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Foreword

CPA Canada undertakes initiatives to suppoart practitionars and their clients in the
implementation of standards. As part of these initiatives, CPA Canada has prepared
this Guide to provide guidance and help auditors perform risk assessment when
auditing not-for-profit organizations under Canadian Auditing Standards (CASs).

This Guide provides non-authoritative guidance that has not been adopted,
endorsad, approved or otherwise acted upon by the Auditing and Assurance
Standards Board, Accounting Standards Board, Public Sector Accounting Board,
any CPA Canada board or committee, the governing body or membership of CRPA
Canada or any provincial Institute/Ordre or the arganizations reprasented by the
members of the task force,

An auditor is expected to use professional judgment in determining whether the
material in this publication is both appropriate and relevant to their particular audit
engagements. This publication is based on CASS as updated in March 2014,

CPA Canada expresses its appreciation to the members of the Task Force, the co-
authors Cindy Kottoor, CPA, CA, and Ruth Davis, CPA, CA, and the former project
director Héléne Marcil, CPA, CA, for preparing this publication. CPA Canada also
thanks the technical reviewers for providing comments on the publication.

April 2004
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1.0 Introduction

This Guide for auditors addrasses many of the key issuas that are likely to arise
when applying the risk assessment standards set out in Canadian Auditing Stan-
dards (CASs) in an audit of a not-for-profit organization (NFPQO).

Other CASs expand on how CAS 315, identifying and Assessing the Risks of Materal
Misstatement Through Understanding the Entity and Its Enviranment, and CAS 330,
The Auditor’s Responses fo Assessed Risks, are to be applied in relation to risks

of material misstatement due to error or fraud. The following diagram summarizes
saome of these other CASs that impact the risk assessmant in an NFPD audit and
where they are incorporated inte the Guide, along with CAS 315 and CAS 330.
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Diagram 1.0-1; Risk assessment standards for the purposes of this Guide
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Aiming to help practitioners be more effective and efficient with their risk assess-
ment processes when auditing NFPOs, this Guide provides practical guidance for
identifying risks typical of an NFPO audit, aleng with suggested audit procedures
to respond to those risks.

This Guide provides examples of risks and audit responses that may apply to a
wide variety of NFPO audits; however, it is not intended to address all the risks and
potential audit responses that may be applicable to an NFPDO, nor does it consider
all types of NFPOs in the examples. An auditor will need to adapt the guidance to
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the specific circumstances of their NFPO audit engagements. And, while the Guide
provides practical considerations in applying risk assessment requiraments, there
may be other ways to apply these requirements in particular audit situations that
are not covered in these pages. The Guide does not address all CAS requirements
applicable to NFPO audits; nor does it cover other Canadian assurance standards
(e.g., review engagements standards).

Except for the specific guidance in Chapter 7 on the application of tha requirements
in the CPA Canada Handbook—Part IIl, Accounting Standards for Not-for-Profit

Organizations (ASNFPO), the guidance provided may apply equally to a broad
range of not-for-profit organizations using different financial reparting framewarks.

The following diagram outlines audit procedures that have been addressed in this
Guide. Mot all aspects of an audit have been considerad. This Guide focusas on
areas of the audit where considerations unigue to the audit of an NFPO apply.
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Diagram 1.0-2: Audit processes addressed In this Guide
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For the client-acceptance phase, some of the engagement risks and independence
issues relevant to an NFPD audit are discussed in Chapter 3.

For the overall audit strategy phase, Chapter 4 points out some practical consider-
ations related to materiality.
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Risk assessment is introduced in Chapter 5, which also provides some examples of
risks that ara likely to arise in an NFPO audit. Chapter & focuses on risks affecting

the financial statements as a whole, Auditors will find in Chapter 7 many scenarios
in which risks of material misstatements are identified at the assertion level, along

with some practical considerations related to responding to these assessed risks,

1.1  Abbreviations Used in This Guide
The following is a list of the abbreviations that have been used in this

Guide.
ASNFPO Accounting Standards for Not-for-Profit Organizations
CASs Canadian Auditing Standards
CH Chapter
CRA Canada Revenue Agency
IFRS International Financial Reporting Standards
NFPO Not-for-profit organization
TCWG Those charged with governance







2.0 Characteristics
of Not-for-Profit
Organizations

The very nature of not-for-profit organizations—entities formed for a purpose other
than generating profits —means that they operate under different conditions than
for-profit organizations, and management might have different biases. This has a
significant impact on NFPO audits and how risks are assessed,

To add to the complexity, different types of NFPOs have unigue charactaristics,
While the characteristics of similar organizations can wary, the following table sats
out general characteristics that may be relevant for a variety of NFPO types. These
characteristics may have an impact on the scope of the audit when it comes to
identifying users and related entities, or may affect risk assessment at the financial-
statermant or assertion level. For example, entities that are also charitable organiza-
tions operate under specific regulations established by the Canada Revenue Agency
(CRA) and may be subject to a higher level of public scrutiny by donors and meadia.
The specific impacts of these characteristics on risk assessment are explored in
more detail in later chapters.
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Table 2.0-1: Characteristics of NFPOs
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The general characteristics discussed above may not be unigue to NFPOs, but they
do represent important considerations in gaining an understanding of such entities

and how they operate,
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2.0 Characteristics of Not-for-Profit Organtzations

NFPO Organizational Structures and Their Control
Environment

Mot-for-profit organizations are often formed through federal or provincial
legislation, resulting in entities incorporated without share capital. In accor-
dance with the ralevant legislation, an entity's ariginating charter sets out
its defining purpose, objectives and the community it serves, Furthermore,
an NFPO's rules and procedures are set out in its bylaws and policies, which
define arganizational structures, such as board makeup and responsibilities,
and details of membership and reporting structures.

An MFPO's organizational structure generally sets out how strategic and
operational decisions are made and how they affect the control environ-
ment. An MFPD's structure will vary depending on its type, size and com-
plaxity. The following considers how the size of an organization and its
governance structure can affect controls at both the financial-statement
and assertion level.

Table 2.1-1: Examples of NFPO governance structure

Board/Manage
Characteristic ment Structure Example Risk Considerations
Wery emall antity Yelundear board So0al chub = Less likalihood of having
with limited or ne | members fulfill or church appropriate segrega=
paid stalf Both manageament ton of duties within tha
and governanca accounting function and,
roles within the thereforse, a greater likell-
crganization haood of frawd or efror
aCcurring
Responsibllities may +*  [nformal risk assess-
be allocated 1o com- ment proceduras ane
mittees rather than aften effecthve as those
individuals charged with governanca

are acouainted with al
aspects of operations

= May e difficult o estab-
lsh secountabibty under
a comritles structura

«  Although decisions are
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Board/Manage
Characteristic ment Structure Example Risk Considerations
Small to medium Operations man- Community- |+ Segregation of duties
antity with feww aged by an executiva | based service within the acoount-
staff members diractor organizations ing function uniikely,
such as food although thaese may bea
Beoard governance Danss improved segregation
may Include soma between manageament
ivwolvement in and oversight
cperational decision *  Thera may be somea
making doourmantation of risk
policies and procedures;
howwwennar, risk assess-
ment is still likely to ba
Intarmal
L] Potential for domineer-
g executive diresbor 1o
Increase risk of manage-
meant ocverrida
Medium to large Managemaent team Hespital *  Accounting duthes
entities with exten- | fully respondible for are mare effectively
sive staff and man- | operational decisions segregated
agerment teams *  Formal risk assessment
Governance procedures fikely to exist
board focused an = Longer time cycle for
policy and strategic miaking decisions and
decisions implemanting stratagic
changes

Other risk considerations that are unigque to NFPOs include:

* The board of directors Is made up of volunteers: This could result in
relatively short terms of service and frequent turnover of key positions;
board members may not have appropriate experience or the time to
address governance matters.

* [Resource restrictions: When compensation packages are not competi-
tive with those in the for-profit world, it might be difficult to attract
gualified executives and staff and this may lead to increased turnmover.

*  Volunteers carry out the day-to-day operations: This could result in
weak internal controls due to difficulties in enforcing control policies
and correcting deficiancies.
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2.0 Characteristics of Not-for-Profit Organizrations

While some of the characteristics of an NFPD create challenges, other
aspects contribute to a strong control environment. For example, many
MFPOs have public accountability requirements that result in formal bud-
geting processes that strengthen the monitaring function of those charged
with governance {TCWG).

In contrast to a for-profit environment, where financial results are the
primary driver of success, in a not-for-profit anvironment, an organization's
objectives are generally not financially driven. Instead, an NFPO's objec-
tives, and corresponding performance measures, are focused on measures
such as the delivery of services to benefit the needs of a specific commu-
nity or membership base. While financial measuras are still an impoartant
consideration, they will not necessarily be the NFPO's primary focus. In
many cases, the measurament of an NFPO's success will focus on non-
financial data, such as waiting times for various types of medical proce-
dures performed in a hospital, the number of visitors in a museumn or the
number of clients served in a children's aid centre.

Legislative Environment

The requirement for an audit may be legislated, may come from an entity’s
charter and bylaws, may result from funding requirements or may simply be
the preference of those charged with governance. Lagislative requirements
may also impose specific financial requiraments or compliance with opera-
tional guidelines.

changed or amendad?

Is the NFPO incorporated under an Act that has been

The Canada Not-for-profit Corporations Act requires all federally incorpo-
rated not-for-profit corporations to have applied for a certificate of continu-
ance before October 17, 2014.This was not a simple application. It required
a complete review of the organization’s articles and bylaws to ensure they
conform to the restrictions stipulated in the Act. The act also sets out the
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circumstances under which an audit will be a legislated requirement. An
auditor should be familiar with the requirements in the Act to advise their
clients accordingly.

For further information on the Canada Not for profit
Corporations Act, ses!

« NPO Director Afert—The New Canada Not for
profft Corporations Act— Guestions for directors
to ask—December 20M

Transition Guide for Federal Not for profit
Corporations, Industry Canada




3.0 Engagement Risks and
Independence Issues

At the beginning of each audit engagement, an auditor is required to assess the
engagement risk in accordance with their firm's quality control standards as well
as assess the engagement team’s compliance with independence rules.

3.1 Engagement Risks
CAS 210, Agreeing o the Terms of Audit Engagements

CS5GC 1, Quality Cantral for Firms That Perform Audits and Reviews
of Flnancial Statements, and Other Assurance Engagements

What are the engagement risks for your NFPD audit?

In accordance with a firm's quality-assurance procedures, engagement risk
is assessed to determine whether the engagement should be accepted or

continued in the upcoming year. The risk assessment should also consider

whether the engagement meets the firm's criteria for requiring an engage-
ment-file guality review in compliance with CSGCL. Accordingly, the firm's

quality assurance manual should provide criteria applicable to NFPO audit
situations to assist in this assessment.
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An auditor may identify some of the following risk factors as they assess
engagement risks when making engagement acceptance or continuance
decisions. These risk factors (not a comprehensive list) may affect the num-
ber and nature of users of the financial statements, the complexity of the
subject matter or the probability of misstatements, and therefore increase
the audit risk:

= national charity with a high profile (e.g., Canadian Cancer Society)

» charity dervas a significant partion of its funding from high=-profile
donation campaigns {e.g., house / car giveaways with extensive adver-
tising campaigns)

* organization operates on a global basis and delivers services worldwide
{e.g.. CARE Canada)

= has alliances with global organizations and operations in politically
sansitive countries (a.g. Red Cross)

* significant deficiencies in the control envirenment, particularly with
respect to tone at the top and financial oversight by management
and / or those charged with governance

v significant cash receipts

In accordance with CAS 315 paragraph 7, auditors are required to consider
whether information obtained from their client acceptance or continuance
process is relevant to identifying risks of material misstatement. If so, risks
identified in this assessment are brought forward and addressad in the
development of the audit plan,

Independence Issues
CAS 220, Quality Cantrol for an Augit of Financial Statemenis

CS0C 1, Qualfity Conlral for Firms that Perform Awdlis and Réviews
of Financial Statements, and Other Assurance Engagements

Are there any independence issues for your engagement?

If so, what are your safeguards to mitigate these threats?




X0 Engagement Risks and independence Issues

A firm will determine its independence policies in accordance with CSQC)
and the specific rules set out by the provincial Institutes / Ordre.! As well,
CAS 220 includes a requirement to assess independence for individual
audit engagements. While this assessment is documented at the beginning
of an audit, the requirement to apply ethical standards applies throughout
the entire audit engagement,

For further guidance on the application of independence
rules, see guidance avallable from respective CPA

provinclal bodles (for example, the Guide to Canadlian
Independence Standard).

Some potential areas of concarn related to an auditor's Independence in a
not-for-profit emdronment are discussed below.,

3.2.1 Membership in an Organization

Rules of professional conduct restrict members of an engagement team
from holding a financial interest in an entity they are auditing. In a not-for-
profit environment, where NFPOs do not look for financial gain, profes-
sional judgment must be applied In considering whether NFPO membership
would impair independence. Members of the engagement team or their
immediate families may not hold positions with a client that would let them
influence the subject matter of an assurance engagement. Similarly, mem-
bers of an engagement team, as weall as other members of their firm, may
not serve as officers or directors of assurance clients.

In general, iIndependence is not considered to have been breached If an
engagement team member {or a close family member) s also a member

of the organization but not actively involved In its governance. For example,
a firm with employees or partners who are also members of a golf course
would not be precluded from being appointed the golf course’'s auditor. The
firm's employees or partners would not, however, be able to participate in
amy form of the golf course’s management or Qovernance.

Pleasa rafar o your provincial instifuvtae F Ordre {or f'urthar details,
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3.2.2

3.2.3

3.2.4

While a member of an organization may be permitted to form part of the
engagement team for the organization’s audit, thera may be other con-
siderations, such as confidentiality, that would make such an arrangement
unsuitable. For example, some members of a church congregation might
feel uncomfortable if a junior team member was privy to the contribu-
tions they make. When an engagement team member is also a member
of the MFPD, it may be prudent to have that member's participation on
the engagement team acknowledged and approved by those charged
with governance prior to commencing the audit.

Firm Sponsorship of NFPO Activities

Rules of professional conduct restrict firms and members of engagement
teams from auditing entities with which they have close businass rela-
tionships, unless those relationships are limited to an immaterial financial
interast that is clearly insignificant to the client, the firm and the members
irvalved. In a not-for-profit environment, activities that should be scruti-
nized for potential independence prehibitions include firm sponsorship of
MFPO events and firms making donations to the not-for-profit organization.
Whan a firm's support is significant to the financial viability of an NFPO, the
firm will be perceived to be in a position of influence, and, therefore, in a
conflict of interest.

Donated Audlt Services

A member or firm may not provide an assuranca sarvice to a client for a
fee that is significantly lower than market value unless the firm can dem-
onstrate that all professional standards have been met in performing the
service. The auditor of a not-for-profit organization might want to carry

out the audit at no charge or at a discounted rate. The auditor's provincial
Institute / Ordre specifies what the auditor is allowed to do in these circum-
stances. Regardless of the fees charged for the audit, the auditor still has a
professional responsibility to conduct the audit with due care, meeting all
the relevant standards set out by CASs and other relevant standards.

Threat of Self-Review
A threat of self-review occurs when an auditor performs services that

directly affect the subject matter of an engagement. With smaller NFPOs, it
is not unusual to have to make a large number of audit adjustments during
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the course of the annual audit, resulting in the auditor, in essence, assist-
ing the entity in preparing its financial statements. The question is: at what
point does this create a self-review threat to independence? This situation is
more common when dealing with smaller organizations that are more likely
to lack the expertise on staff or on the board to close out a set of books
effectively. The lack of financial expertise will also affect the overall risk
assessed for the engagement and influence the auditor's assessment of

the contral environment.

While assistance with bookkeeping adjustments is considered a threat to
independence, it is not a prohibited activity. The auditor applies profas-
sional judgment in determining whether the extent of the adjustments
could result in an impairment of the auditor's independence and designs
proceduras to respond to the threat. The following table lists examples of

possible self-review threats and examples of safeguards to mitigate them.
Table 3.2.4-1: Examples of safeguards to mitigate self-review threats

Examples of Safeguards to Mitigate

Possible Review Threats Self review Threats
= The auditor has performed bookkeep- | = Management prepare the sourcs data
ing for the MFPO ciient for all the accounting antries

+  Tha staff member who performed the
bookkeeping services does not particl-
pate on the audit engagarment Deam.

= The auditor has assisted the NFPO =  Management and those charged with

client with the preparation of its finan- governance review and approva all
clal statemants. journal entries prapared by the audi-
tor, as waell as changes to the financial
statements.
*  The auditor has provided advica =  Management review the auditor's advice
and comments to tha client, which and comments and undertake thedr cwn
rasulted in adjusiments. analysis, considering the organization’s

circurmstances and the appliicabla finan-
clal reporting framework (B9, ASHFEOL

*  Management develop any underlying
assumptions required with respect to the
accounting treatment and reeasurament
of the antries.
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3.25

The extent of mitigating activities also depends on the nature of the trans-
actions. Transactions that are non-routine and complex are mora likaly to
reguire additional layers of review than those that are simple and routine.
As a minimum safeguard, the adjusting entries must be approved by the
appropriate level of management.

Familiarity Threat

A familiarity threat arises when, by virtue of a close relationship with a
client, its directors or employees, an audit firm or a member of the engage-
ment team becomes too sympathetic to the client's interests. The threat

of familiarity often arises when clients and professionals know one another
and the pool of professionals working on an engagement is small; it can,
however, also stem from long-tarm association with any organization. While
anly the individuals invelved can make an accurate assessment of indepen-
dence “in fact" with respect to familiarity, it is also necessary to consider
whether the firm or individual members of the engagement team would be
viewed to be independent "in appearance.” When faced with such a threat
of independence, auditors should consider implementing safeguards such
as rotating the engagement partner on a periodic basis, using a second
partner to perform a second-partner review and rotating staff on the
engagement.
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4.0 Materiality Issues

CAS 320, Materfalily fn Planning and Performing an Auwdft

CAS 320 requires the Rollowing levals of matenality:

Overall Performance
Materiality Materiality

| For the financlal | For assessing the
statemenis as a risics of material
whole migstaterment

| Lasser amounts than |______For determining the
matariafty for the natura, timéing and
financial statemants axtent of augit
a5 a whode for Proceduns
particular classes of :
transactions, accounk
balances or
dischosures

Materiality is applied in planning and performing an audit, as well as in evaluating
the effect of misstatements on the financial statements, An auditor determines
materiality using their professional judgment, which s affected by their perception
of the information needs of financial statement users. CAS 320 states that material-
ity is based on the common financial information needs of users as a group and is
the amount by which errors or omissions (individually or collectively) could reason-
ably be considered to affect the economic decislons of users based an their reading
of the financial statements,
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In an MFPC environment, there is usually a broad range of stakeholders,
with miultipla potential users, for example:

-

government funders

donors—corporate, individuals or other foundations or NFPOs

potential donors

governing bodies and parent associations

lenders
members

clients
general public

In a not-for-profit environment, materiality is based on a determination of what

users will be most sensitive to. Commonly used bases for calculating an NFPO's
materiality are the level of expenditures for active organizations and thea lavel of
assets for foundations,

It is also necassary to consider qualitative factors in assassing materiality. For exam-
ple, an NFPO's high-profile capital campaign could result in the financial statements
being scrutinized by a larger population of funders, which may have an impact on
the auditor's assessment of users' needs.

Table 4.0-1: Some practical considerations related to materiality

Materlallty Lavel Description Example
Financial statemeants as a *  Parcentage of total revenues Commaon Benchmarks and
whiohe or [otal expenses may be thresholds nclude:
appropriate for mot-for-profit = LG = 2% of tolal
organizations BX[AMSEE
+«  Dther factors commaniy = % — 2% of total
appled are parcentage of FEVERLAS
BLEE1E = % — 7% of iolal assels
Lassar amounts than maba- L 15 & user, or growp of users, Sensitivity to allocation

riality for the financial
stalermnents as a whole for a
particular class of transaction,
sccount balance or disclosure
to address the specific neads
of & user or group of users

particularly sensithve to a class
of transaction, account balance
or disclotura?

An auditor can sat a specific
(reduced} mataerla’ty level just
for evaluating the identified
class of transection, acoount
balancs or diseloturd

of expenses across vari-
ous calegories
Danations collected ovar
a spacified poriod will
be matched by ancthar
o genigr




Materiality Level

| Performance materiality for
purposas of aszessing the
risks of matarial misstatermant

Description

-

Usad to reduce b3 an appro-
priately low laved the prob=
anllivy that the aggregate of
uncorrected and undetected
misstatemants in the Erancial
statements axcesds materiality
for the financial statements as
a whole

May be expressed as a par-
centage of materiality for tha
financial statamants as a whaole
Reprasents the maximum
guantitative misstaterment ina
population that auditor |5 will-
ing to acoept

Imeahvas aeditor judgrrient
about expectations of misstate-
meents that could arlse in the
currant perlod

4.0 Haterlality Issues

Example

Controls are strong.
history of no adjust-
mMants —audilor may usa
a higher percentage of
materiality for financial
statements as a whola
Bookkeaping is weak and
adjustrments are antici-
pated—auditor may usa
a lower parcentage of
materiality for financial
statemants as a whola

Parformanca matariality
for determining the nature,
timing and extent of audit
procedures

Used by auditor to design
appropriate audit responsas
to identified risks

Is & matter of professional
|udgmant

A lower threshold 5
used to audit employes
expensa reports that
hawe a higher sensitiv-
ity to fravd and public
serutify







5.0 Identifying and Assessing
Risks of Material
Misstatements in an
NFPO Audit—Overview

CAS 35, Ideniifying and Assessing Risks of Materlal Misstatement

An auditor performs risk assessment procedures to identify and assess risks of
material misstaterments in order to design appropriate responses to assessed risks.
Regardiess of an NFPO's size and complaxity, an auditor is required to apply the
risk assessment standards and comply with all the relevant CASs.

To identify risks of material misstatements of an NFPO's financial statemeants, an
auditor must perfarm risk assessment procedures to gather infarmation to help
them gain an understanding of the NFPO and its environment, including its internal
control. The identified risks must be assessad at the financial-statament level (i.a.,
those risks that relate pervasively to the financial statements as a whole and poten-
tially affect many assertions) and at the assertion level for significant classes of
transactions, account balances and disclosures to provide a basis for designing

and performing appropriate audit procedures (audit responses),

For this purpose, an auditor is required to:

«  dentify risks through the process of obtaining an understanding of the NFPO
and its environment, including relevant controls related to the risks and by
considering the classes of transactions, account balances and disclosures
in the financial statements
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*  assess the identified risks and evaluate whether they relate more pervasively
to the financial statements as a whole and, therefore, potentially affect many
assertions

« relate the identified risks as to what can go wrong at the assertion level, taking
into account the relevant controls they intend to test

« consider the likelihood of misstatement, including the possibility of multiple mis-
statements, and whether the potential misstatements are large enocugh to result
in a matarial misstatemeant

The following diagram summarizes the activities related to risk assessmeant. It shows
the elements that an auditor needs to understand in order to identify risks. Each
identifiad risk must then be assessed. In assessing the identified risks, an auditor
determines whether the risks are relevant to the financial statements as a whole, or
anly to certain financial statement assertions. The auditor then detarmines how they
will respond to the risks and tailor responses using overall responsas and specific
responses depending on the types of risks assessed.
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Diagram 5.0-1; Activities related to risk assessment

Obtaln an understanding of
= MNEPD and its emvironment:  © NFPO'S inlomad confred + logad and neguiatony
= Industry, regulstory and  (redevawst do Bhe awditl: frameeork and complisnog
cther outernal factors = coabrol eemsironmient with that fremessork
= raafuna of thg antity = Ehey antEYy's rigk = Trpud risk factors
= pecounting policles BEIAEMEN. PrOCEES = MEnapmant's fraud risk
pplpoted = information EEleen BESOESIENT BrocoE
= anlity's objectives and = menkoring of contrall -« relsted-party melotionahips.
Birabig s = control sctivibes and transactions
Identitying - measunemsnt ard review Oncluding NFPO's » pymnts or conditions that
ks of financial performancs resporse to T risks) mary cast significant doubt
on tha NFPO's ahilty to
| cH5 ) cHE | CH7 | continuso 35 8 going concem
* gFoUP, IS COMpOnents and
Lhagir grvirpnirsnts,
COMBoHET Bditore
= gignificant clatses of
LrarTSActions, acotunt
balences, snd disclosures
I thes Financial staternants
Azseas rleks st Asgans risks ot sasertban lovel 8= R
Ananelal sEakamant
"I CHE | What can o wrong at the ssyertion level, taking sccount
Assessing of relevant controls that the suditor interds to test
e e R
“ arsactions | balances | and disciosure
L]
L) Lj
i i
L 3 S =2
Crvarall response ko risks Responss to risks at assartion level (providing
ot Hinsnclal statsmat o clenr [inkmge beteean the suditor's awdit
Tawed procedurss ond tha risk aesessmant)
Examplag inchida: Teats of controld (whene axpectation thal controks arm
= piohegsaanl akapdiham aprating effactely, or whars fubsbankneg proedyras
Responding « leved of staff assigned slone cannat provide sufficient appropdate sid
to aszessing Lcagaing statt wvidence at the sssertion level)
risks SRV O
':ﬂ"‘mm Substantive procedures {mandatony foF esch materis
unpredictabl ty
class of transactions, acoount balance and disclosune:
O R P wse professional uodgment t determing approprats
procadires ard extent of testing required ta respond
b agsedasd risha ot the assartion lewel)
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Are you concemned with audit efflclencles?

Time and effort expanded at the planning stage will likaly sava
time in the end. Identifying areas most likely to result in errors
provides focus for the eangagemant teams and concentrates their

efforts on those areas of the audit that are most susceptible to
material misstatements. If no focus |s provided, there is a good
chance they ara over auditing areas that have a low probability of
errors and potentlally falllng to respond to specific risks of material
misstatements.

5.1 Gaining an Understanding of the NFPO to Identify
Risks
Risks of material misstatement are identified through gaining an under-
standing of the following elements (extract from Diagram 5.0-1: Risk assess-

ment activities):
Obtaln an usdersiandiag of:
o NERO and i3 amironmiind  « NFPODE il coningd  « legal et regulatony
= industry, negulstory and (el 10 Dhe Burdil) Iraerrsiveor Bnd comphancs
aibr external fackors = gaiiEe] efnvireaniril wiith that Tramework
= natiE of tha artity = R ertity's rigk « Frgmadd rigk fachors
= pooounting poliches AEIEATRN] DroCEE = managnment's iraud risk
bl me) = Infprmstion syitem BESREATRE GrOCIES
= grtity's cbjectivas and = mormcring of coplrols  « melaled-party relationahips
eirabegies = conbrod sctivities ardd tramsactions
Identifying || - measurement snd reviee {inchiding MEPO'S + merts ar concficrs that
T of financisl padfrmancs risponie £ 0T rigks) rmay cast sigrd icant doubt
an the MFPO™ abilty bo
contives 8l b going concem
* group, its componerts and
thadr ervironmaents,
compornt suditors
+ sigrificant classes of
Irnrescthors, soondnt
palances, and disclosunss
iri B Financinl sbatements
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The diagram below provides some examples of risks that may be identified
when gaining an understanding of the different elaments abova.

Diagram 5.1-1: Examples of risks identified

Extarnal fachors
(i ustry feachor, reguatony,
penadal econcmic candficn, ..

——,

~ Maturs of the NFPO ™,

(oparsticnn, povsmsnos
siructung, -

o

___.-""-HFFH}'Mlm Ty %
A amd sirategles, and relabed %,

b irsy ks

= =

”~ NERCT .
; Bocounting policie

/ tcontrol anvironment, )
' L., -I_fEt'_E_lllﬂl'}
‘r___.-' e
i »

f
|| agtbvity-brvel controls |
| [cosrirod activities, )
| tle., 8t pssertion level |

Chapter 6 examines risks at the financial-statement level, with a discussion
of specific audit requirements for identifying risks that can arise due to
fraud, laws and regulations, service arganizations, related parties and going
CONCErn.

Chapter 7 focuses on risks pertaining to significant accounts, classes of
transactions and disclosure at the assertion level. Te help an auditor in
their risk assessment at the assertion level, eight case studies illustrate
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examples of what can go wrong at the assertion level, and identify some
factors that may be relevant to risk assessment and some considarations
for the audit plan.

Determining Whether Identified Risks
Are Significant Risks

Are there any significant risks that reguire speclal audit

considerations for the NFPO audit, considering your
understanding of the antity?

As part of the risk assessment, an auditor is required to determine whether
ary of the risks they have identified are, in their judgment, significant risks.
In exercising this judgment, an auditor must exclude the effects of identi-
fied controls related to the risk.

In 50 doing, as par CAS 315 paragraph 28, an auditor is required to consider
at least the following:

Table 5.2-1: Examples of significant risks

Conslderatlons Examples of Significant Risks

Risk is a risk of fraud | NFPO board does not have financial
| axportisa

| HFPO collects large amounts of cash
Rizk s related to recent significant economic, | NFPOD |5 transitioning to & mew accounting

accounting or other developrments | frarmework (eg., ASKNFPO)

Complexity of transactions | HFPD has entered ints & derivative finan-
| cial instrument such as an interest rate
| swap

Significant transactions with related parties ' MFPO enters inte a partnership program
| with a similar organization

Degres of subssctivity requinsd in the rmba- | HFPD has material pladgns and records
surermnent af financial infarmaton related o | the receivable

the risk, especially measurements wolving 8 |

wide range of measurement uncertainky

Significant transactions that are outside the | NFPO sells land to raise oparating funds
normal course of business
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If an auditor determines that a significant risk exists, they are required to
obtain an understanding of the NFPO's controls, including control activitias
relevant to that risk. When an auditor concludes that appropriate controls
have not been implemented to respond to significant risks, that signals a
significant deficiency in internal control. CAS 265 contains com=munication
requirements for circumstances where an auditor identifies

such deficiencies.

In designing the audit response to the significant risks assessed, an auditor

needs to consider the following:

«  ‘When the approach does not include tests of controls and anly sub-
stantive procedures will be performed, those procedures shall include
tests of details {i.e., substantive analytical procedures alone would not
be ancugh)

« If an auditor plans to rely on controls over a risk they have detarmined
to be significant, they are required to test those controls in the current
period (i.e, a rotational approach to control testing is not acceptabla)

The identification of significant risks does not imply that there are signifi-
cant control deficiencies within an entity. ldentification of significant risks
is intended to provide focus to the audit team in formulating the audit plan
and is essential to implementing a risk-based audit.

Identifying risks at the financial statement level is further addressed in
Chapter 6 and risks at the assertion level for significant account balances
and classes of transactions are addressed in Chapter 7.
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5.3 Entity-Level Controls Specific to NFPOs
In obtaining an understanding of internal control, an auditor is required
to specifically acquire an understanding of the following internal control
components:
1. control environment
2. entity's risk assessment process
3. information systems, including the related business processes, ralevant
to financial reporting and communication
4, monitoring controls
5. control activities relevant to the audit

The first four internal contral components listed are entity-level controls
that relate to the identification of risks at the financial-statement level, The
control environment is of particular importance as it sets the foundation
for all other components of internal control. The absence of a strong con-
trol environment may undermine the effectiveness of other components
of internal control

In decumenting the auditor’s understanding of controls that are relevant
to the audit, the auditor must consider the effectiveness of the design of
the contrals and whather they have been implamented. While much of this
understanding will come from discussions with management and those
charged with governance, inquiry alone is insufficient to support the
auditor's assessment, An auditor might consider the following examples

of controls whan obtaining an understanding of internal control at the
financial-statement level for an NFPO audit engagement.
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Table 5.3-1; Examples of control environment elements

Control Environment

Elements
Effective board membears

Possible Indicators
of Strong Controls

Compatancs

Indepandance

Obdectivity

Understanding of the

aperations

=  Sire of the board
appropriate for effec-
thve decision=-making

- Claar robas and
responsibilities

+  Leval of board enpage-
meant and frequency
of meatings

= Creation of audit or

other committess

Possible Methods for
Obtaining Corraobora

thve Evidence for the
Implementation of
Controls

inspacting board make-up and
terms of reference

Inspacting board policles tor
| recruitment and accaptance
of new members

Inspacting board minutas
inspecting awdit oommit-

tea terms of reference and
rminutes

Tona at the top

. Pagitive sttituds and
strong commitrmant
of management and
board

= Communicaiion and
enforcement of Tnteg-
fity and ethical values

Obsarving attitude and eom-
mitrment of smployees

Irspecting Code of Con-
duct and Conflict of Interast
guidalinas

| Obsarving and Inspecting
| management and board

| eammunications ba staff

| and volunteors

Organizational structura

= Hey areas of authority
and responsiblity are
dlafined

= Appropriate lines
of reparting

' Inspecting docurmants that
| summarize ceganizational
structure and kay authoritias

Palicies ard prochaune

= Paolicies ara cloarly
approved, documantad
and comemunicated

|
I Inspacting minuted for baosnd
| approval, decurmisrtation and

| communication process
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Table 5.3-2: Examples of entfty's risk assessment process elements

Entlty's Risk Assass
ment Process
Elements

Proceduras directed to risk
AEEEEsmMent

Possible Indicators
of Strong Controls
Management and TCWG

keep a walch over extarmal
and intarnal risk factors

Possible Methods for
Obtaining Corrobora
thve Evidence for the
Implementation of
Controls

Inspacting mingtes

Sub-committes to address
risk factors affecting tha
entity

Entity matworks with obher
MFPOs andfor tracks the
Ingustry

Sub-committes {e.g., &n
audit committes) mests
riegularly, meeting minubes
are recorded snd action

itams ana ooy e bod

Strong reletionships with
piher NFPOs

Farticipation In Industry
conferences and events

Subscriptions to Industry
naws and daka

Inspecting minutes

Inspecting minutes

Inquiry of managemant and
inspecting communtcations,
information and data

Table 5.3-3: Examples of informatfon system and communicatfon efements

Information System

and Communlcation
Elements

Posslble Indlcators
of Strong Controls

Possible Methods for

Obtaining Corroborative

Evidanca for the Impla
mentation of Controls

Key business procasses red- | Clear procedures (both Inspecting systems
avant to financlal reporting | automated and manwal) documantation
fior initiating, recording,
processing and reporting
transactions and related
accounting records
Controls over mantenanoce | Content is relevant and Inspecting website
and updete of the organi= accurata
rplion's waabaile
Employes and volunieer Handbooks are updated Inquiries, inspection and
handipooks and distributed regularty chservation of their use
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Table 5.3-4: Examples of monftoring elements

Monitoring Elaments

Possible Indicators
of Strong Controls

Possible Methods for
Obtaining Corraobora
thve Evidence for the
Implementation of
Controls

transactions

Budget J Sat in & dmaly manner ! Inspacting board minutas
*  Approved by TCWG | for budget presantation
= ‘arlance to achual | and approval
axamined throughout |
the year | Inspecting board minutes
*  Budget is fixed | for financial oversight
Irtarmad audit function - Irtartal sudit function | Inspacting Intarnal Audit
axists | Chartar
«  Internal audit function |
i approprisiely struc- i Ingpecting board owersight
tured and effectiva | of internal audit function
| and review of internal audit
findings
HManagement involvement Evigenca of management Reviewing documented ovi-
in day-to-day operaticns rawigw and slgn-off of key gance of managamant reviess

and slgn=-offs

inquiring of maragemant
about its knowledge of key
ransactions

| Inguiring of staff about
| management’s imoivement
| In day-to-day operations

Proceds far handling
complaints

Farmal complaints procs-
dure exigts, which includas
documentation and com-

frAunication reguirerments

Irspecting handling proca-
dures and decumentation [/
aclion taken on complaints,

| it

Entity-leval contrals are further discussed in Chapter 6 and activity-lewvel
controls addressing risks at the assertion level are discussed in Chapter 7.

For further guldance on the audltor's understanding of the
entity's Internal contral relevant to the audit, see:

«  Auditing and Assurance Bulfelin—Understanding
Internal Control Relevant to the Awdit—The Function
aof a Walk through.







6.0 Assessed Risks at the
Financial-Statement Level

CASs require an auditor to acquire an understanding of the entities they audit so
that they can identify and assess the risks of material misstatements at the finan-
cial-statement and the assertion levels to pravide a basis for designing and carrying
out the required responses to any assessed risks. This chapter examines risks at the
financial-statement level, with a discussion of specific audit requirements for iden-
tifying risks that can arise due to fraud, laws and regulations, service organizations,
related parties and going concern. Chapter 7 focuses on risks pertaining to signifi-
cant accounts, classes of transactions and disclosure at the assertion level.

Risks of material misstatement at the financial-statement level refer to risks that
pervade the financial statements as a whole and potentially affect many assertions.
Rizks of this nature are not necessarily risks idantifiable with specific assertions at
the class-of-transactions, account-balance or disclosure leval.

The following diagram summarizes the activities related to risk assessment. It shows
the elements that an auditor needs to understand to identify risks. Each identified
risk must then be assessed. In assessing the identified risks, the auditor determines
whether the risks are relevant to the financial statements as a whole, or only to
certain financial-statement assertions. The auditor then determines how they will
respond to the risks and tailor their responses using overall responses and specific
responses depending on the types of risks assessed.
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Diagram 6.0-1: Activities related to risk assessment

Oibtadn an wndersianding of:
= WEPD and s amdronment  « NEADY idevnad conbred = legal and regulaiory
= Industry, regulatony and (rovesaant bo e auoit): framework and compliance
oiher external factors - control ermronmeTt with that framesork
- nature of the entity = th entity’s risk + fraud risk Eaciors
= accounting policies BESEITMANL DROCESS ¢ MANBQEMEILE Iraud Fisk
slpcted = nfanmaticn syshem BESSSSMANT PrOoEs
= grdity's obeeciias arvd = ranilering of controly = Aelobed-party relationihips
SArAbagaE = ganrel setivities el irpnssctions
ideeititying | = b ement and rirvgw (inchuding MFPO'S = grveris or concitions that
risks of fnancial performancs response bo T isks) rnay cast sgnificart doulbt
on the HNFPO's abllity
EB continue 0 & going conoem
= groun, ks oomponents ard
their envirorements,
COFPONCTE pUckors
= gigrificart clagsey of
IFBRERIEiorg, BOSOUnE
Balpncas, and SRoiogurod
I i Ainsaecip] shatesmants

Assess rishs pt masertion level
Winast can go wrang at the assertkon bevel, taking sccount
of relevant controls that the auditor inbends 1o test,

Agggriiong | Classes of Account | Prigertation
L e 2 balanoed | and disclaiung

i
|
Sir

Rasporse to risks st assertion level (providing
8 clesr linksgs babwesn tha suditor's sudh
procedired and the rigk sissasmand)

Tasts of control (ahere expectation that controls ame
alone carmot provide sufficient spprooriste sudit
wvicence at the assertion lovel)

Substantive procsdunss (mandatory for each material
clags of transactiors, account balance and disclosure;
usl profassional ooment 1o GEDIINE ApRroeriabs
procedures and axtent of MEbng requiresd o reapsand
bo adinad faky a7 the astartion kvel)
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6.0 Assessod Hisks at the Financlal-5tatement Level

Risk Assessment Standards
Other CASs expand on how CAS 315 and CAS 330 are to be applied in

relation to risks of material

misstaternent due to arror or fraud. The follow-

ing diagram summarizes some of these other CASs that impact the risk
assessment in an NFPO audit and where they are incorporated into the
Guide, along with CAS 315 and CAS 330.

Diagram B6.1-1; Risk assessment standards for the purposes of this Guide

CHE

CAS 300, Planning an Aual of Financs Statements

it

CHES
CAS R15, Mantifdng and Assesting the Risks
of Matesal Missfatement fhrough Understanding
the Entity and Its Environmaent

ldentifying risks  Assessing risks ot

CTE 5 ; nmwnmwﬁ:ﬂ

CAS Z30, The Auditors Responses fo Assessed Rigks

mem%

= mssartion level

5
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6.2 Risks Related to Fraud

CAS 240, The Auditor's Responsibilfties Relating to Fraud In an Audit
of Financial Statements

CAS 240 expands on how CAS 315 and CAS 330 are to be applied to risks
of material misstatement due to fraud, and assists an auditor in designing
procedures for detecting such misstatement.

An auditor is concerned with any fraud that may cause a material misstate-
ment in the financial statements. Two types of intentional misstatements
are particularly relevant to the consideration of fraud risks:

+ fraudulent financial reporting

*  misappropriation of assets

n How and where might an NFPO's financial statements be

suscaptible to materlal misstatement due to fraud and how
might fraud occur?

6.2.1 Engagement Team Discussion
Recognizing fraud risk factors and imagining how fraud can occur arg
challenging tasks for any auditor, An auditor should use the engagement
team discussion as a valuable opportunity to brainstorm how and where an
HFPO's financial statements may be susceptible to material misstatements
due to fraud.

Mo matter the size of the audit team, this discussion must occur and be
appropriately documented. An auditor, whether working in a larger team or
as a sole practitioner, may use checklists of fraud risk factors” to assist in
brainstorming. When considering fraud in an engagement team discussion,
the team participents must carefully set aside any trust in management’s
and TCWG's honesty and inbegrity.

F CAS 240 Appendix 1 provices sxamphes of fraud risk factors.
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Pntuln'ﬂdtaph:l for discussion at an engagement team meaeting:
potential for managing the bottom line through manipulation of deferred revenuas,
pra-palds, and accrued expensas to hide surplusas

+  nature of potentially restricted contributions and incenthves to wsa funds for cthar

el i i

+ gignificance of travel expenses and extent of transactions processed throuwgh
axpanse reports and susceptibllity to misuse

+  susceptibility of donations to misaperegriation (cash ang chequas)

+  motent of expenditures pald using petty cash or corporate credit cards and appro-

priateness of controls

=  gxteni to which expenses are allacated acress programs and incentives to misallo-
cate axpansas (0 manage surphsas

*  comparison of amploves pay rates to market rates for simitar positions In better
funded arganizations

=  motivations of the entity’s managemant team
=  aftitedes towards controds

6.2.2 Inquiries of Management and Those Charged with Governance

It is important for an auditor to initiate communications with management
and those charged with governance early in the audit process. Separate
inquiries concerning fraud are required to be made of management and
TOWG.

Management

An auditor must gain an understanding of management's assessment of
the risk that the financlal statements may be materially misstated due to
fraud —and that understanding must include the nature, extent and fre-
qgquency of such an assessment. The auditor is also required to understand
the process by which management identifies and responds to the risks of
fraud, including how management communicates, if at all, its views on busi-
ness practices and ethical behavior to employees, As well, the auditor must
ask management whether they have knowledge of any actual, suspected or
alleged fraud affecting the entity.

Pu'bmﬂ.ul:nplfa for discussions with managemanl:

nature of funding, including susceplibdlity to misallocation (considening restricled
and unrestricied contributions)

significant contributions, their intended purposes and potential for misallocation
nature of progrems and alletations BMONE Drograms

nature of assels and expendiures and susceptibility to fraud
managiment’s views with respect to financisl pressures

- & [ I

1
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Those Charged with Governance

An auditor is required to obtain an understanding of how those charged
with governance (TCWG) exercise their oversight responsibilities over man-
agement’s processes for identifying and responding to the risks of fraud in
the entity, and the internal contrel that management has established to mit-
igate these risks. An auditor is also required to ask them whether they know
of any actual, suspected or alleged fraud affecting the entity. These inguiries
are made in part to corroborate managemeant's responses to inguiries.

Regardless of the mode chosen to make these inquiries, an auditor should
be aware that using open-ended guestions encourages an open exchange
of comments and ideas. Appropriate documentation of the inquiry includes
the name and title of the person interviewed, the date of the inquiry, as well
as a summary of the topics coverad and information gathered. An auditor
may interview certain key members of management and / or the board
every year for a particular audit, and then randomly salect additional mem-
bers of management and the board to interview each year, so that they
obtain broader insight from their interviews while adding some unpredict-
ability to the testing approach.

Fotential toplcs for discussions with TOWG:

knowiledge of management process to assess, entify and respond to risks of fraud

TCWG's own assessmant of Fravud risks

boand cwarsight  action regarding fraud risk factors

significant changes In peliclas and bylaws during tha year and consideration of

changes in the legal and regulatory environment

+  strengths and weaknaesses of the board, strategies for ongoing governance struc-
ture and board makeup

+  [ntemal and external challanges facing tha organization

+ gxtent of monitoring controls undertaken during the year and results of monitoing
acthvitlies
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6.0 Assessod Hisks at the Financlal-5tatement Level

Unusual or Unexpected Relationships Identified

An auditor is required to evaluate whether unusual or unexpected relation-
ships that have been identified in performing preliminary analytical proce-
dures, including those related to revenue and expenditure accounts, may
indicate risks of material misstaterment due to fraud,

For exarmnple, if, while performing preliminary analytical procedures, an
auditor notices that travel expenses are three times what they were in the
prior year, and managermeant has indicated that there has been no substan-
tial change in the general operations of the organization, that may be an
indication of risks of material misstatermnent due to fraud.

Examples of Fraud Risk Factors

Az thay come to understand an entity, and by having discussions with
management and TCWG, an auditor may identify events or conditions that
indicate an Incentive or pressure to commit fraud or provide an opportunity
to commit fraud {fraud risk factors). The determination of whether a fraud
risk factor exists, and whether it is to be considered in assessing the risks of
material misstatement of the financial statements, requires the exercise of
professional judgment. These deliberations should ba clearly documeanted,
along with the auditor’s conclusions after assessing the risks of fraud.
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The following table highlights potential fraud risk factors common to not-
for-profit organizations at tha financial-statermeant lewveal:

ngﬂ 6.2.4-1: Some potential fraud risk factors at the financial-statement
e

Potential Fraud Risk Factors

+«  fimancial stability ts threatened by economic, industry (Sactor) or NFPD operating
conditions
*  ENCESSIVE DRESEUNE On Mansgament to meet financial or oparating requiremants
or expectations of TCWG or third parties
+  information indicates that the personal financial siuation of some members.
of management I8 guesticnable
one active manager (or executiva director) has full access to operations and organi-
rational financial reporting, with minknal or no suparvision
+  lack of segregation of duties: st or volunteers have the opporunity oo perform
incompatible functions, such as having custody of assats, suthorizing transactions
and recording tham
the controd arviranment focuses salely on the organizaton’s mission, without
regard for fimancial controls
voluntears aré Not appropriately supervised
an inaffectve board or incompatent mansgemant
the board placas undua trust and rellance on Managemant
managemant places undue trust and rellance on emplovess
no internal audit or other monitoring functions
an attitude that the MFPOs mandate overrides ethical considerations
an attituds that internal contrals are not as Important or expected in an MFPD
amplovess having an attitude of entitherment, particularly whare their salaries are
less than those in the for-profit sector

- & @ - & B & B

An auditor should pay special attention to three conditions that may lead
an ordinary person to commit a fraud. When any or all of these conditions
are present, thera is a heightened risk of fraud,

The three conditions that are generally present when fraud axists are:
1.  an incentive or pressure to commit fraud

2. a perceived opportunity to commit fraud

3. an ability to rationalize the fraudulent action

These conditions can be lllustrated as a fraud triangle.
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Diagram 6.2.4-1; Fraud triangle
Opportunity

Incentive / Pressure Rationalization

Fraud risk factors are generally classified according to these three
conditions.

The following scenarios are a reaminder that fraud can occur in an NFPO
and that an auditor needs to be alert to any potential fraud risk factors. The
scenanios provide examples of fraud risk factors, including their classifica-
tion in the fraud triangle.

Secenario T

A researcher at an NFPO spent more than $100.000 of grant money on
household and other personal items, including televisions, computer equip-
ment and furniture.

Although emplovee expense reports were subject to approval, the entity'’s
expense policies did not in fact restrict the nature of expenses that could
be included in employee expense reports or provide spending limits for
individual transactions. Expanse reports were approved by an administra-
tive assistant for compliance with the entity’s policies before being sub-
mitted to the program director for final approval. The program diractor
assumed that the expenses were in accordance with the entity’s policies
and therefore acceptable. In fact there is a lack of control, since the nature
of expenses and the spending limits are not defined in the entity’s policy;
this represents an opportunity to commit fraud [opportunity].

The researcher had an opportunity to commit fraud and maintained that
the expenses related to a home office were necessary to delivering the
research project [rationalization].



Audits of Hot-for-Profit Organizations: Risk Assessmant under Canadian Auditing Standards

Scenarlo 2

A warehouse manager at the central warehouse, a trusted long-term
employee who was responsible for receiving, sorting and distributing
donated food and household items to needy families, stole a material
amount of goods over a period of several years.

The organization’s accounting policies did not provide for recording
donated goods, given the difficulty of valuing such items. Although the
organization’s policies ensured goods were received by at least two indi-
viduals, they did not include measures for tracking goods at the time

of receipt at the receiving location. There weare no contrals around the
shipment of goods from the receiving location to the central warehouse

[opportunity].

The warehouse manager at the cantral warehouse had an opportunity to
commit fraud and had worked with the organization for many years at a
below-market rate [rationalization].

Scenario ¥
A local minister stole a material amount of money from his church.

The minister could write cheques against the church’s bank account
directly, without needing a second signature. Collections of cash were kept
inn an unlocked office and were not counted until days later. The church's
finance committee did not review financial statements. There were no con-

trols over cash [opportunity].

The local minister had an apportunity to commit fraud and had gambling
habits [Incentive].

In these scenarios, the following potential fraud risk factors may be present

and might have allowed misappropriation of assets:

* Lack of segregation of duties: staff or volunteers perform incompatible
functions, such as having custody of assets, authorizing transactions
and recording them.

* The control envircnment focused solely on the organization's mission,
without regard for financial controls.

+ Employees / volunteers are not appropriately supervised.
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The board is ineffective or management is incompetent.
Management places undue trust and reliance on employeas.

Mo internal audit or cther monitering functions (in a large NFPO)
are performed.

An attitude exists that internal controls are not as important or
expected in an NFPO.

Employees have an attitude of entitlement, particularly where their
salaries are less than what they would get in the for-profit sector,

Identifying a fraud risk factor does not necessarily mean that a fraud risk
exists. An auditor should consider whether management and TCWG have
designed and implementad entity-level control elements that will mitigate
the fraud risk factors. The following questions point to controls that could
have mitigatad the fraud risk factors identified above:

Is there an appropriate segragation of duties between those

receiving the contributions and those initiating, approving and
recording transactions?

Is there appropriate monitoring of funds disbursed, with a review of
supporting receipts and records?

Da the entity’s policies clearly articulate the requiremeant to use contri-
butions only for their stated purpose?

Is the organizational structure appropriate, with key areas of authority
and responsibility defined (including appropriate lines of reporting)?
Doas “tone at the top” (management’s attitude) display and commu-
nicate the need to act with integrity, consistent with the organization’s
ethical valuas?

Do management and TCWG keep a watch over external and internal
risk factors, such as the risk of theft or loss due to the high valume

af danated goods collected?

Is management sufficiantly involved in the day-to-day oparations

to periodically detect incorrect / unauthorized transactions?

Do management and TCWG use an approved budget as a toaol to
manage operations? Are budget-to-actual variances examined and
explained throughout the year?

In each of the scenarios described above, employees defrauded the
organization by misappropriating assets for personal benefit.
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6.2.4

Fraud may also take the form of deliberately misstating financial results
for the organization’s beneafit, rather than for personal gain. For example,
an executive director may overstate expenses to fully utilize government
grants in vears when there is a funding surplus to ensure that future bud-
gets are not cut. Examples of fraud risk factors at the assertion level are
addressed in the case studies presented in Chapter 7.

Overall Responses to Risks of Material Misstatements Due
to Fraud

The following discussion addresses possible overall responses to fraud risks
at the financial-statement level and to management override of controls.

Owverall Responses
Overall responses to fraud risks at the financial statement level could
include:
« reinforcing the need to guestion how management assesses
the possibility of error and fraud
+  amphasizing the need to maintain professional skepticism
*  assigning more experienced staff
= providing more supervision
«  adding more unpredictability to audit tests
+ changing the nature, timing and extent of audit procedures

An auditor is required also to evaluate whether an entity's selection and
application of accounting policies, particularly those involving subjectiva
measurements and complex transactions, might indicate fraudulent finan-
cial reporting.

Management Override of Controls

Management is in a unique position to perpetrate fraud because of its
ability to manipulate accounting records and prepare fraudulent financial
statements by overriding controls that might otherwise appear to be cper-
ating effectively. Although the level of risk that management overrides
controls will vary, the risk is present in all entities. Since these overrides
can be unpredictable, they are considered a significant risk,
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Irrespective of the outcome of an auditor’s assessment of the risks of man-
agement override of controls, to effectively address these risks, an auditor
is required to:

Test the appropriateness of journal entrias recorded in the general

ledger and other adjustments made in the preparation of the NFPO's

financial staterments:

= Ask those involved in the financial-reporting process about inap-
propriate or unusual activity in the processing of journal entries
and other adjustments.

= Select and test journal entries at the end of the reporting period,
and consider the need to select and test entries throughout the
period.

Raview accounting estimates for potential biases, evaluate whether
management's judgments and decisions in arriving at the accounting
estimates indicate a possible bias. If they do, then the auditer shall
re-avaluate the accounting estimates taken as a whole. (For example,
in an NFPO environment, an auditor may recognize that an NFPO's
depandance on annual ministry funding may lead to a bias to overstate
expensas when the NFPO is under budget, due to the fear that the
budget for the following year will be reduced by the unspent amounts.
This can result in fictitious expenses being recorded as accruals. Alber-
natively, an auditor may recognize that entities depending on donations
are generally reluctant to report deficits or large surpluses. This can
result in an overstaterment of assats, particularly with respect to valua-
tion of receivables and prepaid expenses):
— Perform a retrospective review of management's judgments and
assumptions related to significant accounting estimates, such as
reviewing the historical accuracy of pledge receivables recorded

in prior periods.

Review significant transactions that are outside the normal coursea

of business for the entity, or that otherwise appear to be unusuak

= Evaluate whether the business rationale (or the lack thereof) of
the transactions suggests that they may have been entered into
to engage in fraudulent financial reporting or to conceal misappro-
priation of assets.



Audits of Hot-for-Profit Organizations: Risk Assessmant under Canadian Auditing Standards

6.3 Risk Related to Laws and Regulations

CAS 250, Consideralfon of Laws and Regulations in an Awdit of Financial
Statements

Has the NFPO clearly identified the laws and regulations

that have a slgnificant Impact on Its operatlons?

The laws and regulations under which an NFPO operates may have a direct
or indirect impact on its financial statements. Key legislative criteria that will
govern an arganization include the incorporating legislation and govern-
ment regulations, which will vary by organization. The required audit pro-
cedures set out in CAS 250 depend on whether the laws and regulations
have a direct or indirect impact on the financial statements. To perform

the appropriate audit procedures, it is important to determine in which
category a law or regulation belongs.

Table 6.3-1: Two categories of laws and regufations

Impact on the Financial Definltlon of

Statements "Category™ Examples

Drirsct Laws and regulalions - Formula in the egisia-
generally recognized o tion to calculate an
have a direct affect an the amaunt recognized in
determination of mabarial the financial state-
amounts end disclosures in rments (e, H5T
Uit Financial skatemants Fointag)

Indirect Othar laws and reguiations +  Charitabde recelpting
that do not have a direck nulgs
effect on the dotermination | = Envirgnmental
of tha amounts and disclo- ragulations

suras In the fnancial stake-
mants, but complianca with
which may be fundamental
to the oparating aspacts of
tha businass, (o an antity's
ability to continue Its busi-
ness or to avoid materiad
penalties
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The following decision tree outlines the reguirements in CAS 250 as per the
classification of tha laws and regulations (i.e., direct or indirect impact on
the financial statements).

Diagram 6.3-1: Requirements In CAS 250 as per the classification of the
faws and regulations

Obtaln an understanding of the NEPC's legal framework

Law= ard |aticns with Laws and latsons with Laws and |aticins
direct Imﬁmm indirect im on the with mo i mpact
financial financial state
Obtain audit|evidenca of Conduct Mo additional
complianos suispschsd procodures reguined

inquiring of|managemant

and T

* [nspecting

Respond to intance offor
suspected non-compliance

Laws and Regulations with Direct Impact

When laws and regulations fall into the "direct” category, the auditor's
rasponsibility is to obtain sufficient approgriate audit evidence about the
entity's compliance with the provisions of those laws and regulations.

The following table provides an example of a legislative and regulatory
reguirament that has a direct impact on the financial statements of
an NFPO,
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Table 6.3.1-1; "Direct™ category

Example of Direct
Impact

Potential Impact

if the NFPO is a Public Sec- | Overstatement or undes-
tor Body and eligible for an | statermant of rebate

HST rebate, the rebate may
| ba incormactly calculated

Procedures to Assess
Compliance

Analytical procedures
(reasonabllity best)

Tests of dotalls

Laws and Regulations with Indirect Impact

When laws and regulations fall into the "indirect” category, the auditar's
responsibility is limited to performing specified audit procedures to help
identify non-compliance with those laws and regulations that may have
a material effect on the financial statements.

An auditor is required to perform the following audit procedures to help
idantify instances of non-compliance with these laws and regulations;
+ inguiring of management and, where appropriate, TOWG, whether
the entity is complying with such laws and regulations,
+ inspecting correspondence, if any, with the relevant licansing
or regulatory authorities

Examples of laws and regulations that fall into this category include
those listed in the following table:

Table 6.3.2-I: “Indirect” category

Example of Indirect
Impact

Charty i3 authonzed to
issun donation receipls,
which are used to reduce
the donor's taxes

Potential Impacik

Erronecus or fctitious
donation recaipts could be
issuad —could result in CRA
withdrawing chartable
status of the organization

Procedures to
Identify Potential
Mon Compliance

Inspect donation recelpting
palicies

Inspact correspondence
with CRA

Inquire of managemant
and thosa charged with
GEVErnance




Example of Indirect
Impact

CRA disbursemant qQuota
rules require a cartaln per-
centage of non-program-
rafabed assets 1o ba paid
out anmnually

6.0 Assessod Hisks at the Financlal-5tatement Level

Procedures to
Identify Potential

Potentlal Impact Non Compllance

Foundations not in compll- | Inspect managemant’s guota
ance with disbursement | eafculation

quota rules may have their |
charitable status withdrawn
by CRA

Fallure to file on time an
annual informalisn relurn
wilth CRA

Organization provides a
sarvice as a result of spa-
cific Ncance

CRA may revoke the chari- | Inspect the Charities Direc-
table status of an organiza- | korabe websile 1o ensure the
tion if the foundation does | return has been filed

not camply with this filing
Fule

Loss of llconse could heve | Inspect minutes
a significant imgack an an
antity’s abliity to provide Inspect comespondance with
services | Bcansing body

Entity's operations include
far-profit components Jag.,
concessions and gift shops
in & museum) that may
jeopardire charitable or
MNEPD status

Megative assessment by | Inspect correspondence with
CRA resuits in loss of chard- | CRA
table or NFPO status

In the absence of identified or suspected non-compliance, an auditor does
not have to perform audit procedures on an entity’s compliance with laws
and regulations, other than those set out in CAS 250 paragraphs 12 to 16.
During the audit, however, thay are required to remain alaert to the possibil-
ity that other audit procedures (e.g., review of minutes or substantive tests
of details) could bring instances of non-compliance or suspected non-com-
pliance with laws and regulations to their attention.

For further guldance on lssues related to the Canada
Revenue Agency (CRA), see CRA website on Charities and
Giving.

®
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6.3.3

6.4

Identified or Suspected Non-Compllance with Laws
and Regulations

If an auditor becomes aware of Information about an instance of non-
compliance or suspected non-compliance with laws and regulations, they
are reguired to obtain an understanding of the nature of the act and how
it occurred and look for further information to evaluate its possible effect
on the financial statements. An auditor must assess the financial impact of
non-compliance in determining what additional procedures are necessary
to resolve the issue.

Matters relevant to the auditor’s evaluation of the possible effect on the

financial statements include:

+«  the potential financial consequences of non-compliance with laws
and regulations on the financial statements including, for example,
the imposition of fines, penalties, damages, enforced discontinuation
of operations and litigation

+  whether the potential financial consequences require disclosure

+ whether the potential financial consequences are so serious as to call
into question the fair presentation of the financial statements, or other-
wisa make the financial statements misleading

If an auditor suspects there may be non-compliance, they should respond
to it properhy.

Compliance with Agreements

in the ordinary course of business, it may be necessary for NFPOs to enter
intoc a variety of agreements with various parties, including the government,
outsourcers and other third parties.

An auditor should gain an understanding of the nature and content of sig-
nificant agreements to determine whether there could be a financial impact
of entering Into the agreesments, or with non-compliance with any terms
and conditions they might contain.

An auditor would determine what the potential financial-statement impact
could be and would design appropriate procedures to address those risks.
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Table 6.4-1; Compliance with agreements ("indirect” category)

Procedures to

Example of Indirect Identify Potential
Impact Potentlal Impact HNon Compllance

Funding agreement stipu- | Loss of oparational | inspact correspondance with
lates organization must be | accreditation would result | governing association
accredited by a governing | in a foss of funding |
assaciation | eguire of management and

i e board

Risks Related to the Use of Service Organizations

CAS 402, Audlt Considerations Relating to an Entffy Using
a Service Organization

Does the NFPD use the services of service organizations?

Examples of areas where NFPOs may use a service organization include

processing payroll, online donation and tax receipting, the use of external
bookkeeping services and mamber database management.

When an NFPO uses a service organization, auditors must familiarize
themselves with how the NFPO uses these services in its operations and
their effect on the NFPO's internal contral relevant to the audit sufficiently
to identify and assess the risks of material misstatement and to respond
to those risks.

A service organization's services may be considered part of the NFPO's
information systems, (e.g., when the classes of transactions involved are
significant to the NFPO's financial statements),
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Often the NFPO's internal contral over the inputs to and the outputs from
the sarvice organization will be sufficient to addrass the risks of maternial
misstaternent related to the relevant assertions. In these cases, an auditor
will gain an understanding of these relevant controls and may not need to
obtain an understanding of the controls at the service organization.

An auditor may find the following NFPQO controls over the data sent and

received back from the service organization:

= tests of completeness of data

* test checks of accuracy of data

« gverall reasonability of data (data analyses)

«  test recalculations of data

» segregation of duties of preparing / receiving data from reviewing /
testing data

When an NFPD does not have, or cannot put, contrals in place, (e.g., over
electronic donations / tax recaipts) an auditor is required to assess the
service organization's controls addressing risks of material misstatements
for the relevant assertions. In this case, an auditor may use onea
ar more of the following proceduras:
* obtaining and evaluating a report from the service auditor,” if available
+ contacting the service organization, through the NFPO, to obtain spe-
cific information
»  visiting the service organization and performing procedures that will
provide the necessary information about the relevant controls there
«  using another auditor to perform the procedures that will provide
the necassary information about the relevant controls at the service
organization

CAS 402 contains specific requirements to identify, assess and respond
to risks of material misstatement related to the use of services of service
organizations.

3 A servion suditor s gefined in CAS 402 parsgeraoh B d) as “An sudibor wiho, 8t the reguaest of the service argani-
rabtlon, provides an assurancs Feport on tha contrals of & servics organlzathon ™
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Risks Associated with Related-Party Relationships
and Transactions

CAS 550, Related Parties

Are there related party relationships and transactions?

CAS 550 expands on how CAS 315, CAS 320, and CAS 240 are to be
applied to risks of material misstatement associated with related-party
relationships and transactions.

An auditor has a responsibility to perform audit procedures to identify,
assess and respond to the risks of material misstatement arising from an
entity's failure to appropriately account for or disclose related-party rela-
tionships, transactions or balances in accordance with the requirements of
the applicable financial reporting framework. In addition, an understanding
of the antity's related-party relationships and transactions is relevant to the
auditor's evaluation of whether one or more fraud risk factors are present,
because fraud may be more easily committed through related parties.

In determining the degree of control or significant influence that one entity
may be able to exert over another, an auditor must look to organizational
structures to establish how strategic investing, aoperating and financing poli-
cies are formulated and the degree to which any one entity can direct or
influence the policies of another, This may often be evaluated by reviewing
board representation and the number of board members comman to two
entities. An economic interest can also result in a relationship between two
MFPOs, particularly where the assets and activities of one organization are
directed to the benefit of the other, as is often the case with foundations.

An NFPO can also have an interest in a for-profit entity. In such circum-
stances, the consideration of influence would be no different than that used
in evaluating relationships in a for-profit environment: an auditor would look
at proportionate ownership and financial dependence.
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An MFPO may rely on a third party for funding without creating contral or
significant influencea. In avaluating funding relationships, other factors, such
as representation on the board of directors or the existence of an economic
interast, should be considered.

Factors that may be considered in identifying related-party ralationships

and transactions in an NFPO context are:

+ transactions with board members, management and thair immediate
family

* board representation common to two entities

+ the ability of any one arganization to appoint the majority of the
MNFPO's board members

« assets held for the benefit of another entity

»  sarvices exchanged or provided free of charge for the benafit
of another entity

* entity charter/bylaws restricting future operations for the benefit
of another entity

+  MFPOs with national and local chapters

It is the auditor's responsibility to remain alert throughout the audit
engagement for any new or previoushy undetected related-party relation-
ships and / or transactions.

CAS 550 contains specific requirements to identify, assess and respond to
risks of material misstatement associated with related-party relationships
and transactions.

Do you have a group audit? *

The CAS 600 deffnitlon of a group Is significantly broader
than one might think, and the applicabilfty of CAS 600

Is not imited to audits involving a parent company and
subsidiaries. Before concluding that CAS 600 does not
apply, an auditor needs to consider whether an NFPO's
financial statements include the financial infarmation from
more than one component. If they do, those components
will constitute a group for the purposes of CAS 600,

4 FAQ for Avolfors—dre You Sure You Don't Have fo Apply CAS G007 This publication bolps an audor detenmirg
whiithar CAS 600 apolies 1o thair sinaation,
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Going-Concern Considerations
CAS 570, Golng Cancern

The auditor’s responsibility s to:

= gbtain sufficient appropriate audit evidenca about the appropriatenass
of management’s use of the going-concern assumpticn in the prepara-
tion of the financial statements

»  conclude, basad on the audit evidence obtained, whether a material
uncertainty exists related to events or conditions that may cast signifi-
cant doubt on the entity’s ability to continue as a going cancern, and

« determine the implications for the auditor's raport

Going-concern issues may affect all NFPOs, large or small,

Hawve you identified any events or conditions that may cast

significant doubt on the NFPO's ability to continue as a
going concern?

The following are examples of events or conditions that, individually or col-
lectively, may cast significant doubt on an NFPO's ability to continue as a
going concern: NFPO's ability to continue as a going concerm:

* A community church: The auditor may discover a significant decline
in membership due to the aging of existing parishioners and the lack
of new parishioners jolning the church.

« A golf club: The auditor may discover that the golf course and the
clubhouse are deteriorating considerably, and that both would require
a significant infusion of funds to repair and rafurbish.

+ A government-funded NFPO: The auditor may discover that the
government has provided formal documentation of its decision
to significantly cut or fully eliminate future funding.

For a not-for-profit organization, a history of revenues received in excess
of costs of the organization’s service-delivery activities and ready access
to financing may demonstrate that the going-concern basis of accounting
is appropriate without detailled analysis, In other cases, the management of
a not-for-profit organization may need to consider a wide range of factors

E¥
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related to the cashfiow required to continue providing services and to
discharge its stewardship responsibilities. These factors would include
other potential funding arrangements,

It may be helpful for an auditor to include the following paints in discus-

sions with management and those charged with governance:

» the reliability of the budget and cashflow forecast for the coming year,
based on past axperianca and the certainty of inflows and outflows

+  where the NFPO relies for a significant part of its funding on one or
more major donors or granting authorities, whether it would be practi-
cal to obtain a letter of confirmation diractly fram such funders as to
their future plans of support for the NFPO

« any foreseeable shortfalls on future revenues that would need to be
made up by voluntary donations of cash or other resources b meet
the forecasted expenditures

* the level of unrestricted reserves available for use

+« catastrophic events and, in particular, events that may damage
the reputation of the entity

« extremely divisive organizational politics

« any threat to charity status or special operating licensas required
to continue as a going concarn

An auditor is required to remain alert throughout their audit for audit avi-
dence of events or conditions that may cast significant doubt on an entity's
ability to continue as a going concern.

In the absence of identified events or conditions, that may cast significant
doubt on an entity's ability to continue as a goirng concern, an auditor does
not have to perform audit procedures other than those set out in para-
graphs 10 to 15 of CAS 570.

If you have identified events or conditions that may cast

significant doubt on the NFPO's abllity to continue as a
going concemn; does a material uncertainty exist?
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If an auditor identifies events or conditions that may cast significant doubt

on an entity's ability to continue as a going concern, they are required to

obtain sufficient appropriate audit evidence to determine whether or not

a material uncertainty exists by performing additional audit procedures,

including consideration of mitigating factors, These procedures include;

« asking management to assess the NFPO's ability to continue as a
going concern, if it has not yet performed this assessment

»  avaluating managament's plans for future actions in response to its
going-concern assessment, whether the plans are feasible in the cir-
cumstances and whether they are likely to improve the situation

*« jf the NFPD has prepared a cashflow forecast, evaluating the
reliability of its underlying data and assumptions

« considering whether any additional facts or information have become
available since the date on which managemeant made its assassment

* requesting written representations from management and, where
appropriate, those charged with governance, on their plans for future
action and the feasibility of these plans

CAS 570 contains other requirements when a material uncertainty exists.






7.0 Assessed Risks at
the Assertion Level

CASs require an auditor to acquire an understanding of the entities they audit so
that they can identify and assess the risks of material misstatements at the finan-
cial-statement and the assertion levels, to provide a basis for designing and carrying
out the required responses to any assessed risks. The challenge in every audit is to
identify, assass and respond appropriately to risks that could lead to material mis-
statements whether due to fraud or error.

The previous chapter focused on risks at the financial-statement level. This chap-
ter focuses on risks pertaining to significant accounts, classes of transactions and
disclosure at the assertion level. To help an auditor in their risk assessment at the
assertion level, eight case studies illustrate what can go wrong at the assertion
level, and suggest factors that may be relevant to risk assessment and some consid-
erations for the audit plan.

The following diagram summarizes the activities related to risk assessment. it shows
the elements that an auditor needs to understand to identify risks. Each identified
risk must then be assessed. In assessing the identified risks, an auditor determines
whether the risks are relevant to the financial statements as a whole, or only to
certain financial-statement assertions. The auditor then determines how they will
respond to the risks and tailor their responses using overall responses and specific
responses, depending on the types of risks assessed.
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Diagram 7.0-I: Activities refated to risk assessment
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In assessing risks at the assertion level, an auditor considers the processes the
MFPO useas bto initiate, authorize and record transactions. An auditor is required to
obtain an understanding of the relevant controls for the accounting processes that
are significant to the financial statements, including evaluating the design of those
controls and determining whether they have been implementad, Accounting pro-
casses relevant to the audit will depend on the organization's activities. For exam-
ple, processes for approving employee and director expense reports will probably
not be relevant when reimbursemeants are limited to nominal mileage expensas,
but will likely be relevant where extensive travel across Canada is involved.
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Diagram 7.0-2: Risk assessment process at the assertion level

ldaniity significant classas of transactions, acoount
balances, and dizsclosuras In the financlal statemants

Gain an understanding of the related accounting processas
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Control Refevant fo the Audit—The Function of 8 Walk through
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Does your audlt plan provide a clear linkage between the assessed
risks at the assertion level and the nature, timing
and extent of the audit procedures?

Irrespective of the assessad risks of material misstatament, have
you deslgned the substantive procedures to be performed for each
material class of transactions, account balances and disclosure?

Selected Issues Related to Risks at the Assertion
Level in an NFPO Audit

This Guide provides examples of situations that may have an impact on
relevant assertions” for classes of transactions, account balances and dis-
closures, such as restricted contributions, cash donations, donations-in-kind,
pledges and fundraising activities. Case studies are used to illustrate what
can go wrong at the assertion level, and which factors could be relevant to
risk assessment and considerations for the audit plan. These do not neces-
sarily apply to every situation. If any considerations in an audit engagement
differ from those in the case study, an auditor may reach a different conclu-
sion than the one shown,

Although accounting considerations are beyond the scope of this Guide,
Appendix B provides an overview of revenue recognition Issues in a not-for-
profit environment and Appendix C provides a discussion of fund account-
ing and accounting for contributions. Accounting issues may impact risk
assessment and therefore a thorough understanding of the underlying
accounting concepts is necessary to effectively audit an NFPO.

Please note that in the following case studies, contributions may take the
form of government funding, grants, donations and some forms
of fundraising.

5 RAodor fo Appandic A for a BEst of redesvant asserthors i amn HFPO audiz.
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Table 7.1-1: Topics examined in case studies

Restricted
Contributions

Cash Donatlons
Pladged Contributions
Donations in Kind

Membership Fees

Expanses by Program

Fundralsing Expensas

Cass Study 1: High volurme of contributions (restrcted
and unrastricted)

Case Study 2; Capital campaign directed to the general
public, with matehing goverament grants (restricted
contributions)

Case Study 3: Capital campaign irnvedving fundradsing
acthvities {cash donations)

Cass Study 4: Capital campalgn nvolving mult-yoear
pledges

Case Study 5: Donatigns in king for a community art
cenire _ _

Case Study 6: Profossional association with significant
membership revenuas

Case Shudy T: Government grants provided to fund

annual programs
Case Study 8: Fundraising expenses

Note: For the purposes of the case studies, assume that an suditor has
evalvated the design of the relevant controls and determined that
they have been implemeried. Accordingly, the case studies describe
examples of possible tests of conirols. An auditor may, however,
determine that the suggested procedures are not appropriate in their
circumstances or that other procedures would be mare appropriate;
professional fudgment is required.

Risk of Material Misstatement Due to Fraud

at the Assertion Level

While Chapter & addressed fraud considerations for the financial state-
ments as 8 whole, risk of material misstatement due to fraud can also have
an impact on risk assessments at the assertion level for specific accounts
and classes of transactions, In some cases, the audit response may be the
same, regardless of whether a risk arises from deliberate or unintentional
errors. In other cases, specific procedures may be necessary to respond

to the nature of certain risks related to an account balance or a specific

transaction stream,
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The following table provides examples of fraud risk factors common

to not-for-profit organizations at the assertion lavel:

Table 7.2-1;: Examples of fravd risk factors common to NFPO

Cireumstances That

May Increase the
Susceptibility of Fraud

Large amounts of donations
in cash and cheques

Potentlal Fraud Risk
Factors
Opportunity for misap-

propriation of cash and
chagues

Risk of Material
Misstatement Due
to Fraud

Donations and grants with
a restrickhad puUrposa

Special fundraising arrange-
ments, such as 8 matching
grant from a specific party

Incgntive for using
restricted conlributions

for other purposes.

Iﬁnm for ;h‘ﬂ'll‘lﬂﬂﬂ
donations to maximize
matching grant

Mizallocation of restricted
contributions

Fictitious or misallocated
donations

In-kind donations valued
atb fair valua.

Incentive and opportunity
for oversiating fair vaios
fand corresponding dona-
Hon recalp? o danor)

Owerstatemant af donations

Multiple govermmant-funded
programs with requiremant
to repay wnspant funding

incentive and opportunity
for allocating axpansas
from ona program to
anothar to sliminate
surplus

Misallpcation of expenses

Significant administration
SADBMPEE

Procsre to maintain a low
adminisTrative-to-program
expense ratio

Mizallacation of adméndetra-
fve xpanses

Sagnificant fundraiging Pressun: b malntaln a Mizsallacation of fundraizing
QXPONSEE bow ratio of fundraising QUPONSRS

axpenses (o fundraising

FENENES
Many purchases made with Opportunity for making Owarstatemant of expansaes
cash or corporate credit unautherized expansas
cards.
Significant volurme af Altitude of @nlitlament Crepreiabemant of expanses
eapensEs prooessed through | for being reimbursed for

STDIoYESs BNpEnLE reports

personsl expenses as

additional compentation

Risks of material misstaterment due to fraud are significant risks, Therefore,

when an auditor identifies these risks, they are required to obtain an under-
standing of the NFPO's related controls, including control activities relevant

&7
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to those risks. They must design and perform further audit procedures
whose nature, iming and axtent respond to the assessad risks of material
misstatement due to fraud at the assertion level.

Examples of risks of material misstatement due to fraud at the assertion
level are addressed throughout the case studies in this chapter.

7.2.1 Presumption of Fraud Risk in Revenue Recognition

You must presume that thera are fraud risks ralated to
ravenue recognition. If you have concluded that this

presumption does not apply In a particular case, hava
you included the reasons for that conclusion in your audit
documentation?

CAS 240 deems that there are risks of fraud In revenue recognition. Risks
must be assessed for significant types of revenue, revenue transactions and
assertions. For example, the risk related to government funding may be
much different than the risk related to user fees. Refer to Appendix B for

a discussion on sources of revenues for an NFPO,

In some circumstances, it may be possible to rebut the presumption that
there are risks of fraud In revenue recognition. For example, when an orga-
nization receives annual funding for only one program that is deposited
directly into the organization’s bank account, there is no risk of material
misstatement related to misappropriation of cash and it is unlikely that

the restricted contribution will be misallocated.

An auditor is required to Include in the audit docurnentation why they
rebutted this presumption (..., the reasons for their conclusion).



7.3

70 Assessod Risks at the Assertion Lovel

Risks Related to Restricted Contributions

A unigue characteristic of contributions is that they can be subject to extar-
nally imposed restrictions that specify the purpose for which contributed
resources are to be used or, in the case of endowment funds, that the con-
tributed assets be maintainad permaneantly. Restricted contributions could
be misstated in that they might be incorrectly recorded as unrestricted con-
tributions, or that the related expenditures might not be made as stipulated.

Restricted contributions can come from many sources, including individu-
als, corporations, governments and other not-for-profit organizations. An
MNFPD's financial reporting system should provide for the recording and
reporting of restricted and unrestricted contributions, including the identifi-
cation and nature of any restrictions.

Externally imposed restrictions may or may not be formally decumented
by the contributors. Restricted contributions received from a govern-
ment funder or an established foundation will generally include a contract
or written document outlining the purposa and time frame for using the
contributions. On the other hand, a local service club donating money for
replacing computers may communicate its intention orally only. Restric-
tions may also be implied by the purpose for which an organization solicits
a contribution. Such implicit restrictions bind the organization to use the
resources contributed for the purposes specified.

Most Ekely area of risk for restricted contributions is:

Relevant controls related to restricted contributions may Include:

=  formal review process that includes verification of the correct allocation of
contributions

+  alectronic donation process designed te automatically capture denors' intentions
(eq., electronic donation forms include & check-bax for spacific purpodes)
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Case Study 1: High Volume of Contributions
{Restricted and Unrestricted)

This case study examines the situation where an NFPQO solicits
donations to be used for multiple purposes. Fundraising is con-
ducted through two distinct procasses: an automated online pro-
cess and @ manual mail-in process. In both cases, donations are
directed to project A, B or C (restricted contributions) or to the
“area with the greatest need” (unrestricted contributions). This case
examines how the different transaction processes may affect risk
assassmeant

Case Facis

The arganization carries out a number of fundraising campaigns
that solicit contributions for both general (unrestricted) and specific
(restricted) purposes. Contributions can be made cnline or mailed
in, and both processes generate a material amount of contributions
even though, at an average amount of $50, the contributions are
individually insignificant.

Onilne Contributfon Process

The accounting systems are highly automated and allow for online
contributions and electronic receipting that serves to confirm

the stipulated purpase and amaunt of the contribution with tha
doanor. Receipts are issued electronically at the time contributions
are processed [control] and contributions (through credit card or
PayPal} are deposited directly to the bank, less applicable process-
ing fees [contral], Bank receipts are balanced to online summary
reports daily [control]. Based on the coding of the receipt, the
caontributions are automatically recarded in the general ladger
under account numbers unique to the purpose of the contribution
[contral].
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Mail=In Contribution Process

Mail-in contributions are accompanied by a contribution form that
sets out various options for directing the contribution. The recep-
tionist opaens the mail, agrees the chegue amount to the contribu-
tion form and records the details of the cheque in a daily cheque
log, which is used to complle the daily bank deposit [control defi-
clency —=receptionist could misappropriate cheques and commit
altered-payee cheque fraud]. The receptionist processes credit
card payments based on the details provided on the contribution
form. The credit card transaction summary and the cheque log are
attached to the contribution forms and submitted to accounting
for processing. An accounting clerk prepares the bank deposit slip
from the daily chegque log and tha bank deposit Is made by the
general manager [controd].

There is a separate account in the general ledger for @ach project
{restricted contributions) as well as an account for general contri-
butions {unrestricted contributions), The accounting clerk enters
the contribution forms into an Excel spreadsheet to compile batch
totals by type of contribution (e.g. Project A, B, C and unrestricted
contribution) that are then posted each day into the general ledger
by journal entry [control deficlency —no Independent review of
compllation]. The clerk then reconciles the batch totals from the
journal entry to the daily deposits and the credit card summary
[contral].
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may be considered In assessing risks and designing the audlt

plan include ﬂﬂﬂﬂthnﬂcﬁmpmw

Online contributions process

Risk Assessment Considerations
(Inherant and Control Risks)

What are the identified risks?

«  Contributions are not recarded
{complebaness)

. Rastricbed contributions ame recorded
incomrectly (acouracy / aliecation).

What are the relevant controls?

IT conirgls are integrabed into the auto-

mated contributicn sysham:

" Bechipts arg [ssuad alectronlcally at
the time cantributions are processad,

= The contributions collected from
credit card or PayPal are deposited
directly 1o the bank, lass appicable
processing feas,

«  The contributions are automatically
recarded in the general ledger under
account nurmbers unigua to tha pur
pose of the contribution.

Ralevant contrals Include the application
cantrols embadded in the donation system
and controls over the IT environment o
ensure affective day-to-day adrminlstration
of the donation systemn and appropriate
controls for perlodic upgrades and changes
o the systam.

Impact on the Audlt Plan

The guidance of CAS 315 paragraph A4l
states that, where routine business trans-
actions are subiect to highly autamated
processing, with Pttlhe or no manual Entes-
vention, it may nat be possible to perform
andy substantive procedures for dealing
with that risk.

I this case, evidence of the donor's Inten-
tian = ondy documaented electrondcally.

A controd reflance approach would likedy
=B nBCASSArY.

in testing the autormated procoss, a rela-
tivaly small sample could provide sufficlent
evidence that the accounting process s
operational, provided there ame no changes
to e accounting system during the perlod.
Autaormated contrals In the application
systarm could be tested through observation
and re-performance.

The IT ermvironrment will also be relevant 1o
the audit, and relevant controls should be
testad. This would include testing IT admin=-
istrative controls such as indhédual access,
data backups and IT project managamant
controds rplated to upgrading and imple=
menting changes to applicaticn systems.

What are the identifled rigks?®
Cash is mot depoesited in tha bank account

by the credit card companies or PayPal
(completeness)

What are the relevant confrods®
Bank receipts are balanced to online
summary reports daily,

The balancing of bank receipts to the online
SUMMAary roparts represents a manual man-
Itaring control. This will need to be tested
for operating effectiveness and continuity
on & sample basis.
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Malled-In contributlons process

Risk Assessment Considerations

(inherent and Control Risks)

What are tha fdentifed risksP
= Contributions are not recorded
{ocomplateness).

What are the refevant controls?

The receptionist |5 In a position to divert
contributions as she (s the only indvidual o
recelve and record the contricution. She has
the opportunity to misapprogriate cheguas
and alter the payee 1o redirect e deposit,
T risk coubd be mitigated by ensuring that
two people opan the mall and record the
daity chaque log. In smaller organizations,
mail could be placed in a slotted safe and
opaned when two people are avallable

Polential fraud risk

Impact on the Audit Plan

The auditor meads to aszess the magnitude
of the potantial mésstatemant and conshder
the reporting kmplications of not being
able o obtain sulficient and appropriabe
audit evidence around the completeneass
of donaticns,

Assuming this s a material transacison
gtraam, the auditor would lkely qualify
their opinion with respect to completenass
of donation recelpls.

What are the identiffed rsks?
=  Rastricted contributions are recordied
incomecily (sccuracy / allocation).

What are the relevant controfls?

The accounting clerk could record the con-
tributian in the wrong colurmn of the Exceal
spreadibeet used t complla the antry o
record contributions to the varous projects,
The error could b unintentional or delfber-
ate. For example, there may be an incentive
to divert funds from a popular program that
ks amply funded to a less popular

and parhaps underfunded program,

The absence of controls will mandate that
a substantive approach be sdopled to best
the scouracy of donation coding.

The auditor could test for accuracy by
salecting a sarmple starting with the
contribution forms and tracing transac-
tians through the Excel spreadsheat to

tha corrasponding genaral ledgor antry to
ansure that the contributions were properly
recorded to the correct project.

Fraud conslderations: In determining
whather thare 5 a risk of matarial mis-
staberment due to fraud, the auditor should
evaluate whether there ane olher fraud risk
factars predant, such as managament incsn-
tives and prossunes o misallocate or misap-
propriate donations, If such a risk exists, the
audil response may Indude expanding the
sample sire for the test of details.

What are the fdentified risks?
+*  Cash s not deposited in the bank
accourd (completeness).

What are the refevant controls?

The accounting clerk reconciles the batch
totals from the journal entry to the daiky
deposlts and the credit card summary,

The auditer may decide to take a contrl-
rellance approach to reduce substantive
testing. This is a manual conbrol that will
nead o ba tested using o sample for opar-
ating effectivaness and continuiby
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Is payee cheque fraud risk really relevant?

Increased automation in the manner [n which chegues are
deposited and processed by banks has made it easier to
manipulate the name on a chegue and deposit it to the

wrong account, particularly In smaller dollar transactions.
Do not assume that chegues are "safe.™

Case Study 2: Capital Campaign Directed at the
General Public, with Matching Government Grants
{Restricted Contributions)

This case study examines the situation where an NFPO receives
governmeant grants to match contributions raised in a public capi-
tal campalgn. The matching component creates a fraud risk factor
because there is an incentive to overstate capital campalgn contri-
butions to receive additional grants.

Case Factls

A local charity has decided to bulld an addition to its existing facil-
ity and is appealing to the public for donations. If certain targets
are met within a stipulated period, the donations raised by the
public campaign will trigger matching government grants. The capi-
tal fundraising campaign features several fundraising events, as well
a5 a direct-mail campalgn and a specific target campaign led by
the director of membership and public relations. The organization's
policy 15 to record contributions with no supporting directions from
the donor as unrestricted contributions.

Systems Description

The organization has only a few administrative staff. The account-
ing manager is responsible for all aspects of financial reporting

and some accounting processes, such as preparing bank reconcilia-
tions, making month-end adjustments and reviewing general ledger
datalls,
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All contributions from the direct mail campaign are recaived with
an accompanying pledge form. The administrative assistant records
all capital campaign contribution pledges in an Excel spreadsheet,
which itemizes details of the donors and thelr contribution [control
deficlency=no independant review of compilation]. The Excel
spreadsheet is reconciled to deposits and to the general ledger by
the accounting manager [contral].

The organization also receives unsolicited contributions throughout
the waar, usually through cheques received in the mail. Managameant
has determined that, for the duration of the capital campaign, all
unsolicited donors contributing more than 330 will be contacted by
phone to determing whether the donation is intended for general
purposes or for the capital campaign. The amount of unsolicited
contributions is expected to be material,




Audits of Hot-for-Profit Organizations: Risk Assessmant under Canadian Auditing Standards

Factors that may be
plan Include (this list is not

Risk Assessment Conslderatlons
{Inherant and Control Risks)

what are the identhfed risks?

«  Flctitious contributions are recorded
o mavimize the matching grant
(Esistenoel

What are the refevant controls?
Reconcilaton of EXxcel spreadshaal Do
deposits will ansure that erronesus entries
to thie listing will be identified, Cash
controls are also relevant 1o ensure

that ficbiloas deposits 3o nal exisl

on the bank reconcillation.

What are the identified risks®

+  To maximize the matching grant, con-
tributions intended for other purposes
are recorded as capital campaign
cantributions (aoouracy J allocation)

What are the refevant controfs#
Contributions intended for other purposes
could be misalocated to the capital
campaign and not be detected because of
& lack of monitardng controls. This absenca
of controls 15 also a fraud risk factor,

Potential fraud ritk

considered In assessing risks and designing the audlt
comprehensive):

Impact on the Audit Plan

The government agency funding the match-
iy grant may heok at the NFPO's Anantial
staternents as the basis for determining

the grant. This may reguire that materiality
for capital campalgn contributions be sed

at & lower amount than materiality for the
financial stabamants as a whola as the fund-
ing agency may have a lower tolerance for
misstatement than other users,

Tre awditer should review the sgrearment
between the funding agency and the NFPD
to understand the potential impact of the
agreament on the entity's accounting policies
and financial statements and to taka it into
account in the aud't plan.

Ta test existence, a sample of trensactions
should bae drewn from the general ledger
detall and traced back 1o the Excel spread-
sheet and the supporting documentation o
ansure it has been appropriately classified.
The combination of reduced materiality

level and higher risk would result in a larger
sampla size than £ would b |F thers wara na
matehing grant.

The lack of audit trafl for unsolicited gen-
aral donatlons would réguire the sudlibor to
confirm directly with donors 1o verily their
intentions,

Fraud conslderation: The suditor should
discuss spacific risks with managament and
those charged with governance b idemtify
unbgue controls that may have baan imple-
mented in response Lo the risk of overstate-
ment of capital donatione. The audit teams
risk discussion should alse inchade this fraud
risk, and tearmn members should take par-
ticular care in executing tests of details

and evaluating results.
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Risk Assessment Considerations

{Inherant and Control Risks) Impact on the Audit Plan

What are the identiffed risksr Impact on the audit would be similar to that

+  Contributions are not recorded described in e Case Study 1.
{complateness).

What are the refevant controlsr

As identified In Case Study 1, having &
single person dealing with the receipt of
contrbutions would Increass tha risk of

misappropriation.
Potential fravd risk

7.4 Risks Related to Cash Contributions
In many cases, NFPOs conduct fundraising activities involving cash (i.a.,
in cash or by cheque) contributions for which a clear audit trail may not
exist, thereby increasing risk of material misstaterment from unrecorded
contributions. When an audit trail cannot be established, the auditor may
need to gualify the audit report because the completenass of revenuea from
fundraising activities is not susceptible to satisfactory audit verification. This
modification does not absolve an auditor of the responsibility to test othar
relevant assertions relating to cash contributions.

Most Nkely area of risks for cash contribwtions:
= Contributions could be misappropriated throwgh theft or lost (completeness)

Relevant controls related to cash contributions may inchede:

= Use af pre-numbered receipts

Cash colactions should always ba counted by at least two peopia,
Cheques collections thould always be compiled by at least two people.
Cash-and-chegues boses should be locked and secured.
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Case Study 3: Capital Campailgn Involving Fundraising
Activities (Cash Donations)

This case considers how different fundraising activities involving the
collection of cash can affect the audit, This case will consider cash
collections related to charity events, raffles and coin drives. Assume
that all the transactions streamns highlighted below are material to
the organization.

Case Facls

A local charity conducts annual fundraising events that includes a:

1. gala dinner

2. silent auction

3. cash donation appeal at public community events, with can=
vassers passing out information about the charity and asking
for loose-coin donations

Systems Description
Fundraising activities are tracked as follows:

«  Tickets for the gala
Tickets for the gala are pre-numbered and scld through a
network of individuals, with ticket distribution and subsequent
collaction of payments tracked by the organizing committae.
The organizing committee then submits the receipts of the pay-
ments made (cash and cheques) to the administrative assis-
tant for deposit. On the date of the event, unsold tickets ara
collected and promotional tickets identified to provide a final
count of tickets sold. The accounting clerk records the revenues
in the general ledger. The accounting manager then reconciles
the number of tickets sold to revenues in the general ledger
account [control].
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Silent auction

Silent-auction donations are tracked on an Excel spreadsheet
as donations are received and sorted into items for the auction.
&n the night of the sale, the final bid for each lot is recorded in
the Excel spreadsheet, along with the payment method, which
includes cash, cheque and credit card payments. Cash is col-
lected and counted by two individuals on the night of the avent
and submitted to the administrative assistant for deposit. Sales
from the silent auction are reconciled back to cash deposits
and the general ledger account by the accounting manager
[control].

Cash canvassing

Cash canvassing activities take place at community events such
as festivals and parades. Two-person teams distribute flyers
advertising the organization’s services and collect donations

of loose change using pre-numbered sealed collection cans.
The cans are collected at the end of each event and reconciled
to the number of cans issued to ensure all cans are collected
[contral]. A two-person team unseals the cans, counts the con-
tents and compiles the cash deposit [contral]. The cash deposit
is made by the administrative assistant the following day and
the sccounting manager records the transaction.
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Factors that may be considered In assessing risks and designing the audlt
pmmmmﬂﬂrhmtcﬁmpmw

1. Fundralsing through ticket sales related to the gala

Risk Assessment Considerations

(Inherant and Control Risks) Impact on the Audit Plan

What are the identifed rizksF Ther auditor may conclude that the complaba=

«  Ticket sales are not recorded, cash B8 | ness assertion can be tested through rellance
misappropriated (completeness). o the accounting managers reconciliation,

TN | Aneratively, the ticket sales may be verifi-

able through substantive analytical proce-
What are the relevant controls? dures based on the number of avallable seats
The accounting managers's reconciliation and the sale price of the tcket. For exampla,
of tickats soid to recorded revenues pro= It the event sold out, thicket sales could ba
vidas a monitaring control. Segregation of | estimated based on the total numbar of
duties s achieved as the individual record- | tickets and the sale price for each ticket.

ing the balance In the general ledger doas
not have custody of the thekats and doas Froud risk considerations: Fundraising evants
not collect cash. genarally result in thckets baing distributbed
through an extensive network of Individuals.
When there 5 a significant number of tdekets
of tickets are not pre-nembered, it would be
undikely that controls could be implamented
to provide assuranct over completenass,

2, Silent auction collections

Risk Assessment Considerations

{Inherant and Control Risks) Impact on the Audit Plan

What are the identiffed risks? The auditor may conclude that the com-

«  Silent auction sales are mot phateness assartion can be tested theough
recorded, cash is misappropriates the rellance on the acceunting manager's
{completaness). reconclliiations. The accuracy of the compila-

tien would be tested by cormparing entries to

IR | the supparting bid sheats.

‘What are the refevant controls? Fraud considerstions: |f the reconciliations
Tracking of silent-awction ftems provides are net deemed to be redable, there may

an immentory listing of amounts avallable ba o other procedures the auditor could

for sale and can provide & basis for ensur- | perform o obtain sufficient appropriate audit
ing the completenass of sales by recencll- | evidence. A qualification for completeness of
ing the sales listing to the general lediger. fundralsing revenuses would llkely be required
in the auditor's report.

Thve acceptance of cheque or credit cand
payments alse provides an audit trall of
the payments.
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3. Cash collectlons derlved from coln drives at public events

Risk Assessment Considerations

(inherent and Control Risks)

What are the fdentifed risksP
= Cash coliectons are misappropriated
{ocomplateness).

Potential fraud rizk

What are the relevent contrals?

+  Collecton contaliners are sacured and
monitored for completenass (pre-num-
bered, sealed collection Hns are col-
lected at the end of each event and are
reconciled ta the number of tins issued,
o anzure that all dns are collecked).

+«  Adeguate segregation of duties is
achisved by ensuring thatl cash s
handied by two=parson taams at the
collection podnt and in saparating
the compilation of the deposit from
recording the deposit in the accounting
feConds.

Impact on the Audit Plan

The reconcifation of the tin-can count and
the contral over the cash count may pro-
vide a sufficlent audit trail for concluding
on the completenass assertion with respact
o cash collections. For exarmple, In a large
event the awditor may attend

the cash count to cbsarve the conlrols

In place.

Fraud considerations: In the absance of
controls, it would be unlikely that audit
procedures could be designed to provide
sufficiant appropriate audit evidenca for
the completeness assertion. The auditor's
report may requine a gualification.
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Risks Related to Pledges

A pledge is a promise to contribute cash or other assets to an NFPO. Like
any other receivable, a pledge can be recognized only if it meets the recog-
nition criteria (i.e., the amount to be received can be reasonably estimated
and its ultimate collection is reasonably assured). Whether or not a pladge
will be collected often depends on factors outside an organization's control,
such as current economic conditions and the continued goodwill and ability
to pay of those making the pledge.

In many cases, pledges would not meet the criteria for recognition and,
therafore, would not be recognized until the pledged assets are actually
recaived. Organizations that hold large, annual fundraising campaigns
might, however, be able to establish reliable estimates of the realizable
value of pladges based on historical results. An organization would consider
the recurring nature of pledges and, where relevant, the length of time
before pledges fall due in assessing whather there is reasonable assurance
about what proportion of outstanding pledges will be collected. The uncer-
tainty associated with pledges due more than a year from the reporting
date would often be so great as to preclude their recognition.

Beguests are a spacial form of contribution realized on the death of a
donor when the estate is settled. Given the considerable uncertainty
regarding both the timing of the receipt and the amount that will actually
be received, the recognition criteria will not be satisfied and the bequest
will not be recognized until the amount and timing can be reasonably esti-
mated. For example, because of the uncertainty of their timing, designated
life insurance proceeds are generally not recognized until they are received.

The mast Hkely area of risk for pledges:
+  uncollactable pledges recognizad as contributions {occurrence of revanue and valu-
ation of pledge receivables)

Relevant controls related to pledge receivables may include:

= manitering activities, such as revidwing aged receivables, to endure the assumplions
usad are reasonable
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Case Study 4: Capital Campaign Involving
Multi-Year Pledges

Case Facls

An organization's capital campaign is the responsibility of the direc-
tor of membership and public relations and consists of a direct-mail
campaign and targeted donor requests. The campaign solicits dona-
tion pledges over a three-year period. Larger pledges from corpo-
rate sponsors have been formally documented in letters of agree-
ment and supported by credit checks [control]. Other pledges are
documented through a negative confirmation letter the organization
has prepared that sets out the terms of the pledge and requests
danors to advise the organization if the information is incormect.

Conations from the direct-mail campaign are received with an
accompanying pledge form. Targeted donations are supported by

a pledge cammitment, which the membership and public relations
director submits to the accounting clerk once all of the required
sign-offs have been obtained. The accounting clerk records all capi-
tal donation pledges in the receivables module of the accounting
systemn. Annual pledges are set up as separate receivables, with due
dates relating to the annual anniversary date of the pledge [contral].

Subseguent collections are recorded through the receivables mod-
ule. On a monthly basis, the controller reviews the aged-receivables
listing to identify slow-paying donors that require follow up [con-
trol] and the receivables general ledger detail to ensure all manual
adjustments to receivables are approved [control]. At period-end,
an allowance for uncollectable pledges is recorded by applying
management's realization rates to future receivables. The account-
ing clerk prepares the initial calculations, which the controller then
reviews and approves [control ]
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‘When recording revenuas related to pledges receivalblea, manage-
ment determines the realization rate for pledges receivable based on
information obtained by polling other local organizations that have
conducted similar capital campaigns in the community. Manage-
ment believes that the criteria to establish recognition of the pledges
receivable have been met, The compilation of the realization rates is
thaen reviewed with the finance committes [key control].

Risk Assessment Conslderatlons
{Inherent and Control Risks)

Impact on the Audlt Plan

What are the identifed rizks?

«  Pledges are recognized as revenuas
aven though they may not be collect-
able (existence of revenuas, valuation
of recehvablas).

H!ui' are the refevant controls?
Management has determined appropri-
ate criveria for establishing reasonable
ratas for estirmating collectabiiity. Tha
finance committes reviess the rates.

Credit checks are performed for corpo-

rata donors.

The guditor will need o BES83S [Ne reBSCN-
ableness of management’s assumptions in
determining realizathon rates, and whether
tha underlying data | & relevant basa for
tha curmant situation.

Because there are credit checks on corpo-
rate sponsars, the auditor may determine
that corporate pledges ang mora rad-

ably collectable than donathons from tha
general public, and may undertake different
approaches to testing the two classas of
pledges receivable.

The auditor should consider management's
axperience with establishing reliable esti-
mates based on histodcal information.
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Risk Assessment Considerations
{Inherant and Control Risks)

What are the fdentifed rizksP
+  Pladges are not collected in a subsa-
quent period (complateness),

What are the refevant controlsr

The controller's monthly review of aged
receivables provides a monitaring control
over collection processes to ensune Shaps
ane taken to collect overdua accounis.

Impact on the Audit Plan
The auditor would assass aged receivalbles

against subseguent collections in consbder-

ing potentially impaired accounts.

Froud considerations: ‘While the segrega-
ton of dutles i3 iInappropriate, the controls
astablched by the controllers oversight of
adjustmants rmay ba sulficient to mitigata
the fraud risk to an acceptable leval. Tha

auditor should review the recaivables gen-
What are the identified rizksF aral ledger for unusual credit activities.

=  Pladge paymeants are misapproprated

Potentisl froud risk

What are the relevent contrals?

The controlbes’s review of the general-led-
ger detalls provides a monitaring contral o
ansure that adjustments are autharizad.

7.6 Risks Related to Donations in Kind

in the normal course of operations, an NFPO may consume a significant
amount of resources that could include contributed sarvices and materi-
als. Often these contributions are not recorded because of record-keaping
and valuation difficulties. For example, services contributed to board and
committee work and to support fundraising events may not be recognized,
because they cannot be reasonably estimated.

When an NFPD receives contributed services or materials, and its account-
ing policy provides for the recognition of such items, they should be recog-
nized (at thelir fair value) only when that amount can be reasonably esti-
mated and when the materials and services are used in the normal course
of the organization's operations and would otherwisa have been purchased,

Tha most likely areas of risk for donations in kind:

= Donabed materials and services may not be recognized in accordance with the
antity’s accounting palicies (completenass).

*  Donated materials and services could be recopnized at incorrect valuas (valuation),
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Relevant controls related to donations in kind may include:

+ processes for immediate recording of donated matarials

+  supervision of donated materials to prevant theft

+  segragation of dgutles betwaan recalpt of goods and bookiceaping
+*  policies and processes for valuation of donated tems

In assessing risks relating to gifts in kind, an auditor should consider
whether an entity has implemented formal valuation processes for
determining falr value,

Are you golng to need an expert for your audit?

Arcas commonly requiring an expert Includie:

» deifined benefit plans requiring valuations from
actuaries
assel retirement obligations requiring estimations
of restoration costs

*» apprafsal values for gifts in kind

in aszembiing the engagement tearn for an NFPO pudit, an
auditor may find they need to engage an Individusl or an
organization in a fleld of expertize ather than accounting or
auditing to assizt them In abtsining sufficient appropriste
audit evidence (CAS 620 will apply). The NFPO itself may
afzo hire exports to determine the amounts of cerfaln tems
ir itz financial statements (CAS 500 will appiy).
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Case Study 5: Donations In Kind for a Community
Art Centre

This case explores audit issues that can be triggered by donations
in kind contributed to an NFPO.

Case Facls

A community art centre has a mission to support the local arts
community through education and promotion, It offers art classes
to schools and the general public. The centre receives contributions
of art supplies from various sources that are used in delivering
educational programs.

System Description

The education director manages the contributions of art supplies.
Supplies are used in the normal course of the centre’s business and
it is the centre's policy to value these items to provide a true rep-
resentation of the full costs of its programs. The education direc-
tor logs donated supplies and assesses values based on catalogue
market prices. The valuation is sometimes less than list price, as
donated supplies may not always be of the samea quality as pur-
chased supplies because retailers often donate products that are
nearing or past their expiry dates. Donations of supplies (often left-
over materials from student projects) may be dropped off directly
at the studio without the education director's knowledge, At year-
end, a count is performed to record all items on hand.
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Factors that may be considered In assessing risks and designing the audlt
mmmmmmw

Donations of supplies:

Risk Assessment Considerations

(Inherant and Control Risks) Impact on the Audlt Plan

What are the identified risks? Thee valuation of supplies would Hkaby B
«  Syupplies are cverstated in value, result- | tested through tests of details relating o
g in ovarstatemant of revanuas and inventory costing. The auditor will need o

axpanses (valuation) consider whethar an assesemant was mada
of both the conditon and falr value of the
‘What are the relevant controls? supplles.

Mone kdentified.

Is the entity you are auditing a charitable organization?

Charltable organizations are granted the abliity to Infer tax
benefits to contributors by the issvance of charity recelpts.
Non complfance with CRA reguirements can result [n
significant negative consegquences, Including loss of thelr
charitable status that could impair the organizations’

ablifty to continue operatfons. Donation recelpting rules
are tricky, particularly where services are involved. Ensure
that you are familiar with the reguirements.

For Informatlfon an donation recelpting, go to the CRA
website, click on the "Charfties and ghving™ tab and look
for the “Gifting and Recelpling™ section.

7.7 Risks Related to Other Revenues
In a not-for-profit environment, the term "cther revenue” often refers to
payments received in exchange for a benefit conferred. This includes
payments such as user fees, rents and sponsorships. Audit approaches
to assessing risk and designing audit procedures would not differ from
approaches taken for similar types of revenues in for-profit organizations.
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Hnﬂﬂﬂyrﬁﬂrﬂufﬂfuﬂ'mu
usar feas, such as foe for service, Wwitions and admissions, wil not be charged or
collected {complateness, valuation)

+  pihar revenues, such as parking and food servicas, will not ba recorded

(completoness)
+  mambership dues may not be Inwolced, or may bae recognized in the incorrect
perind (compietenass, allocation)

Redevant conthols related bo other revenoess may include:

»  segregation of duties between provision of service snd collection of fees
= automated processes to ehoure transactions are posted and recorded acourataly
*  monitoring controls such 88 review of recaivables and budget to actual analysis

Case Study 6: Professional Association with Significant
Membership Revenues

This case examines some of the [ssues associated with other
revenues in the context of a professional association.

Case Facls
A professional association with a June year end charges dues to its

mambers along with other pay-for-use chargas. All memberships
ranew at the end of the calendar vear, which doas not coincide
with the organization’s year end. Members joining the association
are charged a pro-rated amount in their first year (e.g., a member
joining in Movember will be charged for two maonths in the first
year), Dues vary for different types of memberships, with student
and senior members receiving a discounted rate.
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Systerm Description

The membership database retains historical information for each
member and is used to generate renewal notices, which are sent
out to all active members by either emall or regular-mail reminder,
based on the member's preference. Onoe the invoices have been
generated, a data file is prepared and downloaded to the organiza-
tion's accounting system through a customized alectronic intar-
face, and payrments are then processed in the accounting system’s
receivables module [contral].

Payments can be made onling with a direct deposit or credit card
payment, or mailed in with a cheque or credit card payment. Onling
payments are interfaced with the accounting system via a dally
upload. The receptionist and bookkeeper log the mailed-in pay-
menkts. The bookkeeper prepares the deposit, reconciles cheques to
the mailed-in log and updates the receivables module. The accoun-
tant reviews the aged receivables listing monthly to ensure overdue
amounts are pursued [control].

Changes in a member's status are communicated to member-
service representatives, who are responsible for updating and main-
taining the information in the membership database. Student mem-
berships change to regular membership when students receive
thelr certificate of assoclation. Senior memberships are updated

by the system based on the member's date of birth,

The membership database is an off-the-shelf program that was
customized for the organization’s needs when it was Implemented
several years ago. The custom interface between the membership
database and the accounting system was designed by a third-party
consultant who works with the internal IT department to ensure
that updates to the membership program are compatible with the
interface. The accounting system is an off-the-shelf program with
no customizations.

At year end, the accountant records the deferred membership fees
85 a year-end adjusting entry.




7.0 Assessod Risks at the Assertion Lovel

Factors that may be considered In assessing risks and designing the audlt
comprehensive):

plan ¢this list is not

IT conslderatlons for processing membership fees

Risk Assessment Considerations
{Inharant and Control Risks)

What are the identified risksF

= Membership reverues are not
recorded appropriately In the system
{completaness, accuracy).

What are the refevant confrols?
Automated controls within the membar-
ship database ensure that memibers ara
charged tha correct amounts. The intar-
face updates tha nancial reconds,

Impact on the Audit Plan

Because membership fees ar Invoioed oy
the membership database. it 5 a companent
of tha accounting system. An arror in the 1T
systam affecting transaction processing will
alffect every relevant transaction. Therefore,
a control-rellance approach s warranted and
contrals over the IT application systems and
the IT enviranment showld be tested,

in taskting automated controls ovar mamber-
ship feas in the system, a small number af
test ransactions may be su*icient to estab-
lish that the controls are effective.

Changes to the IT systemn may have a parva-
sive impact on automated controls. The audl-
tor should be alert to any changes or up<dates
mada to the IT systems from the tirme the
gygharm controls ware a5t estad,

What are tha fdentified risks®
=  Membaership fees ane not collected
fwaluation of mecehvabies).

What are the relevant controls?
Maonitoring conlrols over aged receiv-
ables would provide oversight of the
collections procoss,

e L L A R B L L TR

Given that the risk of non-collection is spe-
cific to the period-end date, the auditor will
Iealy nat rely on contrals but will parfarm
tests of details over aged recehvables.

Deferred revenues related to membership fees

Risk Aszessment Considerations

(Inherent and Control Risks)

Impact on the Audit Plan

What are the identified risks?
Deforred reverses are insccurataly
recorded (aceuracylL

What are the relevani confrols¥
Mone identified.

The gccountant’s caloulations will likely not
b subject bo spacific monitadng controls
athar than tha review of overall financial
reporting by TCWG. As the calculations are
entered only onoe a year, the auditor will
likely respaond with tpecific pracedures to best
underiying data and re-compubs the amounts.
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Risks Related to Expenses

When an organization accepts a restricted contribution, it enters into a duty
of care to ensure that the contribution is used for the purposes stipulated
by the restriction. Whenever an auditor encounters restricted contributions,
there is an inherent risk that the funds may be used for a purpose other
than what was intended, or may not be used at all.

Risks of material misstatement of expenses also arise due to increasead
public scrutiny. For example, extravagant travel expenses and inappropriate
contract tendering can significantly damage an entity's reputation and its
ability to secure funding in the future. An auditer may need to design audit
responses specific to the sansitive account balances that may otherwisa be
considered immaterial.

The amount of fundraising and administrative expenses, particularly in the
case of charities, can influence donors’ perceptions of an NFPO's effective-
ness in delivering its programs. This creates a management bias to minimize
such costs. When auditing charities, an auditor should be sensitive to how
expenses are coded and allocated when coming to a conclusion on the fair
presentation of the costs associated with fundraising and administrative
activities.

Are employee axpense reports a significant transaction
stream for the organization?

Expenses on employee expense reports offen give rise

to reputational risk as there is greater sensfitivity to
relmbursement of Inappropriate expenses. Ensure this has
been considered in assessing risk at the assertion level.




7.8.1

70 Assessod Risks at the Assertion Lovel

Expenses Related to Restricted Contributions

The nature of a contribution can create incentives to inaccurately record
expensas. For example, consider ministry funding of programs deliverad

by an NFPO {e.g. a service agency). This type of funding is often pro-
vided based on pre-approved budgets containing stipulations that unspent
amounts be refunded to the ministry. Furthermore, subsegquent budgets
may be based on historical levels of expenditures. The agency risks reduced
funding in the future if it does not spend its entire allotted budget in the
current year. These factors may create pressures to overstate accruals at
period-end when budgets have not been fully utilized.

Where ministry funding Is for multiple stand-alone programs delivered by

a single agency, there is a further risk related to the allocation of expenses.
Expenses for programs running at a deficit could be redirected to programs
running at a surplus to “fund® the deficit programs. When an organization
manages multiple programs, it must allocate administrative expenses across
those various programs. Tha way these expenses are allocated may also be
susceptible to manipulation.

Hﬂﬂrumﬂmmmmm
expenses do not match the appropriale restricted contribubions.

*  pROgrAFT expénses ane understatod and propaid expenses overstated (because the
prograrm is in deficit).

»  program expenses and accruad llabilities are overstated (bacause the program |s in
surplus).

= inappropriste pro-rating of expenses sllocated across programs.

Relevant controls for program expenses may include:

=  program expenses related to restricted contriputions included in the entity's anmual
budgat and maonitored on a pariedic basls

purchasing policles that provide for expanditure limits by job function

controls over the authorization of purchases

menitoring controls over expenditures

manitoring of financial position and actual results o budget by TEWS
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Case Study 7: Government Grants Provided to Fund
Annual Programs

This case explores the risks associated with disbursing restricted
contributions and examinas how ministry restrictions can create
management bias. The case also examines issues related to allocat-
ing expenses across multiple programs.

Case Facls

An organization receives annual funding from a provincial ministry
to run five programs operating out of three locations. Each pro-
gram is funded by a specific, unique budget and any surplus (i.e.
any unused funding) must be repaid to the ministry on an individ-
ual program basis. Although the NFPO can request that a surplus
from one program be used to fund a deficit in another, this must ba
approved by the ministry. The organization is centrally structured,
but because the programs are delivered from several locations,
cartain program and administrative expenses must be allocated
across programs. The ministry reviews budget-to-actual results on
a quarterly basis, Annually, budgets are created for each program
and approved by both the board and the ministry [controf].

Systemn Description

Program expenses consist mainly of wages, with lesser amounts
relating to occupancy costs, program supplies and consulting
services. The accounting manager books period-end adjustments
for accrued expenses on a quarterly basis to coincide with internal
reporting to the board.

Direct program expenses are autharized by each program’s direc-
tor. Invoices are approved by the program directors before being
submitted to accounting for payment. Program directors cannot
approve expenses for other programs,

Direct wage allocations are based on the programs to which indi-
vidual employees are assigned. Where employeeas work on multiple
programs, their time is pro-rated across the various programs. An
Excel Spreadsheet is used to create payroll entries and calculate
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allocations for individual employees across different programs. The
allocations are determined by program directors and the execu-
tive director when programs are renewed and,/for staffing changes
occur. The allecations are communicated to the accounting man-
ager, who ensures the payroll worksheet is updated for the most
recent rates [control]l. The administrative assistant updates the
payrall entries in the Excel spreadsheet,

The administrative team consists of the executive director, an
accounting manager and an administrative assistant. Administrative
expenses, which include wages, office and |IT charges and consult-
ing services, are charged to the programs based on the proportion
of an individual program’s direct wages over total direct wagas.
Cccupancy charges are allocated based on the pro-ration of the
total square footage by program. The treasurer reviews the alloca-
tion rates on an annual basis when the budget is prepared [con-
trol]. The accounting manager books allocation entries for admiinis-
trative and occupancy costs on a quarterly basis.

The program directors or accounting manager may authorize
expenditures to certain limits. Expenditures in excess of those limits
{e.g., significant capital expenditures and long-term contracts)
require the approval of the executive director or the board [con-
trol]. There is no purchase-order system in place. Expenditures are
subject to monitoring controls when the involces are submitted for
payment in that all expenses are paid by cheque, and all cheques
require two signatures, of which one must be either the executive
director or the treasurer. The cheque stub includes posting informa-
tion that identifies account allocations, Supporting documentation
is attached to the cheques before they are submitted for signature
[contral].
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Program directors review actual expenditures to budget on a
manthly basis and discuss results with the executive director. The
financial position and budget-to-actual results are presented to the
board of directors on a guarterly basis [control].

Factors that

Program expenses

Risk Assessment Considerations

may be considered in assessing risks and desighing the audit
plan Cthis Nst is not comprehensive):

{Inherant and Control Risks)

mrnmmwm
Expenses are coded to the wrong
program (etthar in armor or deliiber-
ately o menage sunpluses and deficits
in the individual pregrams) (accuracyy’

allocation).
Pataniial fraod rlek

H!ui' are the refevant controfs?
Budgets are utilized to estabiish over-
all spanding limits.

L] Exponce policies set out levals of
authorization.

+ Disbursements are subject to monitoe-
ing controls when cheques are signed.

«  Board cversight exists for monitoring
expendinures and financial results.

Impact on the Audit Plan

The auditor should be familiar with minis-
try funding agreements, including speaific
accounting gubdedines. Managament blas
should e evaluated based on the praliml-
nary operating results of the programs
(e, programs in deficic and in surplus),

Whera fests of detalls are performed, the
auditor should be alert o inaporopriate
acocount code allocations. For a recorded
expensa, consideration should also be
given as to whether the irmodce details are
consictent with the nature of tha expanss
code and the program invelved.

Frawd conslderations: The team meating
gholld consider managamant bias and
identily spacific accounts that may ba
more susceptible Lo misstatemant.

What are the identifed rsks?

s Allocated exponses are manipulatod
to move surpluses to program with
deficits faccuracy / allocation),

What are the refevant controls?®
Allacations ane determined through varl-
ous levels of review, The methodology for
apglying allocations {e.g. a5 a percentage
of dirgct wagas) is consistently applied
from ypoar o yoar.

Allecations should be applied in & ConEis-
tent manner. Tha auditor should under-
stand the methodology and enswre It is
congistently applied. As it is unlilely thal
relying on controls will reduce the level of
work reguired to test the allecations, the
auditor wolld Ikely not adoot a control-
rellance approach,

MAllscations are normally tested by énsur-
ing the accuracy of tha inputs and recom-
puting the calculations,
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7.8.2 Fundralsing Expenses
Fundraising expenses include costs associated with specific fundralsing
evants, such as galas and golf tournaments, and costs associated with
fundraising activities, such as direct-rmall campaigns. In some cases, these
activities can be combined with other NFPO activities, such as putting a
donation form on the back of a newsletter containing resource and back-
ground information about the organization. In smaller organizations, boards
often take on fundraizsing activities and the sxpenses comprise direct costs
only. In larger organizations, designated staff might manage larger-scala
fundralsing activities.

External users of financial statements, particularly donors, often evaluate
the extent of administrative and fundraising expenses as a measure of the
organization’s efficlency in meeting its mandate. External users also have
an Interest in how the fundraising costs compare to fundraising revenueas.

Most kel areas of risks for fundraising expenses:
Fundiraising expensas arg not properly reconded (accuracy / allocation).

- Fundraising expenses are not appropriately disclosed when the entlty reports its
axponsos by function (prasantation).

L Fundraising revenues and expenses are reported on a net basis when they should
be reported at gross (presentation).

Relevant controls related to fundralsing expanses may inchude;

= controls over the authorization of purchases

=  moenitoring controls over expenditures

*  manitoring of financlal position and actual results to budget by TOWS

For turther guldance on fundralsing, refer to the CRA"S

Gulde Fundralsing by Registered Charities.
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Case Study 8: Fundraising Expenses

This case considers sama of the complexitias associated with iden-
tifying and recording expenses for fundraising activities, particularly
when they are embedded within an organization's other activities.

Case Facls

A charitable organization has a mandate to provide support pro-
grams for individuals affected by a medical disorder and to pro-
mote general awareness of the condition among the public. The
NFPO employs a director of development who has the dual respon-
sibilities of executing the organization's marketing efforts to ensure
fundraising targets are met and to incorporate public education
into the organization's communications. Fundraising and public
education costs are separate line items on the financial statements,
with both line items being material to the financial statements. The
NFPO decided to classify its expenses by function.

Crgnizational activities to achieve fundraising and educatianal
goals include:

»  Operating information booths at local community events to
promote awareness and donations. The booth is staffed by
resgurce persgnnel from the centre who are knowledgeable
about the clinical mattars that the center deals with. Donations
may be collected, with corresponding donation receipts issued
immediately.

. Operating an annual lottery with the assistance of an extarnal
marketing company. The organization pays a fixed fee plus
a percentage of net proceeds for the marketing company’s
services.




7.0 Assessod Risks at the Assertion Lovel

Systermn Description

The director of development co-ordinates the marketing and
fundraising activities. This director reports to the executive direc-
tor. The board of directors includes a sub-committee responsible
for the oversight of marketing activities. A marketing budget is
prepared annually that includes fundraising targets (revenues and
costs), Actual results to budget are reviewed by the sub-committes
on a quarterly basis, or after the end of each significant fundraising
activity [control].

For accounting purposes, costs associated with specific activi-
ties are accumulated into specific accounts in the general ledger.
Activities related to public education and fundraising are reported
as separate line items in the financial statements. Appropriate
authorization and approval has been established for the process-
ing of transactions [control]. The accounting manager meets with
the director of development at the end of each marketing activity
to assess allocations between public education and fundraising
[contral]. The director of development’s wages are split among
the activities, based on the approved allocation by the fimance
committee,
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Factors that may be considered In assessing risks and designing the audlt
comprehensive):

plan (this list is not

Fundralsing expensas

Risk Assessment Considerations
(Inherant and Control Risks)

What are the identified risks?

«  Fundralsing costs ane allocated 1o
ottvar functians within the organiza-
tion (accuracy / aliecation).

Hl'.hl are ithe refevant controls?
Fundralsing costs are budgeted

annually and subject to pericdic
ravlew by TOWGS,

Transactonal conirels are in placa
1o BnsUre pUrchases are aporopr-
ately authorized and appropriately
processad.

+  Management reviews of activities
o determing allocalions among
functions.

Impact on the Audlt Plan

All of the activities |isted abova may ba
considered o contain elernants of fundralsing
and public aducation, although, i the casa

of the booth, the fundraising component may
be considared immaterial and, In the case of
the lottery, the public education component
may be negligible. Allocating costs bebwesn
fundradsing and educational objecthves may
e highly subjective and supporting evidence
may ba difficult to obiain. For the direct-mail
marketing materials, the relative cost of the
aducational component compared to tha fund-
ralsing compenent could be used as a basis
for the aliocation.

Where activithes ane recurring in nature, alleca-
tions would be expected to be prepared ina
conslgtent manner. Audit procedures should
include recalculation to aEsess mechanical
accuracy and comparability with allecation
rates used in prior perlods.

As the allocations are prepaned by man-
agament, which may have a blas to report
axpertes as public education rather than fun-
draising expensas, a control-rellance approach
would Hialy not be appropeiate.
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Assertions

Even though only certain assertions are discussed in this Guide, all relevant
assertions need to be addressed in the audit of an NFPO, These assertions
are summarized in the following table.

Short
Assertions Form

MNature of

Transaction or
Event

Account Balances
at the Period End

Presentation and
Disclosure

Oeccurrenca / | E

Transacitions and

Antels, liebllises, and

Disclosed avenis, Trans-

axistence avanos that have nat assels exist, actions, as well as other
baan recordad have matters, have ooourred
ooourred ang per- and pertain 1 the antiby.
tain 1o the antity.

Completeness | C All transactions All assats, labflities and | All disclosures that should
and gvents that net assets that should have been included in the
should have boen havie been recorded financial stabaments have

Rava béan recorded, besn included.

recordad have baan
recorded.




Audits of Hot-for-Profit Organizations: Risk Assessmant under Canadian Auditing Standards

Mature of
Short Transaction or Account Balances Presentation and
Assartlons Form Event at the Perlod End Disclosiire
ACCUrscy A Amounts and other | — -
data relating to
recorded transac-
tions and evenks
have baan recorsed
appropriately.
Cut-aff Transactsons and - -
avents have been
recorded in tha
carrect accounting
period.
Classification Transaciions and - -
avants have been
racorded in the
progar accounts.
Classification — — Firancial infarmation s
and under- appropriately presenbed
standability and describad, and
disclosures are clearly
axNprassed.
Rights and = Tha entity holds or Disclosed avents. transac-
ohbligations contrgls the rights to tions and other mat-
assets, and liabilities are | fers have occurred and
the obdigation of the partain to the antity,
antity,
Valuation and | W - Aszets, liabilites, and Financial and other
allocation S/ nat assets are included | information s disclosed
ACCUrssy = tha finandcial state= fairty and at appropriate
and valation ments at appropriate armounts.
amounts and any resull-

ing valuation or alloca-
tion adjustments ane
appropriately recorded.




APPENDIX B
Sources of Revenues
for an NFPO

An NFPO's sources of revenues can be designated into two broad categories:
contributions and other revenues, Contributions are a type of revanue unique bo
MNFPOs, defined as "a non-reciprocal transfer to a not-for-profit organization of
cash or other assets or a non-reciprocal settlement or cancellation of its liabilities.”
Examples of contributions are donations, government funding, grants and forgiv-
able debt. Contributions can be directed to the general purposas of the organiza-
tion or may be restricted to specific purposes; regardless, they do not confer a
benefit to the contributor.

Other revenues result from reciprocal transfers of assats or, in other words, trans-
actions in which an NFPO confers a benefit in exchange for a payment. Com-
mon sources of revenues for an NFPO include parking charges, user feas and

sponsorships.

Payments to an NFPD are not always clearly differentiated betweean thasa two cat-
egories, For example, fees paid by members of an NFPO sports club clearly confer
a benefit to members through their participation in the club; however, membership
fees for charitable organizations that confer marginal benefits to their membears,
such as a discounted entry fee, may be considered to be more in the nature of a
contribution.

103
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The following decision tree depicts categorizing and recording revenues:

Favanue for tha NFPO when

Benrafit Is conferred Mo penafit s conferred
Recognize revenya in accordance Recognize revanue In accordance
with CEA Canada Hanobook — with CB4 Canada Hanghoolk —
Accounting = Part |1, Accouniing = Part |1,

Saction 3400, Reveruss Section 4430, Contributions —
Revanua recognition
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APPENDIX C

Fund Accounting,
Restricted Fund Method
and Deferral Method

Fund accounting is a method of segregating resources into categories (e, funds)
to identify both their source and use. An organization's objectives in applying fund
accounting include:

+ demonstrating accountability and stewardship of the entity’s resources
«  determining financial condition

» planning and budgeting purposas

« evaluating organizational and managerial performance

»  determining and forecasting cashflow(s), and

« facilitating communications

Funds are defined in either an organization's by-laws or its policies. In either case,
they should set out the intended purpose for each fund and identify the person
in the organization who has responsibility and autharity for the funds.



Audits of Hot-for-Profit Organizations: Risk Assessmant under Canadian Auditing Standards

The following table lists examples of restricted funds and their purposes.

Mature of

Mame of Fund Possible Purpose of the Fund Restriction

Capdtal fung To report contributons and expenses ralated to the | External
constrection of a facility, often accompanied by a
targeted fundraising campalgn

Resarye funds To allocabs resources 1o be set aside For unanticl- [rbeiral
pated expenditures or to ensure continued cash
flows during perigds of deficit arising from Auctua-
tians in the econamy

Beguest or trusts funds | To segregate special classes of coniributions that External
are designated to the custody of a spaecial commit-
tee or board fo.g.. trustess)

Rasearch funds To report special projects that may have distinet External / Invermal
purposes and specific funders and partners

Scholarship funds Ta report contributions, Imvestment income and Extarnal
axpensas attributabla to scholarship distributions

Endowrnent funos To report contributions, investrment frncome and Extarnal

allecations rasulting from endowment fund dana-
thons intended to ba held as the NFPO%s capital for
an extended period of time

The requirement for fund accounting could be imposed externally by funders or by
internal restrictions reflecting strategic decisions of the NFPO's board.

The decision for private NFPDs to apply fund accounting according to CP4 Canads
Handbook - Accounting, Part [l has a direct Impact on revenue recognition, as the
application of the restricted fund method of accounting for contributions is avail-
able as an option only to organizations that have implemented fund accounting.
When an NFPD chooses not to apply fund accounting, by default it must account
for contributions using the deferral method.

Restricted fund method of

racording contributions
Fund accounting YES
Defarral mathod of
NO — mpgording contributions
| Defarral mathod of

recording contributions
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Restricted Fund Method of Accounting

for Contributions

The following decision tree summarizes the requirements in CP4 Canada Hand-
book —Accounting, Part lll, Section 4410, Contributions —Revenue Recognition,
for the restricted fund mathod of accounting for contributions.

Restricted fund method
Endowmaent Restricted Unrestricted
contribution contribution contributicn
Racognize as Recognize as
ravenue of tha ravenue of the
erndowment fund ganeral fund
Appropriate Mo approgriabe
rastricted fund rastricted fund
Recognize as revenue Recogniza in the genaral
al the approgriabe fund in secordance with
restricted fund the deferral meathod
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Deferral Method of Accounting for Contributions

The following decision tree summarizes the requirements in CP4 Canada Hand-
book-Accounting, Part I, Section 4410, Contributions — Revenue Recognition,
for the deferral method of accounting for contributions.

Daferral Method
Endowment Restricted Unrestricted
coniribution coniribution contribution
+ -
Recognize as direct Hecognize as
increasa in rat assats revenig in the
in the currant paried curmant pariad
| | | |
For axpensas of For axpansas of For purchase of For the repayment
the current period a future period capital assets of dabt
Reccgnioe as Befar and Dafer and recognize as Recognize based
revenus in tha recognize as revenue on the same on purpose of
curmant period revenug in the basis as the tha dabt
sama pariodis) amgrtization expanse
as the related ¥ not amortized,
EXDENSRE Are recognize as direct
recognized increases in nat assats

Fund Reporting— Interfund Transfers and Balances
Transfars between restricted and / or unrestricted funds during a reporting period
do not result in increases or decreases in an NFPO's economic resources as a whole
and, therefore, they are reported in the statement of changes in net assets rather
than in the statement of operations. Allocations of revenues and expensas between
funds made when an organization first recognizes the revenues or expenses are not
considered to be transfers. Under the restricted fund method, however, unrestricted
revenues wauld be recognized initially in the general fund and would only be allo-
cated to restricted funds by way of interfund transfer.
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Judgment needs to be exercised in determining the level of disclosure to provide
for interfund transfers. For example, it may not be necessary to disclose individual
transfers. It may be appropriate to aggregate and disclose as a single amount any
interfund transfers that are similar in nature.

Interfund transfers should be presanted in the statemant of changes in net assets,
The amount and purpose of interfund transfers during the reporting period should
be disclosed. The amounts, terms and conditions of interfund loans osutstanding at
the reporting date should be disclosed.

When an NFPO presents its financial statements using a mult-column farmat, inter-
fund loans and advances would be presented in individual funds and eliminated in
the totals column of the statement of financial position. When using a single-column
approach, the only disclosure of interfund loans and amounts receivable would be
made in the notes to the financial statements.






APPENDIX D

FAQs for Auditors

The following table provides a summary of all the questions that were addressed

in this Guide:
Sectlon Gueastlon
| 22 Legislative emdronment Is the NFPO incorporated under an Act that has been
'? changed or amendad?

L) Engagemaent risks What are the engagement risks for your NFPO audit?

1Hmﬂmlﬂlﬂ o ] | Are there any independence issues? If 5o, what are your
? safeguards to mitigate theas thraats?
| 5.2 Determining whether = | | #&re there any significant risks that require special audit
identifiad risks are signifi- 7 considerations for the NFPO audit, considaring your
cant risks = undarstanding of the entity?

G.2 Risks related to frowd How and where might an NFPO's financial statements
be susceptible to material misstatement due to frawd

and how might frowed occur?

6.3 Ritka ralated bo laws and
regulations

Has the NFPD clearty identified the laws and regulattons
that have & signiflcant impact on its oparations?

| [~

6.5 Risks related to the use
of sarvice crganizations

Does the NFPO use the services of service organizathons?

"~
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Section Gueastion

5.6 Ricks aszociated with | Arg there related-party relatkonehips and transacticns?
related-party relationships | '?
and transactions

Hava you identified any events or conditions that may
cast significant doubt on the NFPO's ability to continue
a5 a going concerm’

6.7 Golng-concarn
considerations

M you have [dentified svents or condlitions that may cask
significant doubt on the HFPO's ability to continue as &
going concarn, does 8 material uncertainty exist?

.20 Presumption of frawed risk
in revanue recagnition

¥iou must presume that there are fraud risks related to
revanua recegnition. If you heve concluded that this
presumption doas not apply In a particular casa, have
yvoul included the reasons for that conclusion in vour audit
documentation?

NEEE
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Other Resources

Relevant to Auditing

NFPO Financial Statements

Avallable on the CPA Canada website, at cpacanada.ca:

L

Reporting Implications of New Auditing and Accounting Standards

Client Briefing for Auditors— The Importance of Effective Two-Way Communica-
tion between the Auditor and the Clhient (e, Those Charged with Governance)
FAQG for Auditors — Questions Auditors Frequently Ask When Implementing CAS
Reguirements Related to Communications with Those Charged with Governance
Implermentation Tool for Auditors — Communications between the Auditor and
Those Charged with Governance: Whatl, When and How?

FAG for Auditors—Are You Sure You Don't Have fo Apply CAS 6007

Tool for Auditors —Group Auditors” involvermert with Component Auditors:
What, When and Haw?

Audlit Client Briefing —How Can Group Management Promote Effective

Group Audits?

Implementation Tool for Auditors —Auditing Accounting Estimates under CASs:
What, Why and How?

Anatomy of a 12-Hour Audit of Micro-Entities Using International Standards

on Auditing

A Guide to Financial Statements of Not-for-Profit Organizations: Questions

for Directars fo Ask

Improved Annual Reporting by Nolt-for-Profit Organizations
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Auditing and Assurance Bulletin— Undlerstanding internal Controf Relevant
to the Audit— The Function of a8 Walk-Through

Practical Ways to Improve the Exercise and Documentation of Professional
Skepticism in an ISA Avdit

Waeabinars

L

Practitioner's Puise Webinar—A Quick Summary of Key Developments Affecting
Your Practice

Other Resources

Canada Revenue Agency (CRA) website on Charities (www.cra-arc.gc.ca
chrts-gvng/chrts/menu-eng.html)

CRA’'s Guide Fundraising by Registered Charities

Guide to Canadian Independence Standard (2009 Update)
(www.albertacas.ca/docs/governing-documents/
guide_to_new_independence_as_at_2009.pdf?sfvrsn=2)

Transition Guide for Federal Nob-for-Profit Corporations, by Industry Canada
(www.ic.gc.calelc/site/cd-dge.nsffeng/h_cs04954. htmi)


www.ic.gc.ca/eic/site/cd-dgc.nsf/eng/h_cs04954.html
www.albertacas.ca/docs/governing-documents
http:www.cra-arc.gc.ca
https://www.cra-arc.gc.ca/ chrts-gvng/chrts/menu-eng.html
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