/P |
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compliance, consider the following: compliance requirement? Ref.
e Policies and Procedures Manuals

e Knowledge and Training of personnel

e Tickler Files/Checklists

e Presence of an Effective Accounting System
e Legislative and Management Monitoring

e Management’s identification of changes in
laws and regulations

e Management’s communication of changes in
laws and regulations to employees

Suggested Audit Procedures — Compliance (Substantive) Tests:

Trace a representative selection of interest earned during the fiscal year and determine that it was paid
into the proper funds.

Audit implications (adequacy of the system and controls, and the direct and material effects of
non-compliance, effects on the audit opinions and/or footnote disclosures, significant
deficiencies/material weaknesses, and management letter comments):
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Section B: County and County Hospital Requirements

The provisions of Ohio Rev. Code Chapter 135 relating to counties (and county hospitals) are in
separate sections from the provisions relating to all other subdivisions. However, in most cases the
requirements are very similar.

5-4 Compliance Requirements: Section 5-4 presented under Section A applies to counties and
hospitals.

5-6 Compliance Requirement: Ohio Rev. Code §135.34 and §135.341 — Investment advisory
committee; county commissioners’ review of investment policies.

Summary of Requirements:
Ohio Rev. Code §135.341(A) establishes in each county a county investment advisory committee of 3
members:

» 2 county commissioners; and

» the county treasurer

The board of county commissioners may declare that all 3 county commissioners shall serve on the
county investment advisory committee. If the board so declares, the county investment advisory
committee consists of 5 members:

» the 3 county commissioners;

» the county treasurer; and

» the clerk of court of common pleas of the county

The committee elects its own chair, and committee members receive no additional compensation. [Ohio
Rev. Code §135.341(B)]

The committee must meet at least once every 3 months to review or revise its policies and to advise the
investing authority (generally the county treasurer) on county investments, with the objective of ensuring
the best and safest return of funds to the county. Any member of the committee, upon giving 5 days’
notice, may call a committee meeting. The committee’s policies may establish a limit on the period of
time that moneys may be invested in any particular type of investment. [Ohio Rev. Code §135.341(C)]

The committee is authorized to retain the services of an investment advisor, provided that the advisor is
registered with the Securities and Exchange Commission and possesses public funds investment
management experience, specifically in the area of state and local government investment portfolios, or
the advisor is an eligible institution mentioned in Ohio Rev. Code §135.03. [Ohio Rev. Code
§135.341(D)]

The committee shall act as the investing authority in place of the treasurer for purposes of investing
county funds and managing the county portfolio when this authority is transferred to it pursuant to
divisions (E)(1) and (F)(2) of Ohio Rev. Code §321.46 or when ordered to do so by a court pursuant to
§321.47. For these purposes, the committee shall retain the services of an investment advisor described in
division (D) of this section. [Ohio Rev. Code §135.341(E)]

The board of county commissioners may semiannually review investment procedures of the investing
authority. Whenever such reviews indicate that the investing authority has failed to invest inactive
monies of the county as provided by law or in “documented substantial, material, and continuing”
disregard of the advice or policies of the investment advisory committee, the board notifies the investing
authority of its findings. If at the next review it determines that such procedures have not been corrected,
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the board may designate, by resolution, a different investing authority. This may include the board of
county commissioners, one of its members, or one of its employees. Thereafter, until rescinded by
resolution of the board, the investing authority is as designated by the board. [Ohio Rev. Code §135.34]

All or part of the moneys determined not to be necessary to meet current county hospital demands may be
invested by the hospital trustees in any classifications of securities eligible for deposit or investment of
county moneys pursuant to Ohio Rev. Code §135.35, subject to the approval of the board's written
investment policy by the county investment advisory committee established pursuant to Ohio Rev. Code
§135.341. [Ohio Rev. Code §339.06(D)(2)]

In determining how the government ensures | What control procedures address the | W/P
compliance, consider the following: compliance requirement? Ref.
e Policies and Procedures Manuals

e Knowledge and Training of personnel
e Tickler Files/Checklists

e Presence of an Effective Accounting
System

e Legislative and Management Monitoring

e Management’s identification of changes in
laws and regulations

e Management’s communication of changes
in laws and regulations to employees

Suggested Audit Procedures — Compliance (Substantive) Tests:

Read minutes and records of the county investment advisory committee and determine that the committee
is meeting at least quarterly and has established written county investment policies.

Obtain a copy of the written investment policies established by the committee. Examine a representative
selection of investment transactions to determine whether the investing authority is complying with the
committee’s policies.

Inquire (or read minutes) as to the results of any quarterly reviews of the county investment procedures by
the board of county commissioners and determine whether appropriate action was taken by the board.

Audit implications (adequacy of the system and controls, and the direct and material effects of
non-compliance, effects on the audit opinions and/or footnote disclosures, significant
deficiencies/material weaknesses, and management letter comments):
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Revised: HB 225, 129" GA
Effective: 3/22/12

HB 487, 129" GA
Effective: 9/10/12

5-7 (a) Compliance Requirements: Ohio Rev. Code §135.35 and 12 CFR 370 - Eligible Investments
for inactive county money (county hospitals may invest in these same securities, per Ohio Rev. Code
§339.00).

Summary of Requirements:

» Investments must mature within 5 years from the date of settlement unless the investment matches a
specific obligation or debt, and the investment advisory committee specifically approves it.

» HB 225, effective 3/22/12, temporarily increases this to ten years (ORC 135.35(C)). Additionally,
after an affirmative vote of the County’s investment Advisory Committee, up to 25% of the portfolio can
be invested in securities that mature longer than ten years (ORC 135.35(0)).

o HB 487, effective 9/10/12, repealed this HB 225 provision. Therefore, investments
purchased on or after 9/10/12 revert to the prior requirement: they must mature within 5
years from the date of settlement unless the investment matches a specific obligation or
debt, and the investment advisory committee specifically approves it.

= A county may hold investments purchased between 3/22/12 and 9/10/12 until
their maturity of up to 10 years.

» The following classifications of securities and obligations are eligible for deposit or investment:

o United States obligations or any other obligation guaranteed as to principal or interest by the
United States, or any book entry, zero-coupon United States treasury security that is a direct
obligation of the United States. [Ohio Rev. Code §135.35(A)(1)]

e Stripped principal or interest obligations are not permitted. Except, Federally-issued or
Federally-guaranteed stripped principal or interest obligations are permitted. [Ohio Rev. Code
§135.35(A)(1)]

¢ Bonds, notes, debentures, or any other obligations or securities issued by any federal government
agency or instrumentality. All federal agency securities must be direct issuances of federal
government agencies or instrumentalities. [Ohio Rev. Code §135.35(A)(2)]

e Time certificates of deposit™ or savings or deposit accounts, including passbook accounts, in any
eligible® institution mentioned in Section 135.32. [Ohio Rev. Code §135.35(A)(3)]

39 1t is the position of the Auditor of State that Ohio Rev. Code §135.03 & §135.32 prohibit purchasing certificates
of deposit (negotiable or otherwise) from a bank unless the CD is subject to inspection by the Ohio Superintendent
of Financial Institutions. Ohio is part of a nationwide cooperative agreement for examining multi-state banks in
which these states agreed to recognize each other's supervisory authority for banks headquartered in another state
but doing business in theirs. Therefore, it is reasonable to conclude that a multi-state bank in a state subject to this
agreement is subject to inspection by Ohio’s Superintendent of Financial Institutions. Multi-state banks are eligible
to become a public depository for Ohio’s governmental entities, subject to sections 135.01 to 135.21 of the Ohio
Rev. Code. The bank should be registered with the Ohio Secretary of State to be an eligible public depository in
Ohio. A government cannot purchase negotiable or nonnegotiable CDs unless the governing body has designated
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e Ohio Rev. Code §135.353 also permits counties to use the Certificate of Deposit Account
Registry Services (CDARS) or similar programs meeting Ohio Rev. Code §135.353 requirements. If
a county purchases CDs for more than the FDIC limit (permanently raised to $250,000 on July 21,
2010. See OCS step 5-4 with a bank participating in CDARS, the bank “redeposits” the excess
amounts with other institutions. Each bank accepts less than $250,000 so that all deposits have FDIC
coverage. Ohio Rev. Code §135.353 requires a county to place its deposits with an eligible
depository per Ohio Rev. Code §135.32. However, institutions the county’s depository places excess
deposits with are not subject to Ohio Rev. Code §135.32. For example, they need not be located in
Ohio. Because all CDARS deposits have FDIC coverage, the collateral requirements of Ohio Rev.
Code §135.18 and §135.181 do not apply. (That is, these are insured deposits for GASB 40

purposes.)

e Bonds and other obligations of this state or the political subdivisions of this state provided that
such political subdivisions are located wholly or partly within the same county as the investing
authority. [Ohio Rev. Code §135.35(A)(4)]

o HB 225, effective 3/22/12 allows the purchase of municipal debt of the State of Ohio or any
olitical subdivision of the State (it removes the restriction that the subdivision lie within the County).

¢ No-load money market mutual funds consisting exclusively of obligations described in Ohio Rev.
Code §135.35(A)(1) or (2) (see above), or repurchase agreements secured by such obligations, if
purchased from eligible institutions mentioned in Ohio Rev. Code §135.32 (generally, Ohio banks
and national banks authorized to do business in Ohio. [Ohio Rev. Code §135.35(A)(5)]*

e No-load money market mutual funds if rated in the highest category at the time of purchase by at
least one nationally recognized standard rating service and invested exclusively in:

0 United States treasury bills, notes, bonds, or any other obligations or securities issued by the
United States treasury or any other obligation guaranteed as to principal and interest by the
United States, Bonds, notes, debentures, or any other obligations or securities issued by any
federal government agency or instrumentality or corporate commercial paper rated in the highest
category by two ratings agencies (i.e. securities Ohio Rev. Code §135.143(A)(1), (2) or (6)
permits);

0 Bonds, notes, debentures, or any other obligations or securities issued by any federal
government agency or instrumentality; ~ Commercial paper issued by any corporation
incorporated under the laws of the United States or a state, which notes are rated at the time of
purchase in the two highest categories by two nationally recognized rating agencies [Ohio Rev.
Code §135.35(A)(10)]*

* Note: Ohio Rev. Code §135.35(A)(5) and (A)(10) are similar. Ohio Rev. Code § (A)(5) permits
buying money market mutual funds which invest in repurchase agreements, but does not authorize
commercial paper, and requires purchasing the fund through a bank. Ohio Rev. Code § (A)(10) permits
buying money market mutual funds which invest in commercial paper but does not authorize repurchase
agreements. Ohio Rev. Code § (A)(10) also permits purchasing a mutual fund though a bank or through a
broker dealer. A county can follow either or both sections.

the bank as eligible to hold interim or inactive deposits. See ADAM 2002-05. (Ohio Rev. Code §135.144 provides
an exception to this general rule regarding out-of-state CDs. See description of 135.144 requirements in this step.)




2012 Ohio Compliance Supplement Deposits & Investments

e The Ohio Subdivision’s Fund (STAR Ohio) as provided in Ohio Rev. Code §135.45. [Ohio Rev.
Code §135.35(A)(6)]

e Securities lending agreements with any eligible institution mentioned in Ohio Rev. Code §135.32
that is a member of the Federal Reserve System or Federal Home Loan Bank, or with any recognized
U.S. government securities dealer,’® under the terms of which agreements in the investing authority
lends securities and the eligible institution agrees to simultaneously exchange similar securities
described in Section 135.35(A)(1) or (2) or cash or both securities and cash, equal value for equal
value. [Ohio Rev. Code §135.35(A)(7)]

o Up to twenty-five per cent of the county’s total portfolio in either of the following [Ohio Rev.
Code §135.35(A)(8)]:

Commercial paper issued by an “entity” that is defined in division (D) of Ohio Rev. Code §1705.01 (see
definition below) and that has assets exceeding five hundred million dollars, to which notes all of the
following apply:

o The aggregate value of the notes does not exceed ten per cent of the aggregate value of the
outstanding commercial paper of the issuing corporation.

e The notes are rated at the time of purchase in the highest classification established by at least two
nationally recognized standard rating services.

e The notes mature not later than 270 days after purchase.

Bankers’ acceptances of banks that are insured by the federal deposit insurance corporation and to which
both of the following apply:

o The obligations are eligible for purchase by the Federal Reserve System.
o The obligations mature not later than one hundred eighty days after purchase.

No investment shall be made in commercial paper or bankers’ acceptances unless the treasurer or
governing board has completed additional training for making those investments. The type and amount of
additional training shall be approved by the auditor of state and may be conducted by or provided under
the supervision of the auditor of state.

“Entity” means any of the following [Ohio Rev. Code §1705.01(D)]:
1. A for profit corporation existing under the laws of this state or any other state;
2. Any of the following organizations existing under the laws of this state, the United States,
or any other state:
i. A business trust or association;
ii. A real estate investment trust;

11i. A common law trust;
iv.  An unincorporated business or for profit organization, including a general or limited
partnership;

v. A limited liability company.

3 Ohio Rev. Code §135.35(J)(I) defines these security dealers as being “members of the national association of
securities dealers (NASD), through a bank, savings bank, or savings and loan association regulated by the
superintendent of financial institutions, or through an institution regulated by the comptroller of the currency, federal
deposit insurance corporation (FDIC), or board of governors of the federal reserve system.”
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» Per Ohio Rev. Code §135.35(A)(9), up to fifteen per cent of the county’s total average portfolio in
notes issued by corporations incorporated under U.S. law and that operate within the United States, or by
depository institutions doing business under U.S. authority or any state’s authority, and that operate
within the United States, provided both of the following apply:

0 The notes are rated in one of the two highest categories by at least two nationally recognized

standard rating services at the time of purchase;

0 The notes mature not later than two years after purchase.

» Per Ohio Rev. Code §135.35(A)(11) up to 1% of its portfolio in the debt of foreign nations, if:
0 Rated at the time of purchase in the three highest categories by two nationally recognized
standard rating services
0 The U.S. government recognizes it diplomatically.*®
0 All interest and principal shall be denominated and payable in United States funds.
0 The foreign government guarantees the debt.
0 The debt matures within five years of purchase. HB 225, effective 3/22/12, temporarily
increases this to ten years (ORC 135.35(C)). Additionally, after an affirmative vote of the

County’s investment Advisory Committee, up to 25% of the portfolio can be invested in
securities that mature longer than ten years (ORC 135.35(0)).

e HB 487, effective 9/10/12, repealed this HB 225 provision. Therefore,
investments purchased on or after 9/10/12 revert to the prior requirement:
they must mature within 5 years from the date of settlement unless the
investment matches a specific obligation or debt, and the investment
advisory committee specifically approves it.

O A county may hold investments purchased between 3/22/12 and
9/10/12 until their maturity of up to 10 years.

» The investing authority may also enter into a written repurchase agreement with any eligible
institution mentioned in Ohio Rev. Code §135.32 or any eligible dealer pursuant to Ohio Rev. Code
§135.35(J), under the terms of which agreement the investing authority purchases, and the eligible
institution or dealer agrees unconditionally to repurchase any of the securities listed in divisions (B)(1) to
(5) of §135.18, except letters of credit described in division (B)(2) are not permitted for repurchase
agreements.”* The market value of securities subject to an overnight repurchase agreement must exceed
the principal value of securities subject to a repurchase agreement by 2%.° A written repurchase
agreement shall not exceed 30 days and the value of the securities must exceed the principal value by at
least 2% and be marked to market daily. [Ohio Rev. Code §135.35(D)]

0 All securities purchased pursuant to a repurchase agreement are to be delivered into the
custody of the investing authority or the qualified custodian of the investing authority or an agent
designated by the investing authority®>. [Ohio Rev. Code §135.35(D)]

0 Repurchase agreements with an eligible securities dealer must be transacted on a delivery
versus payment basis.

3 As best as we can determine, the United States does not recognize the following nations: Cuba, Bhutan, Iran,
North Korea, Sudan, Somalia, and the Republic of China (Taiwan).

** Ohio Compliance Supplement Step 5-4 summarizes Ohio Rev. Code §135.18(B)(1) to (10).
%> Counterparties (e.g. banks) accomplish this by maintaining a separate “customer” account at the Federal Reserve
designated as a customer account. (For purposes of GASB 40, we currently believe securities held in a customer

account would not be exposed to custodial risk.)
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0 Repurchase agreements must be in writing. For each transaction, the participating institution
must provide:
1. the par value of the securities;
2. the type, rate, and maturity date of the securities;
3. a numerical identifier (e.g., a CUSIP number), generally accepted in the industry,
designating the securities.

0 Securities which are the subject of a repurchase agreement may be delivered to the treasurer
or held in trust by the participating institution if it is a designated depository of the subdivision
for the current period of designation. [Ohio Rev. Code §135.35(1)].

» Agreements by which the investing authority agrees to sell securities owned by the county to a
purchaser and agrees with that purchaser to unconditionally repurchase those securities (Reverse Repos)
are prohibited.

> Investment in derivatives is prohibited. A derivative®® is a financial instrument or contract or
obligation whose value or return is based upon or linked to another asset or index, or both, separate from
the financial instrument, contract, or obligation itself. Any security, obligation, trust account, or other
instrument that is created from an issue of the United States Treasury or is created from an obligation of a
federal agency or instrumentality or is created from both is considered a derivative.

» An eligible investment described in Ohio Rev. Code §135.14 with a variable interest rate payment or
single interest payment, based upon a single index comprised of other eligible investments provided for in
division (A)(1) or (2) of Section 135.35, is net a derivative, if the variable rate investment has a
maximum maturity of 2 years. [Ohio Rev. Code §135.14(C)]

» OAG Opinion 99-26 deemed collateralized mortgage obligations to be derivatives.

» A treasury inflation-protected security (TIPS) shall not be considered a derivative for counties,
provided the security matures not later than five years after purchase (Ohio Rev. Code §135.35(B). HB
225, effective 3/22/12, temporarily increases this to ten years (ORC 135.35(C)). Additionally, after an

affirmative vote of the County’s investment Advisory Committee, up to 25% of the portfolio can be
invested in securities that mature longer than ten years (ORC 135.35(0)).

o HB 487, effective 9/10/12, repealed this HB 225 provision. Therefore, investments purchased on
or after 9/10/12 revert to the prior requirement: they must mature within 5 years from the date of
settlement unless the investment matches a specific obligation or debt, and the investment
advisory committee specifically approves it.

O A county may hold investments purchased between 3/22/12 and 9/10/12 until their
maturity of up to 10 years.

» Per Ohio Rev. Code §135.35(E): No investing authority can invest under §135.35, unless the
investment authority reasonably expects that the investment can be held until its maturity. The investing

% Note: The Ohio Rev. Code still uses the definition of a derivative taken from GASB Technical Bulletin 94-1.
GASB Statement No. 53, effective for periods beginning after June 15, 2009, includes swaps as derivatives. So, for
legal compliance purposes, governments must follow the Ohio Rev. Code definition. For financial reporting

subject to GASB Statement No. 53 derivative measurement and disclosure requirements, but is not illegal.

30



2012 Ohio Compliance Supplement Deposits & Investments

authority’s written investment policy should specify the conditions under which an investment may be
redeemed or sold prior to maturity.

» Per Ohio Rev. Code §135.35(F), no investing authority may pay a county’s inactive moneys, or
moneys of a county library and local government support fund (also known as: “county public library
funds” pursuant to SB 185, 127" General Assembly, effective 6/20/2008), into an investment pool other
than:

e the Ohio Subdivision’s Fund (STAR Ohio) pursuant to Ohio Rev. Code §135.35(A)(6)

e a fund created solely for the purpose of acquiring, constructing, owning, leasing, or operating
municipal utilities pursuant to Ohio Rev. Code §715.02 or Ohio Const. Art XVIII, Section 4.

» A county may not leverage its investments. (That is, a county cannot use its current investments as
collateral to purchase other investments.) [Ohio Rev. Code §135.35(G)]

» A county cannot issue taxable notes for arbitrage purposes. [Ohio Rev. Code §135.35(G)] (That is, a
county cannot invest the proceeds of taxable notes hoping to earn a higher return on the proceeds than the
interest rate on the TAN.)

» A county cannot contract to sell securities it does not own. (These are called short sales, where a
county purchases the rights to a security solely on the speculation that its price will decline.) [Ohio Rev.
Code §135.35(G)]

» Payment for investments shall be made only upon the delivery of securities representing such
investments to the treasurer, investing authority, or qualified trustee. If the securities transferred are not
represented by a certificate, payment shall be made only upon receipt of confirmation of transfer from the
custodian by the treasurer, governing board, or qualified trustee. [Ohio Rev. Code §135.35(J)(2)]

In determining how the government ensures What control procedures address the | W/P
compliance, consider the following: compliance requirement? Ref.
e Policies and Procedures Manuals

e Knowledge and Training of personnel

e Tickler Files/Checklists

e Presence of an Effective Accounting System
e Legislative and Management Monitoring

e Management’s identification of changes in
laws and regulations

e Management’s communication of changes in
laws and regulations to employees

Suggested Audit Procedures — Compliance (Substantive) Tests:

Select a representative number”’ of investments and:

7 When judging “a representative number,” consider focusing on investments held at year end, but also consider
testing other purchases and sales during the audit period. In judging how many purchases to test, consider the
volume of purchases, the control environment, the adequacy of policies, and the results of prior audits.
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1. Read investment dealer confirmations* to determine if the investment is of a type authorized.

* Note: Dealer confirmations are suitable evidence supporting the details (e.g. part of the valuation [cost]
and occurrence assertions) of an investment at the time of purchase. However, it provides no evidence
the county still owned the investment as of its fiscal year end. Auditors should obtain other evidence to
support existence at year end. The audit program should include suitable existence steps.

2. Determine that the investments mature within the prescribed limits (generally no later than 5 years, or
other periods for repurchase agreements [30 days], bankers’ acceptances and commercial paper [180 or
270 days, respectively, from the purchase date], or securities matched to debt maturities, etc.)

3. Inspect documentation supporting repurchase agreements and determine that:

a. The market values of securities exceed the principal values of securities subject to the overnight
repurchase agreement by 2%. (Note: The risk of non-compliance increases when banks merge.)

b. A term repurchase agreement did not exceed 30 days and the values of the securities were marked
to market daily.

c. Repurchase agreements were in writing, including the par value of the securities; the type, rate,
and maturity date of the securities; and a numerical identifier.

4. For investments in Bankers’ Acceptances and Commercial Paper Notes, inspect documentation and
determine whether the additional training was received.

5. Read the prospectus for money market mutual funds with which the government has significant
investments. Determine wither the prospectus limits investments to those authorized under Ohio Rev.
Code §135.35(A)(1) & (A)(2) or 135.143(A)(1), (2) or (6).

6. Determine whether mutual funds, commercial paper, and any notes of U.S. corporations have the
necessary credit rating issued by national ratings agencies (such as that S&P, Moody’s or Fitch issues).

7. Inspect dealer confirmations of the bankers’ acceptances purchased and determine that the county has
maintained related documentation that the:

a. Banks are insured by the Federal Deposit Insurance Corporation

b. Dealer confirmations should indicate if banker’s acceptances were NOT eligible for purchase by
the Federal Reserve System. Read the confirmation to determine whether the banker’s acceptance
was ineligible. (A statement of ineligibility would indicate an ineligible investment, per Ohio Rev.

Code §135.35(A)(8)(b)(i).

8. Scan the county’s computation of the composition of its investments. Determine if the portfolio
contains <:

a. 1% foreign national securities
b. 15% debt of U.S. corporations

c. 25% commercial paper + bankers’ acceptances
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9. Scan investment records to determine whether the county is selling securities prior to maturity. If a
significant number or amount of premature sales occurred:

a. Determine whether the premature sales complied with the county’s policy regarding early
redemption. (We believe the policy should generally require sufficient cash flow planning to support
that the county had sufficient cash at the time or purchase so that a premature sale would not be
needed to meet emergency cash flow needs. Forced premature sales often result in losses.)

b. Review the county’s cash flow forecasts supporting that the county had reasonable support at the
time or purchase that it could hold the security to maturity. If there is inadequate cash flow planning
necessitating premature sales, cite this section and recommend the government improve its cash flow
forecasting. The finding should also describe any losses the government suffered from these sales.

Note: The steps above should normally be sufficient for most counties. Because we believe the risk of
counties engaging in certain prohibited activities such as leveraging, short sales or arbitrage violations is
low, there are no steps included to test these requirements. You should scan the other requirements in this
step, and based on your knowledge of the county’s investing activities, investigate them if evidence
suggests the county may have materially violated these requirements.

Audit implications (adequacy of the system and controls, and the direct and material effects of
non-compliance, effects on the audit opinions and/or footnote disclosures, significant
deficiencies/material weaknesses, and management letter comments):
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Revised: HB 209 and HB
225, 129" GA
Effective: 3/22/12

5-7 (b) Compliance Requirements: Ohio Rev. Code §135.35 — Other County and County Hospital
[Ohio Rev. Code §339.06] Requirements.

Summary of Requirements:

» Investments or deposits under Ohio Rev. Code §135.35 cannot be made unless a written investment
policy approved by the investing authority (for hospitals, the authority is the county hospital board, per
Ohio Rev. Code §339.06) is on file with the Auditor of State. If a written investment policy is not filed
with the Auditor of State, the investing authority may invest only in certificates of deposit, savings or
deposit accounts, STAR Ohio, or no-load money market mutual funds. [Ohio Rev. Code
§135.35(K)(1)&(2)]

» The investment policy must be signed by:

e All entities conducting investment business with the investing authority (except the Treasurer of
State);

e All brokers, dealers, and financial institutions, described in Ohio Rev. Code §135.35(J)(1),
initiating transactions with the investment authority by giving advice or making investment
recommendations;

e All brokers, dealers, and financial institutions, described in Section 135.35(J)(1), executing
transactions initiated by the investing authority.

» An investment made by the investing authority pursuant to Ohio Rev. Code §135.35 prior to
September 27, 1996 that was a legal investment under the law before September 27, 1996 may be held
until maturity. If the investment does not have a maturity date, it may be held until September 27, 2001,
regardless of whether the investment would qualify as a legal investment under the terms of Ohio Rev.
Code §135.35 as amended. [Ohio Rev. Code §135.35(N)]

» The investing authority is required to inventory all obligations and securities. The inventory includes
a description of each obligation or security, including type, cost, par value, maturity date, settlement, date,
and any coupon rate. [Ohio Rev. Code §135.35(L)(1)]

» The investing authority is required to keep a complete record of all purchases and sales of the
obligations and securities. [Ohio Rev. Code §135.35(L)(2)]

» The investing authority is required to keep a monthly portfolio report and issue a copy of the monthly
report describing its investments to the county investment advisory committee. This report indicates:

the current inventory of all obligations and securities,

all transactions during the month that affected the inventory,

any income received from the obligations and securities, and

any investment expenses paid.

The names of any persons executing transactions on behalf of the investing authority.
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» The inventory and the monthly portfolio report are public records and must be filed with the board of
county commissioners. [Ohio Rev. Code §135.35(L)(5)]

HB 225, effective 3/22/12 requires the monthly portfolio to be filed with the Treasurer of the State of
Ohio. [ORC 135.35(L)(5)]. It is our understanding that the state treasurer postponed until after a meetin

with county treasurers. Therefore, the first report may not be due until June or later.

» Any securities, certificates of deposit, deposit accounts, or any other documents evidencing deposits
or investments must be issued in the name of the county with the county treasurer or investing authority
as the designated payee. [Ohio Rev. Code §135.35(H)].

» If any such deposits or investments are registerable as to principal and/or interest, they must be
registered in the name of the treasurer. [Ohio Rev. Code §135.35(H)].

» The investing authority is responsible for safekeeping documents evidencing a deposit or investment.
Securities and documents confirming the purchase of securities under any repurchase agreement may be
deposited with a qualified trustee. [Ohio Rev. Code §135.35(1)].

» Where securities, including securities which are the subject of a repurchase agreement, have been
delivered to a qualified trustee for safekeeping, the qualified trustee must report on request to the
treasurer, governing board, Auditor of State, or authorized IPA as to the identity, market value, and
location of the document evidencing each security.

» All investments in securities except investments described in division (A) (5) and (6) [no load money
market mutual funds and certain repos] are required to be made through

e members of the National Association of Securities Dealers, Inc., or

e institutions regulated by the Superintendent of Banks, Superintendent of Savings and Loan
Associations, Comptroller of the Currency, Federal Deposit Insurance Corporation, or Board of
Governors of the Federal Reserve System. [Ohio Rev. Code §135.35(J)(1)].

» Payment for securities may be made only upon delivery of the securities to the treasurer, investing
authority, or qualified trustee, or, if in book-entry form, only upon confirmation of delivery to such
parties. [Ohio Rev. Code §135.35 (J)(2)]

In determining how the government ensures | What control procedures address the | W/P
compliance, consider the following: compliance requirement? Ref.
e Policies and Procedures Manuals

e Knowledge and Training of personnel
o Tickler Files/Checklists

e Presence of an Effective Accounting
System

e Legislative and Management Monitoring

e Management’s identification of changes in
laws and regulations

e Management’s communication of changes
in laws and regulations to employees
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Suggested Audit Procedures — Compliance (Substantive) Tests:

Read the county’s investment policy for the period. (Investment policies have been scanned and are
posted on S:\Final Audit PDF. Click on the Region/County/Entity name.)

Inspect documentation that it was filed with the Auditor of State (if posted in the above directory, the
policy was filed with AOS).

Inspect the policy for the requisite signatures:
= All entities conducting investment business with the county (except the Treasurer of State);

= All brokers, dealers, and financial institutions initiating transactions with the county by giving
advice or making investment recommendations;

= All brokers, dealers, and financial institutions executing transactions initiated by the county.

= Select a representative number of investments made by the entity and determine whether the
investments are in accordance with the county’s investment policy as adopted by the county’s
legislative body.

Determine if the policy requires financial institutions, brokers and dealers to comply with Ohio Rev. Code
Chapter 135. (There is no legal requirement to include this, but if the policy does not include this
requirement, we should recommend the government amend their policy to require compliance.)

If there is no written investment policy filed with the Auditor of State, scan the county’s investment
portfolio for the period to determine that it is composed solely of certificates of deposit, savings or deposit
accounts, STAR Ohio, or no-load money market mutual funds.

Select a representative number’® or amount of investments and:

= Inspect documentation that any designated payee is the treasurer or treasurer’s office; and that
registerable securities are registered in the treasurer’s name.

= Inspect purchase documents and determine that investments were made through appropriate
parties: members of the National Association of Securities Dealers, Inc., or institutions regulated by
the Superintendent of Banks, Superintendent of Savings and Loan Associations, Comptroller of the
Currency, Federal Deposit Insurance Corporation, or Board of Governors of the Federal Reserve
System. Compare purchase dates and payments and determine that payment for securities was made
upon delivery of the securities or upon receipt of confirmation of transfer from the custodian.

= Inspect copies of the investing authority’s (i.e. treasurer’s) inventory documents: scan the
documents and determine if it appears the inventory includes a description of each obligation or
security, including type, cost, par value, maturity date, settlement, date, and any coupon rate; the
inventory reflects a complete record of all purchases and sales of the obligations and securities; and
that the county is keeping a monthly portfolio report and is issuing a quarterly investment report
describing its investments to the county investment advisory committee.

Audit implications (adequacy of the system and controls, and the direct and material effects
of non-compliance, effects on the audit opinions and/or footnote disclosures, significant

¥ When judging “a representative number,” consider focusing on investments held at year end, but also consider
testing other purchases and sales during the audit period. In judging how many purchases to test, consider the
volume of purchases, the control environment, the adequacy of policies, and the results of prior audits.
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deficiencies/material weaknesses, and management letter comments):
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5-8 Compliance Requirements: Article XII, Section 5a, Ohio Constitution; Ohio Rev. Code §135.351
and §5705.10 & .131; and 1982 Op. Atty Gen. No. 82-031, — Allocating interest among county funds.

Summary of Requirements: Ohio Rev. Code §135.351(A) and §5705.10 govern the distribution of
interest earned on money in the county treasury. Generally, all interest must be credited to the county
general fund. The following are exceptions to this general rule:

» Ohio Rev. Code §135.351(B) establishes requirements for distributing monies belonging to other
subdivisions which are invested or deposited by the county. If such monies are not distributed as required
in divisions (B) (1), (2), or (3), Ohio Rev. Code §135.351(C) requires that all interest accruing after the
required distribution date be paid to the subdivisions.

» Interest earned on money derived from a motor vehicle license or fuel tax (including local motor
vehicle license tax imposed under Ohio Rev. Code Chapter 4504, motor vehicle license tax imposed
under Ohio Rev. Code §4503.02, highway use tax and gasoline tax imposed under Ohio Rev. Code
Chapter 5728, and motor vehicle fuel tax imposed under Ohio Rev. Code Chapter 5735 [OAG Opinion
1982-031]) must be paid into the fund to which the principal belongs, not to the general fund. Article XII,
Section 5a, Ohio Constitution; 1982 Op. Atty Gen. No. 82-031.

» Federal statutory or regulatory requirements may require that interest earned on monies received from
the federal government be paid into the fund to which the principal belongs. This must be determined on
an individual basis with each federal program.

» Interest earned on money in the county treasury belonging to a metropolitan park district established
under Chapter 1545, Ohio Rev. Code, must be paid into the fund to which the principal belongs. [Ohio
Rev. Code §1545.22(B)(1), as referenced from Ohio Rev. Code §135.351(A)].

» Interest earned on the investment of monies in the county library and local government support fund
(now legally known as: “county public library funds”) must be credited to that fund [Ohio Rev. Code
§135.352].

» Interest earned on debt proceeds from debt issued under Ohio Rev. Code Chapter 133 must be used
for purposes for which the debt was issued or credited to the general fund. [Ohio Rev. Code
§5705.10(E)] (Note: Proceeds exclude accrued interest and premiums, which the entity must credit to
the sinking or bond retirement fund.)

> Interest earned on principal of a non-expendable trust fund® established to receive donations or
contributions that the donor or contributor requires to be maintained intact must be credited to the non-
expendable trust fund to which the principal belongs. [Ohio Rev. Code §5705.131].

In determining how the government ensures What control procedures address the | W/P
compliance, consider the following: compliance requirement? Ref.
e Policies and Procedures Manuals

o Knowledge and Training of personnel
o Tickler Files/Checklists
e Presence of an Effective Accounting System

e Legislative and Management Monitoring

* For accounting purposes, funds the Ohio Rev. Code describes in this section would now be permanent funds
under GASB 54 or private-purpose trust funds under GASB 34.
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Management’s identification of changes in

laws and regulations

Management’s communication of changes in

laws and regulations to employees

Suggested Audit Procedures — Compliance (Substantive) Tests:

Trace a representative selection of interest earned during the fiscal year and determine that it was paid
into the proper funds.

Audit implications (adequacy of the system and controls, and the direct and material effects
of non-compliance, effects on the audit opinions and/or footnote disclosures, significant
deficiencies/material weaknesses, and management letter comments):
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5-9 Compliance Requirements: Pursuant to Ohio Rev. Code §3314.04, Ohio Rev. Code Chapter 135
does not apply to community schools. However, other entities may impose restrictions on investments,
collateral, etc. Such entities could be grantors, creditors, the sponsor, board policy, etc.
identify and list any applicable requirements below:

Section C: Community Schools

[Insert applicable depository and investment requirements.]

Auditors should

In determining how the government ensures
compliance, consider the following:

What control procedures address the
compliance requirement?

W/P
Ref.

Policies and Procedures Manuals
Knowledge and Training of personnel
Tickler Files/Checklists

Presence of an Effective Accounting System
Legislative and Management Monitoring

Management’s identification of changes in

laws and regulations

Management’s communication of changes in

laws and regulations to employees

Suggested Audit Procedures — Compliance (Substantive) Tests

[Insert applicable audit procedures. See other OCS Sections for example audit procedures.]

Audit Implications (adequacy of the system and controls, and the direct and material effects
of non-compliance, effects on the audit opinions and/or footnote disclosures, significant
deficiencies/material weaknesses, and management letter comments):

40




2012 Ohio Compliance Supplement Deposits & Investments

Appendix A

Federal Agencies
Discount notes US Govt. Guaranteed?
Fed Farm Credit Banks..........c..ccooveevviieeieeenieenn. (Instrumentality) No
FNMA (Fannie Mae).......ccccoecveevveeeciieeiieeeree e (Instrumentality) No
Fed Home Loan Bank............ccccocvevveniinciearnennnnn, (Instrumentality) No
Variable Rate Notes
Student Loan Marketing Assn (Sally Mae)............ (Instrumentality) Not directly
Small Business Administration ...........ccceeeevveeeveeeneveenneennne (Agency) Face value + int.
Agency for International Development............c.cceeveennenns (Agency) Face value + int.
Coupon Securities
FNMA (Fannie Mae)........cccccccveevveeeiieecieeeree e (Instrumentality) No
Fed Home Loan Bank............cccccevieviienciiiiieeeien, Instrumentality) No
Bank for Co-0pS .....ccevverieriiiiieieeieeieeseesee e (Instrumentality) No
Federal Land Banks..........c.cccccceeeviiiiiiieccieccieee, (Instrumentality) No
World Bank .........ccoooeveiiiiiiiiiiiiiie e (International Agency) No
Private Export Funding Corp.........cccccccvevvererennnnee. (Instrumentality) No
Mortgage pass-through securities
GNMA (GINNY MAC) ...cuvieeveiieiieieieeieieeieeie e (Agency) Principal + int.
FHLMC (Freddie Mac) ........cccceeeevveecrieecrieerieennen. (Instrumentality) No

This information is from GFOA’s Investing Public Funds, Page 115. It describes many of the agencies
with which governments invest. If a government invests with an agency not on this list, the financial
statement preparer and the auditor need another source to determine whether the Federal government
insures the agency’s securities.
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Appendix B
Governmental Accounting Standards Board Statement No. 40

GASB 40 paragraph 6 (Codification I 50.127) requires governments to briefly describe policies related to
the following risks for deposits and investments, if the government has instruments exposed to those
risks:

Risk Deposits Investments
Credit N
Custodial credit N N
Concentration of credit \
Interest rate \
Foreign currency \ v

The 2010 GASB Comprehensive Implementation Guide (the CIG) question 1.5.2 implies the Ohio
Revised Code is a source of policies requiring GASB 40 disclosure. A summary of Ohio Rev. Code
requirements related to the risk disclosures of GASB Cod. 1 50.128 -- .134 follows.

The Ohio Rev. Code is not the only source of potential policies requiring disclosure. For example, locally
adopted policies and charter provisions may also contain policies requiring disclosure. Financial
statement preparers must read GASB 40 and should refer to the CIG for more information when preparing
GASB 40 disclosures.

Related GASB
ORC section | OCS Step Requirement 40 Risk

§135.14 5-1 Per Ohio Rev. Code §135.01(0)(2), no load money Credit risk
§135.35(A)(10) | 5-7(a) market funds must have the highest credit rating

issued by national raters.

(Note: Per Imp. Guide Q. 1.9.12, governments

should disclose the rating for mutual funds even if

the fund limits investments to obligations the U.S.

government guarantees, since it is the fund’s rating

that is of concern, not its underlying investments.)
§135.14 5-1 e Investments generally must mature within 5 Interest rate
§135.35(C) 5-7a years of purchase.
§135.35(0) o HB 225, effective 3/22/12, temporarily

increases this to ten years (ORC 135.35(C)).

e HB 487, effective 9/10/12, repealed this HB
225 provision. Therefore, investments
purchased on or after 9/10/12 revert to the prior
requirement: they must mature within 5 years
from the date of settlement unless the
investment matches a specific obligation or
debt, and the investment advisory committee
specifically approves it.

O A county may hold investments
purchased between 3/22/12 and
9/10/12 until their maturity of up to
10 years.
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e HB 225, effective 3/22/12, after an affirmative Concentrations

vote of the County’s investment Advisory of credit
Committee, up to 25% of the portfolio can be
invested in securities that mature longer than
ten years (ORC 135.35(0)).

§135.14& 5-1 Repurchase agreements cannot exceed 30 days. Interest rate
§135.35 5-7(a)

§135.35(C) 5-7a = (CDs counties purchase must mature within 5 Interest rate
§135.13 5-1 years.

=  HB 225, effective 3/22/12, temporarily
increases this to ten years (ORC 135.35(C)).
Additionally, after an affirmative vote of the
County’s investment Advisory Committee, up to
25% of the portfolio can be invested in securities
that mature longer than ten years (ORC 135.35(0)).
e HB 487, effective 9/10/12, repealed this HB
225 provision. Therefore, investments
purchased on or after 9/10/12 revert to the prior
requirement: they must mature within 5 years
from the date of settlement unless the
investment matches a specific obligation or
debt, and the investment advisory committee
specifically approves it.
O A county may hold investments
purchased between 3/22/12 and
9/10/12 until their maturity of up to
10 years.

= (CDs other subdivisions purchase must mature
as follows:
- Interim CDs: within one year.

- HB 209, effective 3/22/12, eliminates the 1-year
maturity limitation on certificates of deposit of
interim deposits (ORC 135.13) and HB 225, also
effective 3/22/12, temporarily increases the
maturity period from five years to ten years (ORC
135.35(C)). Therefore CDs can have a maturity of
ten years.
= HB 487, effective 9/10/12, repealed this HB
225 provision. Therefore, investments
purchased on or after 9/10/12 revert to the prior
requirement: they must mature within 5 years
from the date of settlement unless the
investment matches a specific obligation or
debt, and the investment advisory committee
O A county may hold investments
purchased between 3/22/12 and
9/10/12 until their maturity of up to

10 years.
- Inactive CDs: No later than the expiration of the
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depository agreement.
Note: Only negotiable CDs are investments subject
to disclosing policies related to interest rate risk.
(Nonnegotiable CDs are deposits.)
§135.14 & 5-1 The market value of securities for repurchase Interest rate
§135.35 5-7(a) agreements must exceed the principal value by >
2%.
§135.14& 5-1 Repurchase agreement securities must be delivered | Custodial credit
§135.35 5-7(a) into the custody of the treasurer or governing board
or an agent.40
§135.45(B)(1) | (Tested STAR Ohio must maintain the highest letter or Credit
by the numerical rating provided by at least one nationally
State recognized standard service.
Region)
§135.14 & 5-3 Commercial paper + bankers’ acceptances cannot Concentrations
§135.142 exceed 25% of a government’s investment portfolio of credit
§135.14 & 5-3 Commercial paper must be rated in the highest Credit
§135.35 5-7(a) classification by at least two nationally-recognized
rating services
§135.14 & 5-3 Commercial paper and bankers’ acceptances must Interest rate
§135.35 5-7(a) mature within 180 days. (270 days for a county’s
commercial paper.)
§135.18 & 5-4 Depositories must collateralize deposits. Custodial credit
§135.181
§135.35 5-7(a) A county’s corporate debt investments must mature Interest rate
within 2 years of purchase.
§135.35 5-7(a) A county’s corporate debt investments cannot Concentrations
exceed 15% of its investment portfolio of credit
§135.35 5-7(a) A county’s corporate debt investments must be Credit
rated in 1 of the 2 highest categories by 2 ratings
organizations.
§135.35 5-7(a) ¥ A county’s foreign debt investments must mature Interest rate
within 5 years of purchase.
§135.35 5-7(a) A county’s foreign debt investments cannot exceed | Concentrations
1% of its investment portfolio of credit
§135.35 5-7(a) A county’s foreign debt investments must be rated Credit
in 1 of the 3 highest categories by 2 ratings
organizations.
§135.13, 5-1, Authorized investments *
§135.14 5-3,
§135.144 & 5-7a
§135.35

* Note: In additions to the risk-related policies above, GASB Codification 150.125 requires disclosing
investments the Ohio Rev. Code (or other legal or contractual provisions) authorize. The asterisked Ohio

40

The following general guidance can be used to determine whether securities are held in trust or by

*! Foreign currency risk should not apply because the statute requires “all interest and principal shall be
denominated and payable in United States funds.”
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Rev. Code Sections / OCS steps list authorized investments.
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CHAPTER 6

OTHER POTENTIALLY DIRECT AND MATERIAL
LAWS AND REGULATIONS

The Auditor of State has identified the following laws and regulations not elsewhere classified
that could directly and materially affect an entity’s financial statements in certain circumstances.

Compliance Requirement Page
Chapter 6 - Other Potentially Direct and Material Laws and Regulations

Section A: Various Entity Types

6-1 ORC 9.833, 2744.08, and 305.172: Health Care Self Insurance...............ccocevveevvevveerveennnnns 2
6-2 ORC 2744.081: Liability Self INSUTANCE ........cceeviierieeireiieiieeieeieesee e ere e sieesae e e 5
6-3 OAC 3745-27-15 through 18: Landfill Certifications...........ccceevveeeerieerieeiiieeieeesvee e 7

Section B: School Districts

6-4 ORC 3317.01, 3317.02, 3317.03, 3321.04, 3313.48, and 3313.981(F) and OAC 3301-35-
06: School District Average Daily Membership ...........cccceevceeieeniiiiiiiiiceceeeeeee, 11

Section C: Community Schools

6-5 ORC 3313.64, 3314.03, 3314.08 — Community School Funding .............cccccevveecvveennnnnnns 16
6-6 ORC 3314.08(1): Community SChool TUItION.........c.cccverririiieiieiierienee e ere e 22
6-7 ORC 3314.03 Sponsor monitoring of community Schools............cccceveeiriieiieiieieeees, 23

Section D: Townships
6-8 ORC 507.09, 505.24(C) and OAG Op. 2004-036 Allocating trustee and fiscal officer per
AIETT COSES £O TUMAS ...ttt ettt sttt s s sasaeanennnens 25

Section E: -

Librarv Reconrece Fund 29
ulULOLlJ AN U I U U U U D U U i s s s e revssssssnssssnsnssssssnsssencsnssssssssssenesnsnssssssssensnsssssssssssnsnssssnsnssssnsnsnssnss P
County Law Library Resource Boards are no longer separately audited.
6-9 Various federal and state codes: Income tax collection, liability etc. ............ccccuerevenennnne. 38
6-10  Various ORC sections: Definitions, rates of contributions €tC.........cccvvvevevvvviieeeeeeeeiinnnnn. 41
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Section A: Various Entity Types

Revised: HB 153, 129" GA
Effective: 6/30/11

6-1 Compliance Requirement: Ohio Rev. Code §9.833, §2744.08 and §305.172 - Health Care
Self Insurance' 2

Summary of Requirement: Ohio Rev. Code §9.833 requires individual, self-insured
governments or joint self-insured health-care programs to calculate (i.e., reserve’ ) amounts
required to cover health care benefit liabilities. (Health care insurance includes, but is not limited
to health care, prescription drugs, dental care and vision care.) It also requires programs to
prepare a report, within 90 days after the fiscal year-end, reflecting those reserves (i.e., liabilities)
and the disbursements made to pay self-insured claims, legal and consultant costs during the
preceding fiscal year. This report is not filed with any office, including the Auditor of State; the
government should make it available upon request. Programs must prepare (i.e. obtain) and
maintain a certified audited financial statement and a report of amounts reserved for the program
and disbursements made from such funds. The program administrator must provide the report to
the Auditor of State. The program must include a contract with a certified public accountant and a
member of the American Academy of Actuaries for the preparation of the written evaluations
described in this paragraph.

The provisions regarding the self-insurance programs do not apply to an individual self-insurance
program created solely by municipal corporations. For this purpose, "municipal corporation"

means all municipal corporations, including those that have adopted a charter under the Ohio
Constitution.

An actuary must certify that the amounts reserved are fairly stated in accordance with sound loss
reserving principles. The actuary must be a member of the American Academy of Actuaries.

Individual governments subject to this requirement must establish an internal service fund to
account for this activity.

Y FYL: Ohio Rev. Code §9.833(D) also permits subdivisions to procure group life insurance for its
employees in conjunction with an individual or joint self insurance program. However, neither a
government nor a pool can self insure for life insurance. (That is, a government must purchase life policies
from commercial insurers.)

? Ohio Rev. Code §305.172 and Ohio Rev. Code §9.833(B)(2), permit political subdivisions and boards
of county commissioners that provide health care benefits for their officers or employees to establish and
maintain an individual health savings account program as part of their self-insurance program. These
accounts must be maintained in accordance with section 223 of the Internal Revenue Code [26 U.S.C. §
223]. Public moneys may be used to pay for or fund federally qualified high deductible health plans that
are linked to health savings accounts or to make contributions to health savings accounts. Auditors should
not audit compliance with Internal Revenue Code regulations governing health care savings accounts.
Rather, be aware that such accounts may be included in self-insurance activity accounted for in the internal
service or other appropriate fund as permitted by statute.

3 “Reserve” in this context means liabilities measured in accordance with accepted actuarial principles.
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Per Ohio Rev. Code §9.833(E), some of the aforementioned requirements do not apply to
counties—townships;—and mumclpahtles See the matrix appended to Auditor of State Bulletin
2001-05 regarding which provisions apply to various government types. Ohio Rev. Code §9.833
applies to school districts. Note: Auditors should refer to Auditor of State Bulletin 2001-05 for
additional guidance.

In determining how the government ensures | What control procedures address the | W/P
compliance, consider the following: compliance requirement? Ref.

e Policies and Procedures Manuals

e Knowledge and Training of personnel

e Tickler Files/Checklists

e Legislative and Management Monitoring

e Management’s identification of changes in
laws and regulations

e Management’s communication of changes
in laws and regulations to employees

Suggested Audit Procedures - Compliance (Substantive) Tests:

Subdivisions® (except municipalities, townships, and counties) must establish an internal service
fund to account for health self-insurance activity. Determine if the subdivision established the
required fund.

Inspect the actuary’s certificate (i.e. opinion) that the amounts reserved conform to accepted loss
reserving standards. (This requirement does not apply to municipalities, townships or counties.)

Test information the subdivision submitted to the actuary to determine this information is
supported by the client’s accounting or other applicable records. Testing information the client
provides to the actuary is necessary to comply with SAS No. 73, Using the Work of a Specialist.
SAS 73 (AU 336.12(b)) applies when the actuary’s liability calculation is accrued as a GAAP
liability’ or presented in a cash-basis entity’s notes.

Determine whether the actuary’s opinion language (including the scope of the work) generally
complied with the example described in the “Actuarial Opinions” section of Auditor of State
Bulletin 2001-05.

* Ohio Rev. Code §9.833 and §2744.01 define a subdivision as any municipal corporation, township,
county, school district, or other body corporate and politic responsible for governmental activities in a

geographic area smaller than the State. As used in Ohio Rev. Code §9.833, a “political subdivision” also

includes the entity types described in Ohio Rev. Code §3905.36.

® As Bulletin 2001-005 describes, actuarial principles for measuring these liabilities are similar but not
identical to GAAP requirements per GASB 10. A government can use the actuarially-computed liability in
its financial statements if it does not materially differ from GAAP measurement requirements.
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Consider whether any qualification in the actuary’s report affects the financial statement opinion
or indicates noncompliance with 2744.081.

Determine if a cash-basis (or AOS basis) government’s audited statements disclose self insurance
activity based on the example disclosure in Bulletin 2001-05. (For cash-basis entities, an inability
to adequately calculate and present the liability may constitute a qualification related to the
adequacy of disclosure.)

Audit implications (adequacy of the system and controls, and the direct and material
effects of non-compliance, effects on the audit opinions and/or footnote disclosures,
significant deficiencies/material weaknesses, and management letter comments):
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6-2 Compliance Requirement: Ohio Rev. Code § 2744.081 - Liability Self Insurance

Summary of Requirement: This section requires joint self-insurance programs (such as
governmental self-insurance pools) insuring against judgments, settlement of claims, expense,
loss and damages that arise, or are claimed to have arisen, from an act or omission of the
subdivision or any of its employees and to indemnify or hold harmless the subdivision’s
employees, to reserve ® amounts to cover potential costs. It also requires the program to prepare a
report, within 90 days after the program’s fiscal year-end, reflecting those reserves (i.e.,
liabilities) and the disbursements made to pay self-insured claims, legal and consultant costs
during the preceding fiscal year. This report is not filed with any office, including the Auditor of
State; it should be retained by the government and be made available upon request.

An actuary must certify that the amounts reserved are fairly stated in accordance with sound loss
reserving principles. The actuary must be a member of the American Academy of Actuaries.

The aforementioned requirements apply only to governmental risk pools or other joint
governmental liability insurance programs.

Note: Auditors should refer to Auditor of State Bulletin 2001-05 for additional guidance.

In determining how the government ensures | What control procedures address the | W/P
compliance, consider the following: compliance requirement? Ref.

e Policies and Procedures Manuals

e Knowledge and Training of personnel

o Tickler Files/Checklists

e Legislative and Management Monitoring

e Management’s identification of changes in
laws and regulations

e Management’s communication of changes
in laws and regulations to employees

Suggested Audit Procedures - Compliance (Substantive) Tests:

Determine whether a report presenting the actuarially-measured liabilities and disbursements
during the year was obtained.

Inspect the actuary’s certificate that the amounts reserved conform to accepted loss reserving
standards.

Test information the client submitted to the actuary to determine this information is supported by
the client’s accounting or other applicable records. Testing information the client provides to the
actuary is necessary to comply per No. 73, Using the Work of a Specialist. SAS 73 (AU 336.12(b)

“Reserve” means liabilities measured in accordance with accepted actuarial principles.
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when the actuary’s liability calculation is accrued as a GAAP liability’ or presented in a cash-
basis entity’s notes.

Determine whether the actuary’s opinion language (including the scope of the work) generally
complied with the example described in the “Actuarial Opinions” section of Auditor of State
Bulletin 2001-05.

Consider whether any qualification in the actuary’s report affects the financial statement opinion
or indicates noncompliance with 2744.081.

Determine if a cash-basis (or AOS basis) government’s audited statements disclose self insurance
activity based on the example disclosure in Bulletin 2001-05. (For cash-basis entities, an inability
to adequately calculate and present the liability may constitute a qualification related to the
adequacy of disclosure.)

Audit implications (adequacy of the system and controls, and the direct and material
effects of non-compliance, effects on the audit opinions and/or footnote disclosures,
significant deficiencies/material weaknesses, and management letter comments):

" As Bulletin 2001-005 describes, actuarial principles for measuring these liabilities are similar but not
identical to GAAP requirements per GASB 10. A government can use the actuarially-computed liability in
its financial statements if it does not materially differ from GAAP measurement.
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6-3 Compliance Requirement: Ohio Admin Code Sections 3745-27-15 through 18 Landfill
Financial Responsibility and Certifications

The following is only a summary. When auditing a government managing a landfill, auditors
should obtain and read copies of the applicable OAC sections.

Governments owning or managing landfills must annually certify financial information related to
their ability to finance closure and postclosure liabilities to the OEPA. These reports are due

within 180 days of fiscal year end.

An index to the relevant OAC requirement follows:

» 3745-27-15: Solid waste facility or scrap tire transporter final closure requirements
(Section (L) describes the local government test)

» 3745-27-16: Solid waste facility or scrap tire transporter final postclosure requirements
(Section (L) describes the local government test)

» 3745-27-17: Wording of financial assurance instruments (Section (H) describes the
wording for the letter governments assured under the local government test must submit
to OEPA).

» 3745-27-18: Only applies when OEPA director mandates corrective action, such as to
remediate landfill groundwater contamination described in 3745-27-10. (Section (M)
describes the local government requirements, if applicable.)

I. The Federal EPA adopted a regulation (40 CFR 258.74(f)) allowing governmental solid waste
landfills (GSWLFs) to avoid acquiring third-party financial instruments (such as letters of
credit, insurance or establishing trust funds) to assure current final closure, postclosure and/or
corrective measure cost estimates and any other environmental obligations to the extent they
meet certain financial tests. The Federal EPA placed the responsibility for monitoring
compliance with this rule on the states. In response, the Ohio EPA adopted a regulation that
parallels the Federal regulation in most aspects.

II. A GSWLF need not obtain third-party instruments for amounts up to 43% of the local
government’s total revenue,® provided that it meets the tests described in Il below. A
GSWLF must obtain a third-party instrument (e.g., insurance, trust fund, bond) for all current
final closure, postclosure and/or corrective measure cost estimates and any other
environmental obligations, exceeding 43% of total revenue.

III. There are two alternatives to the third-party financial instruments nongovernments must have
for (closure + postclosure + mandated corrective care costs). Governments do not need these
instruments (for up to 43% of total annual revenue), if:

Alternative |

a. The GSWLF issues GAAP financial statements.

® Terms defined in the State Support Document for the Local Government Financial Test are printed in
boldface type the first time they appear. A copy of this document was sent to each region
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b. The GSWLF has not:

1. Defaulted on GO bonds, or has not issued GO bonds of less than investment grade
per Moody’s or S&P.

Local governments issuing bonds secured by collateral or a guarantee (e.g.
AMBAC insurance) must meet the minimum rating without that security. (This
means consider the government’s debt rating, not the rating of a particular insured
or collateralized issue.)

2. Has not operated at a deficit of greater than or equal to (5% x annual revenue) in
either of the past two fiscal years. (The federal rule defines a deficit as total
revenue minus total expenditures);

3. Received a qualified opinion.
Also, either condition c. or d. must be met:
c. All GO bonds must be of investment grade, rated by either Moody’s or S&P.
OR:

Alternative I1:
d. The GSWLF must have:
1. (Cash + marketable securities) / total expenditures > 5%, AND
2. Debt service / total expenditures < 20%, AND
3. Ratio of long term debt issued & outstanding / capital expenditures must be <
2.0.

(Based on the federal regulation, we believe that the reference to “outstanding” debt
immediately above only refers to debt issued in the current year that is still outstanding at
year end.)

IV. Reporting requirements:

a. The GAAP statements must comply with GASB 18 disclosures (this requirement does
not appear in the OAC, but is included in the Federal regulation.) However, OAC 3745-
27-15(C)(1)(a) requires the final closure financial assurance instrument for a sanitary
landfill facility, solid waste transfer facility, solid waste incinerator, or Class I
composting facility to contain an itemized written estimate, in current dollars, of the cost
of final closure. The final closure cost estimate shall be based on the final closure costs at
the point in the operating life of the facility when the extent and manner of its operation
would make the final closure the most expensive, and shall be based on a third party
conducting the final closure activities.

b. The CFO must prepare a letter listing current final closure, postclosure and/or corrective
measure cost estimates and any other environmental obligations, and certify whether the
government meets Ill.a.-d. (above), and also certify that the government is assuring a
liability < 43% of annual operating revenues.

c. Audited financial statements must be kept as part of the “facility’s operating record.”
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d. Accountants must also issue an agreed-upon procedures report. The procedures must
note whether amounts used for the ratios Alternative Il above in the CFO’s letter agree to
the audited GAAP statements.

V. Definitions:

VL

To assure that the CFO’s letter is appropriate, it is critical that the financial information be
consistent with the definitions in the State Support Document for the Local Government
Financial Test (the Document). For example, the Document explains that “total
expenditures” should not include capital project, internal service or fiduciary fund
expenditures/expenses. A copy of the Document has been sent to each regional office.

The Federal EPA informed us they do not intend to update the Document for GASB 34.
Therefore, we believe the amounts for the accounts described above appearing in the CFO’s
letter (cash and marketable securities, revenues, etc.) should be derived from the
governmental and proprietary fund financial statements, not from the entity-wide financial
statements.

Other

1. The Federal regulation gives state directors the option of allowing governments to
discount the liability. However, Ohio does not permit discounting. Also, paragraph 42 of
GASB 18 prohibits discounting.

2. Both the Federal and State regulations refer to governmental financial statements as
Comprehensive Annual Financial Reports. However, while the Federal and State rules
require GAAP reporting, there appears to be no explicit requirement to prepare a CAFR.
In the Auditor of State’s opinion, basic financial statements complying with GASB 18
and including segment information (if applicable) for the landfill operation are sufficient.

In determining how the government ensures | What control procedures address the | W/P
compliance, consider the following: compliance requirement? Ref.

Policies and Procedures Manuals,
including copies of updated Ohio Admin.
Code Sections 3745-27-15 through 18.

Knowledge and Training of personnel
Tickler Files/Checklists
Legislative and Management Monitoring

Management’s identification of changes in
laws and regulations

Management’s communication of changes
in laws and regulations to employees

Other Potentially Direct and Material Laws & Requlations
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Suggested Audit Procedures - Compliance (Substantive) Tests:

NOTE: These procedures relate to the local government test. If a government uses other
assurance methods, auditors must read the applicable OAC 3745-27 requirements and
design appropriate tests and reports.

For AOS staff: If the reporting differs from the example AUP available to AOS staff in the
Briefcase, you must submit your draft report to Accounting & Auditing Support for review.

Determine whether the estimate of closure, postclosure and other corrective care liabilities has
been updated through the most recent balance sheet date. Such estimates may require
corroboration by an environmental specialist. (The auditor may need to consider SAS 73, Using
the Work of a Specialist.)

Compare the format of the CFO’s letter to the EPA with the example included in Ohio Admin.
Code §3745-27-17(H).

Prepare the agreed-upon procedures report required by the Federal EPA. An example report is
available to AOS staff in the Audit Briefcase under “Shells”.

If the government cannot meet the government test, or has liabilities exceeding 43% of annual
revenue, inquire which method the government has selected to assure these amounts. If the
government has (1) established a final closure trust fund; (2) secured a surety bond guaranteeing
payment; (3) obtained an irrevocable letter of credit or; (4) obtained commercial insurance to
finance these liabilities, then inspect documentation that the required funds, bonds, letter of
credit, or insurance have been obtained, and are in force.

GASB 18, paragraph 7(e) requires disclosing the methods /instruments used to finance closure
and postclosure care. (AOS omitted this sentence because the local government requirements in
OAC 3745-27-15, 16, 17, and 18 mandate GAAP financial statements.)
e Read the draft financial statements to determine if they meet the GAAP display and
disclosure requirements for these assets/guarantees/commitments, etc.

Audit implications (adequacy of the system and controls, and the direct and material
effects of non-compliance, effects on the audit opinions and/or footnote disclosures,
significant deficiencies/material weaknesses, and management letter comments):

10
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Section B: School Districts

Revised: HB 153, 129" GA
Effective: 6/30/11

6-4 Compliance Requirement: Ohio Rev. Code Sections 3317.01, 3317.02, 3317.03 (E),
3313.981 (F), 3313.48, and 3321.04; Ohio Admin. Code Section 3301-35-06 - School District
Average Daily Membership.

Summary of Requirements: Average Daily Membership (ADM) is a material variable used to
compute school districts’ funding, pursuant to Ohio Rev. Code §3317.022(A). Ohio Rev. Code
§3317.03 defines ADM.

A school district’s calendar is also an important component in school funding. Ohio Rev. Code
§3317.01 requires a school district to meet the minimum number of days or hours for a school to
be open for instruction in order to be eligible for foundation payments. Ohio Rev. Code §3313.48
provides that each school shall be open for instruction with pupils in attendance for not less than
one hundred eighty-two (182) days in each school year, which may include the following”

e Up to four school days per year in which classes are dismissed one-half day early or the
equivalent amount of time during a different number of days (i.e., 2 full school days) for
the purpose of individualized parent-teacher conferences and reporting periods;

e Up to two days for professional meetings of teachers when such days occur during a
regular school week and schools are not in session;

e The number of days the school is closed as a result of public calamity, as provided in
Ohio Rev. Code §3317.01".

In accordance with Ohio Administrative Code section 3301-35-06, the required number of
instructional hours in a school day are as follows:

e Students in kindergarten shall be offered at least two and one-half hours per day of
classes, supervised activities or approved educational options, excluding the lunch period.
[Ohio Admin. Code §3301-35-06(C)];

0 Districts that receive Disadvantaged Pupil Impact Aid funds for all-day
kindergarten shall offer five hours per day, excluding the lunch period. [Ohio
Admin. Code §3301-35-06(C)]

e The school day for students in grades one through six shall include scheduled classes,
supervised activities, or approved educational options for at least five hours, excluding
the lunch period. [Ohio Admin. Code §3301-35-06(D)]

e The school day for students in grades seven and eight shall consist of scheduled classes,
supervised activities (excluding interscholastic athletics), or approved educational options
for at least five and one-half hours, excluding the lunch period. [Ohio Admin. Code
§3301-35-06(E)]

e The school day for students in grades nine through twelve shall consist of scheduled
classes, supervised activities (excluding interscholastic athletics), or approved
educational options for at least five and one-half hours excluding the lunch period. [Ohio
Admin. Code §3301-35-06(F)]

Under limited circumstances, the superintendent of public instruction may provide a written
waiver to waive the required minimum number of days or hours for a school district to be open

11
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for instruction. [Ohio Rev. Code §3317.01(B)]

Ohio Rev. Code §3317.03 (E) requires a school district to accurately show, for each day the
school is in session, the actual membership enrolled in regular day classes. This code provision
further delineates which students should and should not be included in a school district’s ADM
count on the basis of residency, school attendance, and proficiency testing attendance.

Each school district is responsible for accurately reporting statistics to the Ohio Department of
Education’s Educational Management Information System (EMIS), which uses the statistics to
compute the school district’s ADM. Of the many statistics required to be reported, one of the
most important is the determination of school attendance. Pursuant to Ohio Rev. Code §3317.03
(E), a school district’s attendance for ADM purposes is arrived at by determining the number of
students enrolled during the applicable count week. The law requires each district to certify its
formula ADM once annually {see-the-new—evidence-based-model”requirementsbelow), for the
first full week of October. (Ohio Rev. Code 3317.01, 3317.02, and 3317.03). Ohio Rev. Code
§3317.03 (E) also defines enrolled to include students with disabilities currently receiving home
instruction, in attendance, or not attending but having an excused absence for a valid legal reason.

When counting the number of students enrolled for ADM purposes, Ohio Rev. Code §3313.981
sets the requirements for the inclusion and exclusion of students who live in one district but who
are paying “tuition” (i.e. formula funding defined in Ohio Rev. Code 3317.08) and enrolled in
another district. A student should be included in the ADM count of the district in which he/she
resides and not the district in which he/she pays tuition to attend.’

Valid legal reasons for not attending Ohio public schools are set forth in Ohio Rev. Code
§3321.04. Any reason not delineated in this code provision shall be deemed unexcused and the
pupil should not be reported as enrolled for that day for ADM purposes.

Average daily membership (ADM) measures the number of students in each district. Under-prior

law-and-eontinuingin-the-current-budgetaAll students are counted in the ADM of the district in

which they reside._ HB 153 discontinued the practice of using the prior year's October student
count to derive most districts' formula ADM. Instead, it requires use of the current-year October

count to derlve the formula ADM for all dlStrlCtS Two-changes-were-made-to-the-ealewlation-of

®NOTE: HB 153 continues the practice of counting students who enroll in community schools and
STEM schools in the average daily memberships of their resident school districts, crediting those districts
with state funds for those students, and deducting from those districts and paying to the respective
communlty school or STEM school a per pupll amount attrlbutable to each 1nd1V1dual student I—H—demg—s&

12
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POSSIBLE NONCOMPLIANCE RISK FACTORS:

Note: In assessing the risk of noncompliance, auditors should consider using the district-
wide Enrollment trend analysis available on the Ohio General Assembly’s website [access
the School Funding by District page by clicking on the following link:
http://ode.legislature.state.oh.us. Then, select the county, school district, and “Enrollment”
option under Chart Type] to analyze and evaluate the changes in average daily membership
(ADM) over the past ten years. Recent significant fluctuations in enrollment may signify a
need to test ADM for the compliance requirements below during the current audit period.
However, slight variations in recent enrollment figures may further substantiate that the
risk of material noncompliance is lessened.

In determining how the government ensures | What control procedures address the | W/P
compliance, consider the following: compliance requirement? Ref.

e Policies and Procedures Manuals,
e Knowledge and Training of personnel
e Tickler Files/Checklists

e Legislative and Management Monitoring
and reconciliation

e Management’s identification of changes in
laws and regulations

e Management’s communication of changes
in laws and regulations to employees

Suggested Audit Procedures - Compliance (Substantive) Tests:

13
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Document and evaluate procedures for determining the school district’s instructional calendar.
As part of this evaluation, determine whether:

e the school district was open for instruction for a minimum of 182 days during the school
year minus up to the equivalent of 2 full school days for individualized parent-teacher
conferences, 2 days for professional development, and a maximum of five'® calamity
days.

e the days during the school year represented “full days” of pupil instruction (e.g., a full
day for students in grades one through six constitutes a minimum of 5 instructional
hours, in grades 7-12 a minimum of 5.5 instructional hours constitutes a full day).

If the school district was open for instruction for less than the required minimum number of days
or hours, determine whether the school district received a written waiver from the superintendent
of public instruction. Authorized waivers are rare and should always be evidenced in writing.

Document and evaluate procedures for enrolling and withdrawing pupils, and for processing
excused student absences. As part of this evaluation, determine whether the district’s policies
include sufficient procedures for identifying and tracking all student for whom the district is
financially responsible; (a) students residing in and attending district schools, (b) students
attending schools in other districts through open enrollment and contractual arrangements, (c)
students placed by the courts in facilities outside the district, (d) students attending community
schools, and (e) students attending non-public schools through one of the scholarship programs.

Compare final counts per the EMIS system with the count sheets during the October ADM count
week. Seek explanations for any significant differences or adjustments.

Perform Analytical Procedures such as:

=  Comparing the number of students enrolled as of October to the prior two years.
Investigate any unusual or significant changes. All material changes should relate to
events such as increased housing in an area, large businesses moving in or out of a school
district, and any other major event that may affect enrollment.

= Compare this year’s counts for selected building with previous periods. Ask for
management’s explanation for any significant differences.

= Determine if other student headcount lists exist that were prepared independently from
those responsible for preparing the ADM counts. (Corroborating evidence from
independent sources is sometimes more reliable.) Compare these counts to the ADM

count for reasonableness. If independently prepared counts are not available, determine

days—forschool distriets: Calamity days are days a school is closed due to: (1) disease epidemic, (2)
hazardous weather conditions, (3) inoperability of school buses or other necessary equipment, (4) damage
to a school building, or (5) other temporary circumstances because of a utility failure that renders a building
unfit for use. School districts are permitted to shorten any number of school days by up to two hours due to
hazardous weather conditions and may pay teachers when schools are closed due to hazardous weather or
other calamity.

14
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if the school district maintained counts from other weeks during the school year. If so,

haphazardly select another count to compare to the October count week for
reasonableness.

Where the number of students paying tuition under Ohio Rev. Code 3317.08 is expected to be
significant, inspect documentation that indicates students who are paying tuition to attend are
excluded from the school district’s ADM (consider using analytical procedures).

Audit implications (adequacy of the system and controls, and the direct and material effects
of non-compliance, effects on the audit opinions and/or footnote disclosures, significant
deficiencies/material weaknesses, and management letter comments):

15
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Section C: Community Schools

6-5 Compliance Requirement: Ohio Rev. Code Sections 3313.64, 3314.03, and 3314.08 —
Community School Funding.

Summary of Requirements:

Ohio Rev. Code §3314.08 provides the formula by which Community Schools are funded.
Community Schools receive funding from the state through the per-pupil foundation allocation.
Unlike city, local, exempted village and joint vocational school districts, Community Schools
have no tax base from which to draw funds for buildings and investment in infrastructure.

Full-Time Equivalence (FTE)

A full-time student is one who attends the entire school day and entire school year; that will result
with the student having a FTE of 1.00. Students who attend a Community School for less than the
entire year will have an FTE equal to the total days/hours attended divided by the number of
days/hours in the school year. Community Schools are funded on a per-pupil FTE basis.

School Optlons Enrollment System (SOES)

SOES ¢effe he v em-as-SOES) is the EMIS
subsystem that drlves fundmg for community schools Itisa Web apphcatlon administered by the
Ohio Department of Education and used by community schools and traditional public schools to
enter and review data used to flow funds to community schools. Community school personnel
enter data in the SOES system and traditional public school personnel review, verify or challenge
that data.

Reporting Attendance in SOES

Ohio Rev. Code §3313.64(J) states that the treasurer of each school district shall, by the fifteenth
day of January and July, furnish the superintendent of public instruction a report listing the names
of each child in the permanent or legal custody of a government agency or person other than the
child’s parent and each child who resides in a home, who attended the district’s schools during
the preceding six calendar months. For each child, the report shall state the duration of
attendance of that child, the school district responsible for tuition on behalf of the child, and any
other information that the superintendent requires. Upon receipt of this report, the superintendent
shall deduct each district’s tuition obligations and pay to the district of attendance that amount
plus any amount required to be paid by the state.

Ohio Rev. Code §3314.08 requires the board of education of each school district to annually
report the number of students entitled to attend school in the district that are actually enrolled in
community schools. This section also requires the governing authority of each community school
to annually report the number of students enrolled in the community school. For each student, the
governing board of the community school must report the city, exempted village, or local school
district in which the student is entitled to attend.

Based on these reported numbers, the state Department of Education shall calculate and subtract
the appropriate amount of state aid from each school district. The amount subtracted shall be
paid to the corresponding community school or to the internet or computer-based community
school entitled to receive those funds. When calculating and subtracting the appropriate amount
of state aid, the department should take into consideration any enrollment of students in
community schools for less than the equivalent of a full school year.

16
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Ohio Rev. Code §3314.03 requires that the contract entered into between a sponsor and the
governing authority of a community school state the following:

= that the governing authority will adopt an attendance policy that includes a procedure for
automatically withdrawing a student from the school if the student, without a legitimate
excuse, fails to participate in one hundred five consecutive hours of the learning
opportunities offered to the student;''

= that the school will provide learning opportunities to a minimum of twenty-five students
for a minimum of nine hundred twenty (920) hours per school year; the school is required
to meet the minimum 25 student count prior to September 30" and may fall below that
count throughout the year.

ee&bamed—m—@h*e—l%ev—@eH%%#l—O%éb}é}—The Ohio Department of

Education shall determine each community school student’s percentage of full-
time equivalency based on the percentage of learning opportunities offered by
the community school to that student, reported either as number of hours or
number of days. A student must attend the community school for the entire
school year. However, no internet- or computer-based community school shall
be credited for any time a student spends participating in learning opportunities
beyond ten hours within any period of twenty-four consecutive hours. Whether it
reports hours or days of learning opportunities, each community school shall
offer not less than nine hundred twenty hours of learning opportunities during the
school year. [Ohio Rev. Code §3314.08(L)(3)]
= that the governing authority will adopt a policy regarding the admission of students who
reside outside the district in which the school is located; and
= a financial plan detailing an estimated school budget for each year of the period of the
contract and specifying the total estimated per pupil expenditure amount of each such
year.

POSSIBLE NONCOMPLIANCE RISK FACTORS:

Note: In assessing the risk of noncompliance, auditors should consider the risk of a
community school reporting “ghost” students. If this risk factor is believed to be present,
auditors should consider comparing students included on ADM reports during count weeks
to the applicable seating charts and final grades given to students. A student that is not
present on a seating chart or that did not receive a final grade may be improperly included
in the community school’s ADM reports. Where discrepancies are identified, auditors must
determine the date the student left the community school. If the student left after the count
week, then the student was properly included in the ADM count. However, if the student
actually left prior to the count week, the community school should have withdrawn the
student from its enrollment and excluded the student from the ADM count.

In determining how the government ensures | What control procedures address the | W/P
compliance, consider the following: compliance requirement? Ref.

e Policies and Procedures Manuals,

e Knowledge and Training of personnel

Y valid legal reasons for non-attendance are set forth in Ohio Admin. Code §3301-69-02.

17
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e Tickler Files/Checklists
e Legislative and Management Monitoring

e Management’s identification of changes in
laws and regulations

e Management’s communication of changes
in laws and regulations to employees

Suggested Audit Procedures - Compliance (Substantive) Tests

Document and evaluate the school’s procedures for:
e Enrolling and withdrawing pupils timely;
e Documenting student absences; and
e Notifying the resident public school of withdrawn students or students truant for more
than 105 or more consecutive hours.

As part of this evaluation, determine whether the Community School’s policies include sufficient
procedures for identifying and tracking all students for whom the community school is
responsible. These students include those: (a) residing and attending public schools (b) over the
age of 18 that are not residing with a guardian (c) placed by the courts in facilities outside the
district, (d) attending other community schools, and (e) that have been absent due to truancy for
105 consecutive hours or greater.

Inquire with community school management about the learning opportunities it offered as part of
its operating standards during the audit period. Determine whether the community school offered
the minimum 920 hours of learning opportunities. If the community school offered more or less
than the required minimum, determine whether the community school reported the accurate
number of learning opportunities to the Ohio Department of Education.

Perform the following analytical procedures:
For Brick & Mortar Schools (non-electronic schools)

= Select a representative number of students from the community school’s withdrawal list.
The withdrawal list may be obtained by the community school through SOES or the
community school’s student management database.

0 Identify when students were withdrawn and determine whether it was timely.

0 Using grade records and/or attendance records, determine the last day students
were reported as attending the community school.

0 If a student was reported absent for 105 consecutive hours, determine the date the
student should have been withdrawn.

0 Compare the dates determined in the steps above to the SOES or other student
management database reports. Inquire with management about any significant
differences or adjustments. Considering reporting noncompliance or other client
communication for any significant unexplained variances.

= A community school should not wait until March to remove a student
from its enrollment if the student withdrew in October. Significant
delays in reporting student withdrawals constitutes noncompliance.
Likewise, a student with excessive truancy should have received multiple

18
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communications from the school to verify the student’s absence during
the 105-hour period. Community schools should maintain a daily call
log or obtain timely excuses from the parent, guardian, or adult-aged
student for excessive absenteeism that does not result in removal of a
student from enrollment.

= Consider whether the number of reported students is reasonable considering the size of
the facility.

=  Determine if other student headcount lists exist that were prepared independently from
those responsible for preparing the ADM counts. (Corroborating evidence from
independent sources is sometimes more reliable.) Compare these counts to the ADM
count for reasonableness.

»= Based on assessed risk, consider visiting school facilities and “informally” counting
students on site. (This count must be informal. In other words, do not line up the
students and ask them to count off — your count should not intrude on school activities.
We realize this will not provide an exact count. Instead you are looking for evidence of
obviously material overstatements of ADM.)

For E-schools

* In addition, select multiple students from the E-school’s SOES or other student
management database and compare the reported enrollment date to the latter of the: (1)
login date, or (2) date the computer was received.

Note: Students are not enrolled in an E-school until the latter of first login date or the
date the computer was received. Students may waive the right to a computer; however,
this documentation must be kept on file by the community school. The community school
should be able to produce a report that documents login dates. Community schools
should also maintain shipping logs (with tracking numbers) from the computer vendor. If
the student’s parent physically picked up the computer, the community school should
have the parent’s signature on file to support receipt of the computer.

0 Obtain the number of hours reported on the E-school’s system (this is a custom
report that the community school will have to generate from their online learning
portal or whatever system they use to store student hours) for login times and
non-login hours (e.g., field trips) for selected students. Compare these hours to
FTEs reported in SOES for each selected students for the entire year. Inquire
with management about any significant differences or adjustments. Considering
reporting noncompliance or other client communication for any significant
unexplained variances.

Note: This is admittedly a difficult step; however, similar to login sheets, the community
school should be able to produce a report of total hours the student claimed as learning
time during the year. These hours should include all learning opportunities, not just
““seat time”™’.

Audit implications (adequacy of the system and controls, and the direct and material effects
of non-compliance, effects on the audit opinions and/or footnote disclosures, significant
deficiencies/material weaknesses, and management letter comments):
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6-6 Compliance Requirement: Ohio Rev. Code §3314.08(T) - Tuition.

Summary of Requirement: No community school is permitted to charge tuition to any student.

In determining how the government ensures | What control procedures address the | W/P
compliance, consider the following: compliance requirement? Ref.

e Policies and Procedures Manuals,

e Knowledge and Training of personnel

e Tickler Files/Checklists

e Legislative and Management Monitoring

e Management’s identification of changes in
laws and regulations

e Management’s communication of changes
in laws and regulations to employees

Suggested Audit Procedures - Compliance (Substantive) Tests:

Obtain a copy of the school’s enrollment application and scan the receipts journal or ledger for
evidence of tuition charges.

Inquire of the treasurer regarding any tuition charges.

Audit Implications (adequacy of the system and controls, and the direct and material
effects of non-compliance, effects on the audit opinions and/or footnote disclosures,
significant deficiencies/material weaknesses, and management letter comments):
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Revised: HB 153, 129" GA
Effective: 9/29/11

6-7 Compliance Requirement: : Ohio Rev. Code §3314.02, §3314.023, §3314.03, §3314.07,
§3314.072, §3314.073 Sponsor monitoring of community schools

Summary of Requirement:

» The sponsor may contract with the school to receive 3% or less of the amount the State pays
to a school annually, solely for the costs of its oversight and monitoring activities.'> In other
words, the total amount of such payments for oversight and monitoring of the school shall not
exceed 3% of the total amount of payments for operating expenses that the school receives
from the State'’. [3314.03(C)]

» The contract between the sponsor and the school must require the sponsor to monitor the

following [3314.03(D)]:

0 Compliance with laws the contract specifies

O At least annually, monitor and evaluate the academic and fiscal performance and the
organization and operation of the community school

0 Report the results of the preceding evaluation to ODE and to the students’ parents.

0 Provide technical assistance to the school in complying with applicable laws and terms of
the contract;

O Intervene in the school's operation to correct problems in the school's overall
performance,

0 Declare the school to be on probationary status pursuant to §3314.073 of the Revised
Code,

0 Suspend the operation of the school pursuant to §3314.072 of the Revised Code,

0 Terminate the contract of the school pursuant to §3314.07

0 Have in place a plan of action to be undertaken in the event the community school
experiences financial difficulties or closes prior to the end of a school year.

» Ohio Rev. Code § 3314.023 requires that in order to provide monitoring and technical
assistance, a representative of the sponsor of a community school shall meet with the
governing authority or treasurer of the school and shall review the financial and enrollment
records of the school at least once every month.

In determining how the government ensures | What control procedures address the | W/P
compliance, consider the following: compliance requirement? Ref.

e Policies and Procedures Manuals,

e Knowledge and Training of personnel

12 A sponsor can earn more than 3% if it provides additional services beyond sponsorship. A contract
should specify these additional services, and should differentiate them from the services required of a
sponsor. Effective 3/30/06, community schools cannot sponsor other community schools [Ohio Rev. Code

§3314.02(C)(1)(D)].

¥ AOS has determined that these monies would include Full-Time Equivalency (FTE is explained in
section 6-4), State grant, and Federal grant monies. Grant monies that are restricted from general
operations (such as capital grants or grants for limited operation programs like special education) should
be excluded from calculations as these monies cannot be used for general operating expenses.
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e Tickler Files/Checklists
e Legislative and Management Monitoring

e Management’s identification of changes in
laws and regulations

e Management’s communication of changes
in laws and regulations to employees

Suggested Audit Procedures - Compliance (Substantive) Tests:

Examine the contract between the school and the sponsor. Determine if it provides payment to
the sponsor for monitoring activities.

» Trace actual payments to the sponsor to the accounting records to determine whether they
were < 3% of the school’s State assistance (or met the terms of the contract of the
sponsor provides additional services).

Inquire regarding the nature and extent of the sponsor’s monitoring activities.

» Examine minutes, correspondence, reports or other evidence supporting that the sponsor
fulfilled its monitoring duties described above.

= Read the sponsor’s annual report to ODE. Based on other audit procedures, judge
whether that report suggests the sponsor is diligent in its monitoring and is frank in its
reporting to ODE."

If based on other audit procedures, the school is experiencing financial or performance problems,
judge whether the sponsor is taking the actions the Ohio Rev. Code prescribes above (e.g.,
declaring the school in probationary status, preparing an action plan to address financial
difficulties.)

Assess whether the sponsor’s overall monitoring generally fulfills the requirements above.
Report significant noncompliance as necessary.

Audit Implications (adequacy of the system and controls, and the direct and material
effects of non-compliance, effects on the audit opinions and/or footnote disclosures,
significant deficiencies/material weaknesses, and management letter comments):

4 Staff should not spend significant time reviewing this report. We are not opining or providing any
assurance on it. Consider tracing a “handful” of key financial amounts to current or prior audited
statements or to accounting records we used in the audits. Read key passages to determine whether they
are generally consistent with your understanding. If we find material misrepresentations in the report to
ODE, we can report this as noncompliance by the sponsor. Our noncompliance finding should avoid
imprecise statements such as “The sponsor’s report was inaccurate.” Instead, quote statements or amounts
from the sponsor’s report compared to quotes or amounts we obtained from other sources. List our source
in the finding.

24



2012 Ohio Compliance Supplement Other Potentially Direct and Material Laws & Requlations

Section D: Townships

Revised: HB 153, 129" GA
Effective: 9/29/11

6-8 Compliance Requirement: Ohio Rev. Code Sections 507.09 and 505.24(C) Allocating

township trustee per-diem<ceosts-orsalariesto—funds and fiscal officer compensation. (Amplified
by-Ohie-Atterncy-General-Opinton2004-036)

Summary of Requirement, per Ohio Rev. Code §507.09 and 8505.24(C):

(1) Trustees receiving per diem compensation: When members of the board of township
trustees are compensated per diem, a majority of the board must pass a resolution
establishing the periodic notification method to be used for reporting the number of days
spent in the service and kinds of services rendered on those days. "> The per diem
compensation shall be paid from the township general fund or from other township funds in
proportion to the kinds of services rendered, as documented. (For example, the township
could charge trustee time spent on road repairs to the road & bridge fund.) Ohio Rev. Code
§505.24 limits the number of days a trustee can be compensated to 200.

However, for salaries not paid from the general fund, 2004 OAG Opinion 2004-036
established the following documentation requirements:

As noted above, however, a board of trustees is authorized by R.C.
505.24 to pay trustees’ salaries from the general fund or other township
funds “in such proportions as the board may specify by resolution.” The
board may therefore determine, as part of its budgeting process, to
appropriate money in the EMS Fund for payment of trustees’ salaries. In
order to meet the proviso in R.C. 505.84, that the EMS Fund be used
only for ambulance and emergency medical services, however, the board
would be required to establish administrative procedures for assuring that
the proportionate amount paid from the EMS Fund for trustees’ salaries
properly reflected the proportion of time each trustee spent on EMS
matters relative to other township matters. This would necessitate
trustees documenting all time spent on township business and the type of
service performed, in a manner similar to trustees paid a per diem. To
the extent that the board is able to determine the portion of time spent on
EMS matters, relative to the total time spent on township business, it
may pay the proportionate cost of the trustee’s salary from the EMS
Fund. If a trustee’s time is not documented, however, then no part of his
salary may be paid from the EMS Fund.

> The Ohio Rev. Code does not define a “day” for purposes of this requirement. Townships
should consult with their legal counsel and adopt a policy in compliance with OAG Opinion 2004-
036. If a Township has a duly enacted policy defining what constitutes a “day” in compliance with OAG
Opinion 2004-036, we will audit in accordance with that policy. If the Township has not adopted a policy,
we will audit proportionately as indicated above.
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In other words, 2004 OAG Opinion 2004-036 requires trustees compensated on a
proportionate amount chargeable to other township funds based on the kinds of
services rendered. The “administrative procedures” can be timesheets or a
similar method of record keeping, as long as the trustees document all time spent
on township business and the type of service performed, in a manner similar to
trustees paid per diem compensation. If per diem trustees do not document their
time, then no part of salaries may be paid from the restricted funds.

The important factor is the portion of time spent on other township funds, relative
to the total time spent on township business (as opposed to the total days in a
given month). In other words, do not factor days in which no township work is
done into the allocation.

Per the above, regardless—ofwhetherthe township—uses—the “per-diem”or

“salary”methed; per-diem trustees must record the time spent on various tasks
and the specific fund to which the township will charge their costs when paying

any proportion of a trustee’s salary from a restricted fund. Although the fire and
rescue services, ambulance services, and emergency medical services fund under
R.C. 505.84 was the focus of OAG Opinion 2004-036, the ruling also applies to
funds for the motor vehicle license tax pursuant to R.C. 4504.18 and 4504.19;
motor vehicle tax pursuant to R.C. 4503.02; gasoline tax pursuant to R.C.
5735.27(A(5)(d); the cemetery fund pursuant to R.C. 517.03, and any other
restricted fund. (The sole exception to this is for trustees charging all salaries to
the general fund, as described above.) The township must maintain daily records
of tasks performed'® for each individual trustee that, when reviewed cumulatively
for the fiscal year, will provide reasonable justification for the apportionment of
salary between funds as specified in the resolution. Monthly summaries in lieu
of daily records are not acceptable.

Important note: Prierto-this- OAG-Opinion,—regarding{2)-above,—the-AOS

. inewith-OhioRew $505- —ThisO mion-alte
that-eonechaston— Resolutions to pay trustees by salary should specify that a
township will allocate salaries based on documentation the trustees submit, not
based on percentages a resolution specifies.

For example, subsequent-to-the-OAG-Opinten; it is NOt acceptable for a township

to resolve that they will “charge 50% of trustee salaries and benefits to the
general fund and 50% of this compensation to the road & bridge fund.”

(2) Trustees receiving compensation by annual salary: To be paid on a salary basis in equal
monthly installments, the board of trustees must unanimously pass a resolution to allow it.
To be paid from any fund(s) other than the general fund, the resolution must also specify
the proportions of the salary that are to be paid from each fund (ORC 505.24(C)). These
proportions are a guide for use throughout the year; however, total payment for the fiscal
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year must be based on the cumulative actual service efforts'” during the fiscal year on
restricted fund'® activity. If trustees use the salary method and are compensated from funds

other than the general fund, they must certify the percentage of the time spent working
on matters that are to be paid from funds other than the general fund. Trustees must
complete a certification prior to receiving his/her pay for that pay period. The certification
must be done individually, but is not required to be notarized. The certification is not
required to be a time log. Rather, all that is required is a statement detailing the percentage
of time that the trustee/fiscal officer spent during that pay period providing services related
to each fund to be charged. A sample certification is attached to AOS bulletin 2011-07. If
100% of the compensation of the township trustee is to be paid from the general fund, no
certification is required.

(3) Eiscal officer compensation: Fiscal officers compensated from funds other than the
general fund must certify the percentage of the time spent working on matters that are
to be paid from funds other than the general fund. They must complete a certification
prior to receiving his/her pay for that pay period. The certification must be done
individually, but is not required to be notarized. The certification is not required to be a
time log. Rather, all that is required is a statement detailing the percentage of time that the
trustee/fiscal officer spent during that pay period providing services related to each fund to
be charged. A sample certification is attached to AOS bulletin 2011-07. If 100% of the
compensation of the township fiscal officer is to be paid from the general fund, no
certification is required.

qualifications including adverse opinions. Undocumented per diem salaries for trustees, where
the trustees officers have been paid from funds other than the General Fund, should result in
findings for adjustment and the consideration of opinion qualifications including adverse
opinions.

compensation to the appropriate funds. As an example, assume the Board of Trustees passes a Resolution
at the beginning of the year dividing the Trustees’ compensation evenly between the General Fund and
Road and Bridge Fund, The Township Fiscal Officer uses the amounts specified within the Resolution to
allocate the Trustee compensation payments evenly to the appropriate funds throughout the year. However,
at year end, the Township Fiscal Officer should reconcile the fund allocations to time and effort records,
maintained by the Trustees, documenting the actual cumulative service effort for the year. If necessary, the
Township Fiscal Officer should adjust the fund allocations according to the actual cumulative service
effort. If, however, the fund allocation was reasonably close to the actual cumulative service effort was
(e.g.,52/48 split vs. 50/50), no adjustment is necessary. Another example would be to allocate each month
according to actual time spent, if the cumulative allocation doesn’t match the resolution at the beginning of
the year, no need to go back and change the resolution.

'8 Regarding this Ohio Compliance Supplement step, a restricted fund is any fund other than the general
fund.
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POSSIBLE NONCOMPLIANCE RISK FACTORS:

Note: In assessing the risk of noncompliance, auditors should consider recent changes to
the statutory requirements described in this OCS step. This statute contains intricate
requirements and interpretations.

In determining how the government ensures | What control procedures address the | W/P
compliance, consider the following: compliance requirement? Ref.

e Policies and Procedures Manuals,

e Knowledge and Training of personnel

e Time summaries / timecards

e Legislative and Management Monitoring

e Management’s identification of changes in
laws and regulations

e Management’s communication of changes
in laws and regulations to employees

Suggested Audit Procedures - Compliance (Substantive) Tests:
Document how the township records the time spent on each township service.

Recompute selected fiseal-effieer allocations of trustee/fiscal officer salaries or per diem amounts
to each fund.

For fiscal officers or trustees paid by annual salary with allocations to funds other than the
general fund, trace selected allocations to certifications.

For trustees paid per diem, with allocations to funds other than the general fund, trace time or
services performed to time or activity sheet.

Agree selected postings of the salaries from step 2 to the township’s check register.
Note: A failure to document the time spent on township tasks would constitute a scope restriction

on the allocation of trustee salaries. This could affect our financial statement opinion, if the
undocumented allocation is material to the financial statements.

Audit implications (adequacy of the system and controls, and the direct and material
effects of non-compliance, effects on the audit opinions and/or footnote disclosures,
significant deficiencies/material weaknesses, and management letter comments):
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Section E: Tax and Pension Withholdings

Revised: Section 2043 of
the Small Business Jobs
and Credit Act of 2010
(Public Law No. 111-240)
Effective: Tax Years

innin r December
31, 2009

If the compliance attributes listed in 6-9 below were tested during payroll substantive
testing, no additional tests needed.

6-9 Compliance Requirements: Internal Revenue Code (IRC) Chapter 26 [26 U.S.C.] -
Collection of Income Tax at Source on Wages; 26 U.S.C. §3401 through §3406:

§3401: Definitions;

§3402: Withholding of income tax from wages;

§3403: Employers liable for payment of the tax deducted and withheld;

§3404: Return of amount deducted and withheld shall be made by appropriate officer of
the governmental employer;

§3405: Withholding on pensions and annuities;

§3406: Backup withholding

26 U.S.C. §3102(a): Deduction of [Medicare] tax from wages;

26 U.S.C. §132: Exclusion of certain fringe benefits from gross income;
Internal Revenue Regulations (26 C.F.R.):

§1.61-21: Taxation of fringe benefits;

§1.6041-1: Reporting of income aggregating $600 or more [i.e., 1099s-MISC]*;
§1.6041-2: Reporting of wage income aggregating $600 or more [i.e., W-2s];
§1.6041-3: Various exclusions;

§1.6041-6: Time and place for filing forms 1099 and 1096;

§1.6050E-1: Income tax refund reporting.

Ohio Rev. Code §5747.06 - Collection of Ohio income tax at source.

V V VVVVVYVY Y V¥V VY VV VVVY

Various local ordinances require withholding on wages earned in the particular
municipality. These should be consulted for the requirements.

Summary of Requirement:

These sections of the various tax codes require the employing government to withhold federal,
state, and local income and employment-related taxes (such as Medicare). They also require the
government to report those tax matters to the appropriate tax authorities and to the recipients.
Certain of these sections require consideration of whether employer-provided “fringe” benefits,

20 All payments to attorneys of $600 or more that are not otherwise reported (e.g., on form W-2 for
attorneys who are employees) must be reported on form 1099-MISC.
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such as use of government automobiles for private purposes, constitute taxable income to be
reported and withheld upon.

Effective for tax years beginning after December 31, 2009, Section 2043 of the Small Business
Jobs and Credit Act of 2010 (Public Law No. 111-240) removed employer-provided cell phones
from the definition of “listed property” in the tax code. While cell phones are still subject to
being a taxable benefit, the new legislation removes the special record-keeping requirements of
listed property. However, employers still should have a policy prohibiting any more than a di
minimus personal use of government-owned cell phones.

POSSIBLE NONCOMPLIANCE RISK FACTORS:

Note: Auditors should consider whether governments have historically demonstrated
effective internal controls over payroll. Additionally, adequate training of payroll
personnel and supervisory monitoring controls can help mitigate the risk of noncompliance
with payroll compliance requirements.

Risk of material noncompliance is elevated when governments are in financial distress and
may not pay withholdings when due. In these circumstances auditors should not rotate this
test, and should determine whether the government is remitting withholdings when due.

Note: See the Ohio Compliance Supplement Introduction regarding IRS Referrals.

In determining how the government ensures | What control procedures address the | W/P
compliance, consider the following: compliance requirement? Ref.

e Policies and Procedures Manuals,

e Knowledge and Training of personnel

e Time summaries / timecards

e Legislative and Management Monitoring

e Management’s identification of changes in
laws and regulations

e Management’s communication of changes
in laws and regulations to employees

Suggested Audit Procedures - Compliance (Substantive) Tests:
Note: It is normally efficient to integrate step 1 below with payroll testing.

1. When testing payroll, determine if the government withholds state, federal and local
income taxes.

2. Inquire if the government provided any employees with potentially taxable fringe
benefits, such as the use of a government-owned vehicle, or an auto or uniform
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allowance®'? If so, inquire how they compute the benefit amounts reflected in the
affected employees' Forms W-2? Review 1 or 2 employees’ W-2s that include these
amounts.

3. Inquire if the government paid any independent contractor (other than a corporation)
$600 or more during this year? If so, review a few issued Forms 1099s.

4. If the government assesses an income tax, scan a few Forms 1099G for municipal income
tax refunds exceeding $10 each.

Audit implications (adequacy of the system and controls, and the direct and material effects
of non-compliance, effects on the audit opinions and/or footnote disclosures, significant
deficiencies/material weaknesses, and management letter comments):

2! The IRS rules regarding whether fringe benefits are taxable can be complex, and subject to frequent
revision, such as by interpretive private letter rulings. For example: Uniforms are usually nontaxable if
they meet these two tests: (1) the employee must be required to wear the article of clothing while at work
(2) the item cannot be adaptable to everyday wear. Many commonly-required work clothes are adaptable
(heavy-duty jeans, etc.) and would therefore normally be taxable benefits. In private letter* ruling
201005014, the IRS determined employer-provided clothing is a nontaxable benefit for employees of a
political subdivision of a state. However, the IRS cautioned us that the private letter ruling applied only to
the narrow circumstances described therein and ought to not be construed to mean government-provided
clothing is generally nontaxable. Therefore, governments should obtain IRS publications or advice from a
qualified tax practitioner in determining whether benefits are taxable. It is impractical to include this
guidance in the Ohio Compliance Supplement.

* Letter Rulings may not be cited as a precedent by any government other than the one which requested the
ruling; however, your legal advisor might find it useful to review.
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If the compliance attributes listed in 6-10 below were tested during payroll substantive
testing, no additional tests needed.

6-10 Compliance Requirement:
» Ohio Rev. Code Sections 145.01, 145.02, 145.03, 145.47, and 14548 - Public
Employees Retirement System (PERS), definitions, exclusions, exemptions and rates of
contributions.

» Ohio Rev. Code Sections 742.01, 742.02, 742.31, to 742.34 - Police and Fire Disability
and Pension Fund, definitions, rates of contributions and reporting requirements.

» Ohio Rev. Code Sections 3307.01, 3307.35, 3307.51, 3307.53, 3307.56, and 3307.691 -
State Teachers Retirement System (STRS), definitions, employment of retired
members, contribution rates. (These sections also apply to community school
employees.)

> Ohio Rev. Code Sections 3309.23, 3309.341, 3309.47, 3309.49 and 3309.51* -
Membership in Public School Employees Retirement System (SERS), employment of
retired members, contribution rate, payment of expense fund. (These sections also apply
to community school employees.)

Summary of Requirement: These sections require governments to enroll most of their
employees™ in the appropriate retirement system, and to withhold from the employees’ wages, or
pay on behalf of the employees, a certain percentage of earned wages as defined and to pay over
to the appropriate system the amounts withheld, matched with an appropriate percentage of
employer matching contributions.

POSSIBLE NONCOMPLIANCE RISK FACTORS:

Note: Auditors should consider whether governments have historically remitted employee
and employer contributions to the appropriate retirement systems timely and demonstrated
effective internal controls over payroll. Additionally, adequate training of payroll
personnel and supervisory monitoring controls can help mitigate the risk of noncompliance
with retirement system compliance requirements.

Risk of material noncompliance is elevated when governments are in financial distress and
may not pay the contributions when due. In these circumstances auditors should not rotate
this test, and should determine whether the government is remitting withholdings when
due.

In determining how the government ensures | What control procedures address the | W/P
compliance, consider the following: compliance requirement? Ref.

*? The Secretary of SERS certifies to ODE amounts ODE is to withhold from community school foundation
payments for pension costs.

3 Independent contractors performing the same duties as school employees as defined in Ohio Rev. Code
§3307.01, such as contract teachers teaching in a classroom, may also be subject to membership in the
STRS retirement system.
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e Policies and Procedures Manuals,

e Knowledge and Training of personnel

e Time summaries / timecards

e Legislative and Management Monitoring

e Management’s identification of changes in
laws and regulations

e Management’s communication of changes
in laws and regulations to employees

Suggested Audit Procedures - Compliance (Substantive) Tests:

l. When testing payroll transactions, determine if the government withheld pension
amounts at the proper rate.”

2. Scan payroll ledgers. List a few employees for which no pension is withheld. Ask the
CFO to provide documentation or explanation as to why there is no withholdings for
these employees.

3. Examine selected payments of the withholdings from the government to the pension system.
(This is an important step. Governments in financial distress occasionally resort to not
paying withholdings when due. While unusual, this circumstance, even if not quantitatively
material would usually be qualitative material noncompliance.)

Audit implications (adequacy of the system and controls, and the direct and material effects
of non-compliance, effects on the audit opinions and/or footnote disclosures, significant
deficiencies/material weaknesses, and management letter comments):

** Pursuant to IRC Section 3121(b)(7), AOS considers employees of community school management
companies who perform teaching and administrative services to be members of STRS or SERS. Therefore,
the mandatory employee and employer contributions must be paid into the appropriate State retirement
systems. We have therefore previously cited management companies that also deducted and paid
contributions to social security. AOS formally requested the IRS to confirm that it would defer to the Oho
Retirement Systems’ determination and consider the community school employees exempt from social
security due to their participation in a qualified retirement plan. However, the IRS declined to confirm this
exemption. Therefore, management companies may determine to risk potential IRS penalties and deem an
employee to be an employee of the management company rather than the school. Contributions should
continue to be remitted to the appropriate Ohio Retirement Systems if management company Boards
determine the employees are members of an Ohio Retirement System. Failure to do so will still result in
non-compliance citations. However, auditors should no longer issue noncompliance citations for
additional contributions to the social security system.
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CHAPTER 7

CHECKLISTS FOR OTHER LAWS AND REGULATIONS

Due to public policy considerations, the Auditor of State requires auditors assess the risk
of material noncompliance and test certain laws and regulations for compliance
requirements in this chapter with elevated risks even though they probably do not, in
most circumstances, have a quantitative “direct and material” effect on determining
financial statement amounts.

Important:

1.

You can generally rotate substantive compliance testing in this Chapter. For
example, there are over 40 compliance requirements in this chapter. (Not all of
them apply to all entity types.) You should divide the applicable requirements
approximately in half, and test half of them with each audit.
a. This applies to annual and biannual audits.
i. For example, if you audited officials’ surety bonds for a village’s
2008 and 2009 audit and found them to be compliant, you
normally can omit this test for the 2010 and 2011 audit.

ii. This also applies if AUP were performed in the prior year(s).

for the audit. Because of the lesser significance of most Chapter 7
requirements, we _require _no _risk _assessment _or _other

b. You should not rotate / omit a specific compliance test if the prior audit
identified noncompliance or if evidence supports an elevated risk of
noncompliance for the current audit.

c. You should test new Compliance Supplement requirements in the first
year of their applicability.

If (1) controls exist to help assure compliance with a specific requirement, and (2)
you obtain satisfactory results from testing the controls’ operating effectiveness
you may be able to limit or omit substantive testing of the requirement.

a. Some of the requirements in this chapter are more likely to be subject to
formal controls than are others. For example, we would expect a large
government with many employee cell phones (step 7-2) to establish formal
controls to review and approve these payments (i.e. establish suitable
authorization controls.

b. The AOS believes it is acceptable to rely on the results of prior audit’s
tests of controls if auditors apply the proper “updating” procedures. That
is, auditors may use the concepts from AU 318.40 -- .45.

c. This approach only requires tests of operating effectiveness once every
third year, not every third audit.

i. However, the auditor must apply procedures in each intervening
year to determine whether continued reliance is appropriate. For
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example, per AU 318.41, it is inappropriate to rely on a control
that has changed since the auditor’s last test of its operating
effectiveness.

3. Some steps in the chapter include additional guidance about the extent of testing
applicable to that specific compliance requirement.

4. Auditors can normally use the extent of testing described in this chapter.
However, if auditors identify specific risks related to specific compliance steps in
this chapter, working papers should document these risk assessments, whether
they be favorable (which may support less testing) or unfavorable (suggesting
additional testing).

This Ohio Compliance Supplement chapter provides a simplified process for assessing
the government’s compliance with these requirements. Auditors can generally complete
these tests using inquiry, observation and, occasionally, certain other limited substantive
procedures, such as inspection of documents or limited vouching.

As stated above, auditors should divide the steps subject to cycling approximately in half,
and budget a similar amount for cyclic tests each audit to avoid audit cost fluctuations
every other audit unless the risk of noncompliance warrants testing of these requirements
every audit.

The Sample Questions and Procedures this chapter presents are merely examples of
procedures you might use. You should add to, modify, or omit these procedures as
appropriate in the circumstances. If existing control tests or substantive compliance tests
satisfy these objectives, the auditor should cross-reference this work to these sections.
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For example, suppose the compliance requirement is for payroll withholding, and the
auditor has documented and tested payroll control procedures that already satisfy the
compliance requirements. The documentation of such a process might look something
like the following:

-- SAMPLE --

Compliance Requirements: Internal Revenue Code (IRC) Chapter 26 [26 USCA] - Collection
of Income Tax at Source on Wages; 26 U.S.C. Sections 3401 through 3406, and related
regulations; exceptions; notification of amount withheld; liability of employer; 26 U.S.C. Section
132; Portions of Internal Revenue Regulations (26 C.F.R.) Sections 1.61, 1.6041, and 1.6050E-1.
Ohio Rev. Code §5747.06 - Collection of Ohio income tax at source. Various local ordinances
require withholding on wages earned in the particular municipality. These should be consulted
for the exact requirements.

Summary of Requirement: These sections of the various tax codes require the employing
government to withhold federal, state, and local income and employment-related taxes (such as
Medicare). They also require the government to report those tax matters to the appropriate tax
authorities and to the recipients. Certain of these sections require consideration of whether
employer provided “fringe” benefits, such as use of government automobiles for private purposes,
constitute taxable income to be reported and withheld upon.

-- SAMPLE --
Sample Questions and Procedures

1. When testing payroll, determine if the government withholds state, federal and local income
taxes.

We have tested controls® on the payroll system. Our working papers reflect answers to
questions 1 and 2. Our tests of controls and the results are found at w/p 100.15 (payroll).

! Chapter 7 does not require testing controls. This example illustrates how auditors might sometimes use
the results of other audit work to fulfill Chapter 7 requirements. In the example, the auditors tested controls
to reduce audit risk related to payroll and nonpayroll expenditures, not solely to satisfy Chapter 7
requirements. However, they were able to use the control tests results to help satisfy this Chapter 7
requirement.
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2. Do you provide any of your employees with potentially taxable fringe benefits, such as the
use of a government owned vehicle, or an auto or uniform allowance? If so, how do you
determine the amounts of the benefits to be reflected in the affected employees' Forms W-2?
Please show me 1 or 2 employees’ W-2s that reflect these amounts.

Based on our inquiry with the treasurer, the superintendent has an auto allowance;
however, the treasurer was unaware that it is a taxable benefit.

3. Did your government pay any independent contractor (other than a corporation) $600 or more
during this year? If so, please show me a few such Forms 1099 issued.

We tested controls over expenditures and contracts, noting no payments required to be
reported on forms 1099. See w/p 103.03 (expenditures).

4. If the government assesses an income tax, scan a few Forms 1099G for municipal income tax
refunds exceeding $10 each.

This is a school district; therefore, question #5 is N/A.

Government Personnel Interviewed and Dates:

We interviewed Molly Mclntyre, treasurer, on July 17, 2010. We also performed tests of controls
at various times. See the referenced working papers.

Conclusion: (effects on the audit opinions and\or footnote disclosures, significant
deficiencies/material weaknesses, and management letter comments):

Our tests of controls indicated that the controls were operating effectively. Nothing came to our
attention to indicate these requirements were not being met.

In the management letter, we will report the failure to include the superintendent’s auto allowance
as a taxable fringe benefit on his form W-2. There is no material effect on the /s, therefore no
further action is necessary.
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Chapter 7 — Checklists Page

Part 1: Contracting and Purchasing

7-1 ORC 307.93(F), 341,25, 753.22, and 2301.57; Establishment and accounting treatment

7-2 Misc. local legislative body policies; charter requirements (for use of cell phones
government credit cards and purchasing cards, and government-owned vehicles and
equipment), using personal credit cards .......ccoccuiieiiciiiiiiii e, 9

7-3 Misc. local legislative body policies; charter requirements; Ohio Ethics Commission
Advisory Opinion No. 91-010; Ohio Rev. Code Sections 102.03(D) and (E),
2921.42(A)(4), and 2921.43(A) (travel reimbursements; “frequent flyer miles” accrual/
USAZE) +eeeuvreeenreeeureennteesseeeaseeaseeessseesnsaeesnseesnssesaseeesseeesnseesnseeaasseesnseeeanseesnteeeanteesnseeeseennses 11

7-4 ORC 301.27, 301.29 County credit and procurement cards..........ccccevvverveeeiieeseenieeneeennen. 13

Part 2: Accounting and Reporting

Section A: General

7-5 ORC 9.38: Deposits Of publiC MONEY.......cceeeriiiiiieeiieeiiectee et et eiee e sree e e sreeens 16
7-6 ORC 121.22: Meetlng of public bodles to be open, exceptlons and notice...................... 18

Section B: Courts

7-8 ORC 2335.25: CashboOK Of COSES LC. ....cuiruiriiriieiiniiniieienteetete ettt 24
7-9 ORC 2303.12: Books to be kept by clerk of the court of common pleas...........cccceuueeee. 25
7-10  ORC 2101.12: Records to be kept by the probate COUrts .........ccoeeevvvevviercieeriieeieeereenne, 26
7-11  ORC 2335.34 - .35: Unclaimed costs and fees (court of common pleas and probate

7-12 ORC 2151.18: Records; annual report; distribution (juvenile court) ...........cccvveeveeennennee. 29
7-13  ORC 1907.20: Records required of COUNLY COUTTS ......cvievrierieerieeriieiienreeieereesreeseeesenenenes 30
7-14  ORC 1901.31: Municipal COUTIt TECOTAS .....veervierrierierierieeieeieeneesieesresnesreereesseesseenenas 33

-15  ORC 1905.21 and 733.40: Records required and disposition of receipts for mayors’

7
7-18  ORC 307.515 aﬁdéé%. Fmes and penalties to be paid to law libraries...........c.cccouveeneeee. 39
7-19  ORC 2113.64, 2113.65: Unclaimed money (probate Court)..........cecvuerverrreerreerreereernenenns 41

Section C: Libraries

Section D: Townships
7-21  ORC 517.15: Permanent cemetery endowment fund...........ccccevvievieiciiiiienecnieniesreene, 46

Part 3: Payroll, Taxes
Section A: Insurance

(Moved to Chapter 6)
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(Moved to Chapter 6)

7-22  ORC 505.60, 505.601, OAG Op. 2005-038, and AOS Bulletin 2009-003:
Reimbursement of insurance premiums — TOWNSHIPS........ccveveverieriieeiieieeieesieereereene. 48

7-23  ORC 505.603 - “Cafeteria Plans” — TOWNSNIPS ..eeeireiiriiiiiiiiieieieeiieeeeeeeiieeee e, 51

Section B: Vacation and Sick Leave
7-24 _ Various ORC sections: Vacation and sick leave benefitS.........ooooooooiiiiiiiiiiiiiiiiinniiiinnn. 53

Section C: Compensatlon Related Requwements

7-26  Various ORC sections: Investment Education Requirements.............cccceevveeevieereeennnenne. 62

Part 5: Fraud Abuse, and IIIegaI Acts; Conflict of Interest; Ethlcs

Part 7: Public Officials’ Bonding Requirements
7-29  Various ORC Sections: Bonding requir€ments.............ceceerueereeneereenieeenieesieeseeseesee e 71

Part 8: Other Special Entity Requirements
Section A: County Requirements

7-30  ORC 325.071, 325.12, 325.13: Furtherance of justice allowance.............ccceceevveviernnnnee. 73
7-31  ORC 325.07: Sheriff’s transportation of prisoners allowance .............ccoeeveevveevrverriererenen. 75
7-32  ORC 343.01, 3734.52, 3734.55, 3734.56, 3734.57(B), 3734.573 and 3734.57(G) and

3734.577 — Expenditures by solid waste management district 76

Section B: Municipality Requirements

7-33  Various ORC Sections: Electric kilowatt-hour taX...........ccecvervveriercieniinneereeseeseesreeen 78
Section C: School and/or Community School Requirements {ineluding-community-schools)
7-34  Various ORC and OAC Sections: Licensing requirements..............cceeeveerveerreereervernennnes 80

Section D: Family and Children First Councils
7-36 ORC 121.37(B)(1)Establishment and membership on Family and Children First

(070317 T3 1 USRS 87
7-37  ORC 121.37(B)(5)(a) Administrative AENt..........cccveeeruereririeniieeiieenreeereeesieeesereessveeennns 89
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Section E: All Entities
7-38 __ORC Chapter 1347 Storage, Use and Distribution of Personal Information..................... 91
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Part 1: Contracting and Purchasing (General)

7-1 Compliance Requirement: Ohio Rev. Code Sections 307.93(F), 341.25, 753.22, and
2301.57 - Establishment and accounting treatment for commissaries.

Summary of Requirements: Commissaries may be established by a sheriff of a county jail, the
director of public safety or the joint board that administers a municipal or municipal-county
workhouse, the director of a community-based or district community-based correctional facility,
or the corrections commission of a multicounty, municipal-county, or multicounty-municipal
correctional center. Once a commissary is established, all persons incarcerated must be given
commissary privileges. In addition, the commissary fund rules and regulations for the operation
of the commissary must be established by the person establishing the commissary for the
correctional facility. The commissary fund must be managed in accordance with the procedures
established by the Auditor of State’s Office, which are contained in Auditor of State Bulletin
97-0112. The revenue generated in the commissary fund in excess of operating costs is considered
profit. The profits must be expended for the purchase of supplies and equipment, life skills
training, education and/or treatment services for the benefit of persons incarcerated in the
correctional facility.

Sample Questions and Procedures:

1. Please show me your commissary funds rules and regulations. Who established these
rules and regulations?

2. Did you review AOSAB 97-011 to determine if your policies and procedures require
updating?
3. Scan selected expenditures from this fund. Determine that expenditures were for the

benefit of those incarcerated (see list of acceptable expenditures above). Note: We do
not require high levels of assurance from this procedure. Therefore, the sample sizes we
require to obtain high assurance do not apply. Scanning alone should normally be
sufficient, unless we have reason to suspect there are significant control or compliance
issues.

Government Personnel Interviewed and Dates:

Conclusion: (effects on the audit opinions and/or footnote disclosures, significant
deficiencies/material weaknesses, and management letter comments):

2 AOS Bulletin 97-011 permits correctional facilities to issue a check to an inmate for the balance of the

permit correctional facilities to develop reasonable policies and procedures for the use of debit cards, in lieu
of a check, when disbursing remaining balances, less amounts owed to the correctional facility, of inmate
commissary funds.
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Revised: Section 2043 of
the Small Business Jobs
and Credit Act of 2010
(Public Law No. 111-240)

Effective: Tax Years

beginning after December
31, 2009

7-2 All Local Governments Compliance Requirement: Misc. local legislative body policies;
charter requirements — Establishment of policies, restrictions on use, prohibitions for cell phones,
government credit cards and purchasing cards, and government-owned vehicles and equipment
(e.g., computers, internet and phone usage, etc.).

» Also, see Step 7-4 regarding Ohio Rev. Code requirements for county credit and purchasing
cards.

Summary of Requirements: Most governmental entities have the authority to provide cell
phones, credit cards and purchasing cards for use by authorized employees and to provide
government-owned vehicles and equipment (e.g., computers, internet and phone usage, etc.) for
use by authorized users. For example, the Ohio Rev. Code authorized counties, townships, park
districts and agricultural societies to use credit cards.” The use of these items should be specified
in a policy the government’s legislative body adopts. These policies should, at a minimum,
identify authorized users, guidelines for allowable use/ purchases, method of reimbursement (if
personal use is allowed), specific unallowable uses, reporting, monitoring of use by appropriate
levels of management, and other guidelines the legislative body deems appropriate.

Effective for tax years beginning after December 31, 2009, Section 2043 of the Small Business
Jobs and Credit Act of 2010 (Public Law No. 111-240) removed employer-provided cell phones
from the definition of “listed property” in the tax code. While cell phones are still subject to
being a taxable benefit, the new legislation removes the special record-keeping requirements of
listed property. However, employers still should have a policy prohibiting any more than a di
minimus personal use of government-owned cell phones.

Note: Effective Jan. 8, 2004, Ohio Rev. Code §3375.392(A) permits a library’s trustees to
authorize its employees to use credit cards. This statute does not mandate controls over these
cards. Nevertheless, auditors should consider and test credit card controls considering the
materiality of credit card purchases.

Sample Questions and Procedures:

Steps 1 — 5 should normally only apply when the entity adopts a new or modified policy.
Otherwise, our review of systems documentation or the permanent file should fulfill the
requirements of steps 1 --5. We can apply step 6 by scanning a limited number of
transactions. We do not require a high level of assurance from these procedures. Scanning

3 If there is doubt about an entity’s authorization to use credit cards, the government should consult with its
legal counsel.

* Auditors and governments may wish to refer to the Auditor of State’s Best Practices for discussions about
and examples of cell phone policies (Spring, 2004); and procurement card and vehicle policies (Winter,
2004). You can read Best Practices at www.ohioauditor.gov under Publications.
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a small number of reimbursements for reasonableness and evidence of reviews and
documented approvals should be sufficient. Step 7 normally requires inquiry.

1.

Obtain copies of existing policies for cell phone, government credit cards and purchasing
cards, and government-owned vehicles and equipment.

Who is responsible for monitoring the usage of these items?

If the policies were established by the legislative body, obtain a copy of the resolution or
ordinance. Include a copy or abstract of the policy in the permanent file.

Review the established policies. Obtain and scan the list of authorized users.
Include copies of the applicable policies in the working papers (Permanent File).

Scan a few ceH—phenHﬂd credit card / purchasing card transactions to determine whether

W)M&H&R}d&%&g&bﬂ%ﬁ%ﬂ%ﬁ&ﬂ%ﬁﬁ%&f
financial-officerand-elected-offictalsanthe reviews

Inquire whether the entity’s monitoring procedures identified any misuse. Determine
whether the employee was notified of the improper use or was the matter otherwise
appropriately corrected. (Note: The results from this inquiry may affect our assessment
of the control environment.)

Any exceptions to the established policies should be communicated to management and to the
legislative body. If a policy does not exist or there are weaknesses in the policy, make
appropriate recommendations to management and to the legislative body.

Government Personnel Interviewed and Dates:

Conclusion: (effects on the audit opinions and/or footnote disclosures, significant
deficiencies/material weaknesses, and management letter comments):
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7-3 Compliance Requirement: Misc. local legislative body policies; charter requirements; Ohio
Ethics Commission’ Advisory Opinion No. 91-010; Ohio Rev. Code Sections 102.03(D) and (E),
2921.42(A)(4), and 2921.43(A) — Establishment of policies, allowable expenses, unallowable
expenses, limitations on amount of reimbursement for travel reimbursement by employees; use of
“frequent flyer” mileage earned on official travel for personal use and credit card rewards.

Summary of Requirements: Governmental entities can adopt policies to allow employees and/
or officials to be reimbursed for travel related to official business, training, etc. The government
should have a policy governing travel reimbursements established by the government’s legislative
body. These policies should, at a minimum, identify the types of travel authorized; guidelines for
allowable and unallowable expenses; limitations on amount of reimbursement; types of
supporting documentation required for reimbursement requests; reporting; monitoring of use by
appropriate levels of management; and other guidelines the legislative body deems appropriate.®

Ohio Ethics Commission Advisory Opinion No. 91-010 prohibits a state official or employee
(Ohio Rev. Code §102.03(D) and (E)) and a state officer or employee (Ohio Rev. Code Sections
2921.42(A)(4) and 2921.43(A)) from accepting, soliciting, or using the authority or influence of
her position to secure, for personal travel, a discounted or free “frequent flyer” airline ticket or
other benefit from an airline if she has obtained the ticket or other benefit from the purchase of
airline tickets, for use in official travel, by the department, division, agency, institution, or other
entity with which she serves, or by which she is employed or connected.

In an informal opinion dated February 24, 2003, the Ohio Ethics Commission concluded that a
public official or employee may retain the benefits of a reward program in connection with
business travel expenses charged on a personal credit card except: (1) when he directs his
purchase to take advantage of a reward program and it results in a higher cost to the state and (2)
where the employee seeks reimbursement greater than what he is billed by his credit card issuer
due to a discount.

The Auditor of State will also not object to employees retaining rewards for other legitimate,
reimbursable governmental expenses when an employee extends their personal credit (i.e. uses
their personal credit card) to assist in a governmental function, subject to the two exceptions
described above.

Sample Questions and Procedures:

Steps 1-3 should normally only apply when the entity adopts a new or modified policy.
Otherwise, our review of systems documentation or the permanent file should fulfill the
requirements of steps 1--3. We can apply step 4 by scanning a limited number of
transactions. We do not require a high level of assurance from these procedures. Scanning
a small number of reimbursements for reasonableness and evidence of reviews and
documented approvals should be sufficient.

> Ethics Commission Referrals

All potential “consequential” ethics law violations are to be submitted to the Auditor of State Legal
Division. After review, the Auditor of State Legal Division will make appropriate referrals. The Audit
Division should consult with the Legal Division in determining how or if to report this matter. IPA’s should
consult with the Center for Audit Excellence.

® Auditors and governments may wish to refer to the Auditor of State’s Best Practices for discussions about
and examples of travel policies (Spring, 2004). You can read Best Practices at www.ohioauditor.gov under
Publications.
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1. Do you adhere to the Ethics Commission Advisory Opinion or do you have a formal
policy governing the accumulation and use of “frequent flyer” miles earned on official
travel by officials, officers or employees of your government? (For entities other than the
state government and departments: in the absence of such a policy, we should
recommend the government establish a policy that (1) prohibits the accumulation of
“frequent flyer” miles by officials, officers or employees of the government earned on
official travel which is paid for or reimbursed by the government; or (2) requires the
officials, officers or employees of the government to use such miles earned for future
official travel for that employee or another employee of the government, or to forfeit such
miles. State government and departments should follow Ohio Ethics Commission
Advisory Opinion No. 91-010.)

2. Obtain copies of existing policies for travel reimbursement. Who established these rules
and regulations? Who is responsible for approving and monitoring reimbursement
requests?

3. If the policies were established by the legislative body, obtain a copy of the resolution or

ordinance. Review the established policies. Include copies of the applicable policies in
the working papers (Permanent File).

4. Scan a few reimbursement requests, noting any unusual reimbursement requests.
Consider focusing on key elected and appointed officials for this scanning. Determine
the adequacy of supporting documentation and whether the travel is for a wvalid
governmental purpose and was properly authorized.

5. Any exceptions to the established policies should be communicated to management and
to the legislative body. If a policy does not exist or there are weaknesses in the policy,
make appropriate recommendations to management and to the legislative body.

Government Personnel Interviewed and Dates:

Conclusion: (effects on the audit opinions and/or footnote disclosures, significant
deficiencies/material weaknesses, and management letter comments):
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7-4 Compliance Requirement: Ohio Rev. Code §301.27 (county credit cards) and §301.29
(county procurement cards or “p-cards.”) These statutes require counties to establish policies and
controls governing the use of county credit cards and p-cards.’

Summary of Requirements: 301.27 (credit cards) requirements include the following:

Note: Ohio Rev. Code §113.40(A)(1) defines credit cards as financial transaction devices, which
Ohio Rev. Code §301.27 defines to include credit cards, charge cards, debit cards, or prepaid or
stored value cards the commissioners do not deem to be procurement cards.

1. County employees, including commissioners and appointing authorities (i.e. other elected
officials), can charge only the following work-related expenses to credit cards:

Food

Transportation

Gas & oil (only for vehicles the county owns or leases)

Telephone

Lodging

Internet service providers

Expenses for children temporarily in the care of a public children services agency

2. Appointing authorities must receive the commissioners’ approval to have credit cards.

3. The county must charge credit card expenses to appropriations established for the costs
described in (1.) above. That is, the county cannot appropriate money for “credit card
expenses.”

4. Unless the commissioners resolve otherwise:

» Every card holder must submit a monthly estimate of credit card charges by
appropriation code. (Note: commissioners may authorize periods exceeding one
month for submitting estimates.)

» The commissioners may amend the estimates, and then must “pre-certify” them, by
appropriation line item total, to the auditor, who then must certify that amounts are
available and appropriated under 5705.41(D) to pay these costs.

The resolution can exempt all credit cards from requirement (4), or can exempt specified
cards.

5. Regardless of whether the county estimates and “pre- certifies” expenses, credit card

expenses cannot exceed appropriations.

Commissioners can approve payments exceeding authorized card policy limits after the fact.

7. If commissioners do not waive overexpenditure, the cardholder or office holder and surety
are liable.

8. Institutions issuing cards can impose finance or late charges, but only if the commissioners
authorize these charges.

VVVVVVY

*

301.29 p-card requirements include the following:

Note: Ohio Rev. Code §301.29 defines procurement cards as any financial transaction device as
defined in Ohio Rev. Code §301.28 including credit cards,® charge cards, debit cards, or prepaid
or stored value cards the commissioners deem to be procurement cards. P-card requirements are

7 Auditors and governments may wish to refer to the Auditor of State’s Winter, 2004 Best Practices for
discussions about and examples of procurement cards. You can read Best Practices at
www.ohioauditor.gov under Publications.

¥ Credit cards the commissioners deem to be “credit cards” follow the credit card provisions of Ohio Rev.
Code §301.27. Credit cards the commissioners deem to be “p-cards” follow the procurement card
provisions of Ohio Rev. Code §301.29.
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similar to credit card requirements above, except:

1. The Commissioners must competitively bid with companies offering the card services.

2. Commissioners must approve, by resolution involving advice of the county auditor:

» The expenditure classes (i.e. object codes) for which employees can use these cards.
(P-cards are not limited to the expense types listed for credit cards in step 1 above.).

» Limitations on the number of transactions chargeable each day, month or other
period.

» Procedures for revoking the card.

3. The county auditor shall consult with the Auditor of State in developing controls to
implement p-cards. Note: The AOS reviewed and commented on a draft p-card policy
the County Auditors Association of Ohio (CAAQ) prepared. If counties adopt policies
consistent with the CAAO policy, we can accept it without additional consultation. Note
that our comments to CAAO included recommending that each county consult with its
prosecutor to assure the policy includes any county-specific modifications to conform
with applicable laws.

Sample Questions and Procedures:

The steps below apply to both credit and p-cards, unless otherwise stated.

Steps 1 — 6 should normally only apply when the entity adopts a new or modified policy.
Otherwise, our review of systems documentation or the permanent file should fulfill the
requirements of steps 1 --6. We can limit the extent of our procedures in steps 7 — 10 based
upon the significance of Pcard and credit card expenditures in relation to the entity’s total
nonpayroll disbursements. If desired, you can include these payments in your non-payroll
samples.

1. Obtain and review copies of existing policies for county credit cards and purchasing
cards. Maintain in the permanent file.

2. If there is a new or modified p-card policy since the prior audit, compare it with the
CCAO sample policy. (The policies need not be identical, but auditors should check for
omissions of important elements the CCAO example includes.)

3. If there is a new or modified policy, determine if the prosecutor reviewed the policy and
if the county included her or his advice in the policy.

4. If the county newly adopted p-card usage, read documentation supporting the county
accepted the best bid from companies offering these services (Visa, etc.)

5. If the county established or amended the policies during the audit period, determine if the
commissioners approved the changes via resolution where required as described in the

requirements above.

6. Determine who is responsible for monitoring the usage of these items. Document how
they review card users and charges.

7. Obtain and scan the list of authorized users. Determine how the county assures only
authorized personnel use the cards.

8. Scan a selection of credit or p-card transactions and determine whether use was by an
authorized user and within the guidelines established in the policy. Include usage by the
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chief executive officer, chief financial officer, and elected officials in the review.

9. If we note unauthorized use, did the entity’s monitoring procedures identify the misuse?
Was the employee notified of the improper use or was the matter otherwise appropriately
corrected?

10. Any exceptions to the established policies should be communicated to management and

to the commissioners. If a policy does not exist or there are weaknesses in the policy,
make appropriate recommendations to management and to the commissioners. Based on
your assessment of the severity of deficiencies, assess the effect on our control risk
assessment and opinion.

Government Personnel Interviewed and Dates:

Conclusion: (effects on the audit opinions and/or footnote disclosures, significant
deficiencies/material weaknesses, and management letter comments):

Page 15




2012 Ohio Compliance Supplement Checklists

Part 2: Accounting and Reporting

Section A: General
7-5 Compliance Requirement: Ohio Rev. Code §9.38 - Deposits of public money.

Summary of Requirement: Public money must be deposited with the treasurer of the public
office or to a designated depository on the business day following the day of receipt. Public
money collected for other public offices must be deposited by the first business day following the
date of receipt.

For example, a government employee, other than the fiscal officer collecting funds and issuing a
receipt, must deposit the funds with the government’s fiscal officer on the business day following
the day of receipt. As an alternative to depositing the funds with the government’s fiscal officer,
the employee instead may deposit funds with the government’s designated depository on the
business day following the day of receipt.

If the amount of daily receipts does not exceed $1,000 and the receipts can be safeguarded,
public offices may adopt a policy permitting their officials who receive this money to hold it past
the next business day, but the deposit must be made no later than 3 business days after receiving
it. If the public office is governed by a legislative authority (counties, municipalities, townships,
and school districts), only the legislative authority may adopt the policy. The policy must include
provisions and procedures to safeguard the money during the intervening period. If the amount
exceeds $1,000 or a lesser amount cannot be safeguarded, the public official must then deposit
the money on the first business day following the date of receipt.

Note: This section does not require the fiscal officer to deposit receipts with the designated
depository on the business day following the day of receipt, or any other specified time. However,
if the fiscal officer is holding significant amounts of cash and checks for an unreasonable period,
you should make an internal control recommendation.

Auditors should be aware of this requirement, especially when testing governments with multiple
cash collection points. Auditors should consider whether controls over cash collection points are
adequate, including whether cash is timely deposited.

Also: Prisoners placing personal phone calls from the phones located in the county and city jails
must place collect phone calls. To enable prisoners to place collect calls the County Sheriff
and/or the City Police Chief may enter into agreements/contracts with long distance carriers.
Often times to attract business, long distance carriers offer incentives such as refunds and/or
rebates based on usage. Jail officials and employees must deposit rebates and refunds in
accordance with 9.38.

Sample Questions and Procedures:

Note: To enhance efficiencies, we should integrate the tests below with the financial audit
tests. We should only cite noncompliance if we determine significant amount