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Municipal Audits

Dear Reader:
The following document was created from the MTAS website (mtas.tennessee.edu). This website is maintained daily by
MTAS staff and seeks to represent the most current information regarding issues relative to Tennessee municipal
government.
We hope this information will be useful to you; reference to it will assist you with many of the questions that will arise in
your tenure with municipal government. However, the Tennessee Code Annotated and other relevant laws or regulations
should always be consulted before any action is taken based upon the contents of this document.
Please feel free to contact us if you have questions or comments regarding this information or any other MTAS website
material.
Sincerely,
The University of Tennessee
Municipal Technical Advisory Service
1610 University Avenue
Knoxville, TN 37921-6741
865-974-0411 phone
865-974-0423 fax
www.mtas.tennessee.edu
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Municipal Audits

Municipal Audits
Reference Number: MTAS-119
Each municipality’s governing body is responsible for obtaining annual audits of "all departments, boards, and agencies
under its jurisdiction that receive and disburse funds ... [including] general funds, highway funds, school funds, public
utilities, and municipal courts." The official accounting records of the municipality are required to be closed and available
for audit no later than two months after the close of the fiscal year. The audit must be completed "as soon as practicable
after the end of the fiscal year". T.C.A. § 6-56-105.
Copies of the audit must be furnished to the mayor, the "chief executive officer," each member of the governing body, and
the comptroller and "shall also be made available to the press". T.C.A. § 6-56-105. A copy is required to be placed in the
main branch of the municipality’s public library and also may be posted on the internet. T.C.A. § 6-56-104.
Such audits must meet minimum standards prescribed by the state comptroller and shall be approved by that office. The
audits may be made by certified public accountants, public accountants, or auditors from the comptroller’s office. If a city
fails to have an audit, the comptroller may require one at the city’s expense. T.C.A. § 6-56-105.
The Department of Audit in the comptroller’s office may establish minimum standards for audits by the internal audit staffs
of local governments. The department also may require all such audits to contain a statement of compliance with those
standards. T.C.A. § 4-3-304(9).

Audit Standards
Reference Number: MTAS-658
State law requires municipalities be audited. The financial statement audit must be performed in accordance with
generally accepted government auditing standards also known as the Yellow Book.* This means that auditors must follow
statements on auditing standards (SAS) issued by the American Institute of Certified Public Accountants (AICPA) and
additionally comply with government auditing standards issued by the United States Government Accountability Office
(GAO). The audit industry has come under scrutiny in recent years due to major corporate frauds and failures. As a result,
the industry has strengthened auditing requirements related to internal controls and communications of audit deficiencies.
*AKA Government Auditing Standards
Government Auditing Standards (the "Yellow Book") contains standards for audits of government organizations,
programs, activities, functions, and of government assistance received by contractors, nonprofit organizations, and other
nongovernment organizations. These standards, often referred to as generally accepted government auditing standards
(GAGAS), are to be followed by auditors and audit organizations when required by law, regulation, agreement, contract,
or policy. These standards pertain to auditors' professional qualifications, the quality of audit effort, and the characteristics
of professional and meaningful audit reports. The Tennessee Division of Local Government Audit requires auditors who
contract to perform municipal audits in Tennessee to follow these standards.

Directives for Auditors
Reference Number: MTAS-659
Auditors should be asking more questions about internal controls, checks and balances, the control environment, and
policies and procedures. Recently issued auditing standards, SAS 109 Understanding the Entity and Its Environment and
Assessing the Risks of Material Misstatement and SAS 115 Communicating Internal Control Related Matters in an
Audit have a direct impact on local governments.
SAS 109 requires that auditors gain a more thorough understanding of the government’s environment, including internal
control. This standard defines internal control as:
“A process affected by those charged with governance, management, and other personnel designed to provide
reasonable assurance about the achievement of the entity’s objectives with regard to reliability of financial reporting,
effectiveness and efficiency of operations, and compliance with applicable laws and regulations."
SAS 115 requires the auditors to redefine internal control deficiencies documented during the audit process. Municipalities
may have more audit findings in their reports than in prior years. This may not mean you are handling
transactions differently than in the past but auditors may not have asked the detailed level of questions that are now
required in order to document compliance with these standards. Audit findings in the past that were referred to as
“reportable conditions” are now called “significant deficiencies.” The term “material weakness” remains the same. Local
governments that have not adopted control procedures to ensure financial transactions are processed accurately and
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completely will see “significant deficiencies” or “materials weaknesses” in their audit reports.
The standard also requires certain communications related to significant deficiencies and material weaknesses to be
made in writing to management and those charged with governance. The person(s) who holds responsibility for strategic
oversight for the direction of the entity and obligations for the accountability of the entity are considered “those charged
with governance.” In local governments, that is usually the board of mayor and aldermen, council or commission.
Management and elected officials should expect to see and hear more communications before, during and after the audit.
A few examples of control deficiencies found in government auditing guidance that might be the basis for an audit finding
include:
• Lack of awareness of the importance of controls by top management (elected officials, mayor, city manager or
administrator)
◦ Failure to ensure that policies and procedures are adopted
• Ineffective oversight by those charged with governance
◦ Failure to hire competent personnel in key management positions
• Control systems (check and balances) are not adopted or are not working properly
• Identification of fraud
• Failure by management to correct previously communicated deficiencies

Local Government Responsibilities
Reference Number: MTAS-660
Municipal officials have the responsibility to ensure that municipal resources are being utilized in the most effective ways
possible. No one likes to deal with red tape or jump through hoops to get things done but in order to maximize efficiency,
controls must be implemented. Think about it, is the city or town receiving all the fines and fees it is entitled to from county
court cases? How does anyone know if no comparison is done to see what should be collected? Are those rising fuel
costs only because the price of fuel has skyrocketed? How do you know gas is not disappearing if a system is not in place
to monitor usage by various departments? These are just a tiny sampling of questions that should be asked by those
responsible for how a city operates. Internal Control is all-encompassing and not simply limited to writing receipts and
getting money into the checking account at the end of the day. It involves considering how every task is performed.
Control over the manner in which a government processes its transactions is the responsibility of management. This
always includes the governing board, who generally has delegated this day-to-day oversight to the recorder, city manager,
finance officer or city administrator.
Two valuable resources for municipalities to use in structuring their financial and compliance practices are the Internal
Control and Compliance Manual for Governmental Entities (City Manual), published by the Comptroller's Office, and a
book titled Government Accounting, Auditing and Financial Reporting (GAAFR) more commonly called the Blue Book,
published by the Government Finance Officers Association (GFOA). The latest version of the Blue Book is the 2012
revision. Finance staff of each city should use this publication as a reference book in recording and reporting financial
transactions of the city.
The City Manual states in part:
“A good internal control framework is essential to providing reasonable assurance that organizations are achieving their
objectives. Such objectives include, but are not limited to, utilizing public resources in compliance with laws, regulations
and budgetary limitations. An adequate control framework will provide information that helps detect errors and fraud, and
provides reasonable assurance that financial reports are accurate. It will limit the opportunity for theft or unauthorized use
of assets, including cash, inventory, and capital assets."
The City Manual has recently been edited and places more responsibility on the governing bodies and management of
municipalities for the design and implementation of the entity's internal control structure. The City Manual now follows
more closely the GAO Green Book and is based on the 17 principals outlined in that reference material. The principals are
presented in the City Manual and are recommended, but their use is not required. What is required by state and federal
law if the establishing and maintaining of a system of internal control and implementation of the 5 compoments: Control
Environment; Risk Assessment; Control Activities; Information and Communication; and Monitoring, should be considered
mandatory.
If basic procedures for financial and compliance practices have not been implemented by your government then you will
most likely have audit findings. To improve controls, municipal officials should begin implementing the procedures from
the City Manual and not wait on the audit. The City Manual should be used as the minimum standard overseeing
operations. Municipal management should add other procedures to further strengthen the reliability of financial data as
necessary. GFOA also has several “best practice” publications available that will be beneficial in determining controls to
implement.
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Assessment of Government Controls
Reference Number: MTAS-661
Municipalities can begin to assess their controls by asking questions such as:
• What are employees doing?
• What can go wrong?
• Is the city collecting all the revenue it is due?
This process should be started before the auditors arrive. A good way to begin the assessment is to document the specific
job duties of each employee involved in any part of the financial process. Once that is completed, those duties should be
reviewed to ensure they are separated as much as possible.
The process should include determining what type of monitoring is performed to ensure transactions are being processed
accurately and completely. Management should review at a very minimum the following items:
• monthly financial reports
• bank reconciliations
• utility adjustment reports
• accounts receivable reconciliations
• police ticket and court docket reconciliations
• property tax reconciliations
Refer to the Internal Control and Compliance Manual for Governmental Entities and Other Audited Entities in Tennessee
[1] for ideas on how to start a self-assessment or contact your MTAS Finance Consultant.

Auditor Communications
Reference Number: MTAS-739
Statement on Auditing Standards 114 (SAS 114), The Auditor’s Communication with Those Charged with Governance,
requires that auditors communicate certain information to those charged with governance of the municipality. Who that
might be varies from one municipality to the next, but ultimately it is the local governing board. Tennessee Code
Annotated § 6-56-101 states “It is the duty of the governing board of every municipal corporation to have a thorough audit
of the financial affairs of the corporation …”
If the municipality has established an audit committee or has a finance committee, then that committee has the
responsibility to oversee the audit function. If there is no such committee, then the full governing board would be
considered to be “those charged with governance” for the purpose of auditor communication. The audit standard defines
“those charged with governance” as:
“the person(s) with responsibility for overseeing the strategic direction of the entity and obligations related to the
accountability of the entity."
The auditor communication does not relieve management from also communicating certain matters to those charged with
governance. Management is defined by SAS 114 as: “the person(s) responsible for achieving the objectives of the entity
and who have the authority to establish policies and make decisions by which those objectives are to be pursued.
Management is responsible for the financial statements, including designing, implementing, and maintaining effective
internal control over financial reporting.” Management in your city or town could be the mayor, city manager, city
administrator or finance officer. It will vary depending on how the governing board and the city charter delegates the
responsibilities of municipal government.
Purpose of Communication
The purpose of the auditor communication with those charged with governance is to:
• Communicate the responsibilities of the auditor as related to the financial statement audit and provide an
overview of the scope and timing of the audit;
• Obtain information relevant to the audit; and
• Provide timely observations, arising from the audit, that are relevant to their responsibilities of oversight.
Form of Communication
Communication may be written or oral. The auditor must use professional judgment to determine when oral
communication would not be adequate. Whether delivered in writing or orally, the communication must come directly from
the auditors. The auditor cannot rely on municipal management to relay the required communication to the governing
board.
Content of Communication
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Municipal officials should receive auditor communication at the beginning of the audit process which explains:
• the auditors’ responsibilities for the audit
• an overview of the scope of the audit
• the timeframe of the audit
This may be in the form of an audit engagement letter or in a separate letter.
Another auditor communication should be made at the end of the audit process that details significant matters
encountered during the audit. Significant findings may include:
• Unacceptable or inappropriate accounting practices
• Difficulties experienced during the audit
◦ Significant delay receiving information from management
◦ Unnecessarily brief time to complete the audit
◦ Extensive unexpected effort required to obtain sufficient appropriate audit evidence
◦ Expected information is unavailable
◦ Management imposed restrictions on auditors
◦ Management’s unwillingness to provide information on how it plans to deal with going concern issues
• Material uncorrected misstatements in the financial statements
• Disagreements with management
• Management’s consultation with other accountants
• Significant matters discussed with management
Two-way Communication
It is the responsibility of the auditor to ensure that communication with those charged with governance is adequate. If the
governing body is not receiving adequate information concerning the audit process and audit findings, it is the auditor’s
responsibility to make necessary changes in the communication process to ensure audit information is properly
communicated.
In Summary
Municipal elected officials and municipal management should be aware of the communications that auditors should make
related to the annual audit. The governing board is ultimately responsible for ensuring the audit is performed. The
governing board, audit committee or finance committee should make every effort to understand the auditor
communications and ask questions when certain matters are not clear. The auditor cannot delegate his obligation to
communicate with the governing body to municipal management. Auditors who do not formally present audit reports at
board or committee meetings should mail the required communications and a copy of the audit report directly to each
board or committee member.
References:
AICPA, Generally Accepted Auditing Standards, AU Section 380.
AICPA, SAS 114, The Auditor’s Communication with Those Charged with Governance.
Government Accountability Office, Government Auditing Standards, GAO-07-731G.

Links:
[1] https://www.comptroller.tn.gov/la/pdf/20160621_ICCManual_Complete2015.pdf
DISCLAIMER: The letters and publications written by the MTAS consultants were written based upon the law at the time and/or a specific sets of facts. The laws
referenced in the letters and publications may have changed and/or the technical advice provided may not be applicable to your city or circumstances. Always
consult with your city attorney or an MTAS consultant before taking any action based on information contained in this website.
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