AUDIT, REVIEW AND COMPILATION: HOW CPA REPORTS DIFFER

MANY COMPANIES PROVIDE THEIR FINANCIAL STATEMENTS, ALONG WITH A CPA’S REPORT,
TO LENDERS, INVESTORS, SUPPLIERS AND CUSTOMERS. INFORMED READERS OF THE REPORT
WILL GAIN VARIED LEVELS OF COMFORT BASED ON THE TYPE OF FINANCIAL STATEMENT
PROVIDED.

NOT ALL REPORTS ARE THE SAME. A CPA CAN PROVIDE DIFFERENT LEVELS OF SERVICE
RELATED TO A COMPANY’S FINANCIAL STATEMENTS.

THE THREE GENERAL LEVELS OF FINANCIAL STATEMENT SERVICE ARE AUDIT, REVIEW AND
COMPILATION. WHEN DO YOU NEED AN AUDIT? BUSINESSES SHOULD WORK WITH THEIR
EXTERNAL AUDITORS TO DETERMINE WHAT THEIR REAL NEEDS ARE SO THEY CAN DECIDE THE
RIGHT LEVEL OF SERVICE. IS THE NEED FOR THE FINANCIAL STATEMENT A DEBT COVENANT
REQUIREMENT? SHAREHOLDER USE? REGULATORY REQUIREMENT? PERFORMANCE
MEASUREMENT? OR PERHAPS COMPENSATION CALCULATION?

WITH A CLEAR UNDERSTANDING OF WHAT IS NEEDED, THE CORRECT DECISION CAN BE MADE
APPROPRIATELY WITHOUT WASTING RESOURCES.
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WHAT IS AN AUDIT?

AN AUDIT IS THE HIGHEST LEVEL OF FINANCIAL STATEMENT SERVICE A CPA CAN PROVIDE. THE
PURPOSE OF HAVING AN AUDIT IS TO PROVIDE FINANCIAL STATEMENT USERS WITH AN
OPINION BY THE AUDITOR ON WHETHER THE FINANCIAL STATEMENTS ARE PREPARED IN
ACCORDANCE WITH THE PROPER FINANCIAL REPORTING FRAMEWORK. AN AUDIT ENHANCES
THE DEGREE OF CONFIDENCE THAT INTENDED USERS, SUCH AS LENDERS OR INVESTORS, CAN
PLACE IN THE FINANCIAL STATEMENTS.

THE AUDITOR OBTAINS REASONABLE ASSURANCE ABOUT WHETHER THE FINANCIAL
STATEMENTS AS A WHOLE ARE FREE FROM MATERIAL MISSTATEMENT, AND WHETHER THE
MISSTATEMENTS ARE FROM ERROR OR FRAUD.

TO OBTAIN REASONABLE ASSURANCE, ITEMS ARE OBSERVED, TESTED, CONFIRMED,
COMPARED OR TRACED BASED ON THE AUDITOR’S JUDGMENT OF THEIR MATERIALITY AND
RISK. AFTER GATHERING APPROPRIATE EVIDENCE THROUGH THIS PROCESS, THE AUDITOR
ISSUES AN OPINION ABOUT WHETHER THE FINANCIAL STATEMENTS ARE FREE FROM MATERIAL
MISSTATEMENT.

AS AN ADDITIONAL BENEFIT, THE AUDITOR MAY BECOME AWARE OF SOME DEFICIENCIES IN
INTERNAL CONTROL OR WEAKNESSES IN THE ORGANIZATION’S SYSTEMS AND OFFER
SUGGESTIONS FOR IMPROVEMENT. SOME OF THE MORE IMPORTANT AUDITING PROCEDURES
INCLUDE:

. INQUIRING OF MANAGEMENT AND OTHERS TO GAIN AN UNDERSTANDING OF THE
ORGANIZATION ITSELF, INCLUDING OPERATIONS, FINANCIAL REPORTING AND KNOWN FRAUD
OR ERROR

"N, EVALUATING AND UNDERSTANDING THE INTERNAL CONTROL SYSTEM

. PERFORMING ANALYTICAL PROCEDURES AS EXPECTED OR UNEXPECTED VARIANCES IN
ACCOUNT BALANCES OR CLASSES OF TRANSACTIONS APPEAR

N, TESTING DOCUMENTATION SUPPORTING ACCOUNT BALANCES OR CLASSES OF
TRANSACTIONS

S, OBSERVING THE PHYSICAL INVENTORY COUNT

. CONFIRMING ACCOUNTS RECEIVABLE AND OTHER ACCOUNTS WITH A THIRD PARTY.

IDEALLY, AUDITORS WILL PROVIDE AN UNQUALIFIED, OR “CLEAN,” OPINION ON THE
COMPANY’S FINANCIAL STATEMENTS. AN UNQUALIFIED OPINION WILL CONTAIN LANGUAGE
SUCH AS “THE FINANCIAL STATEMENTS PRESENT FAIRLY IN ALL MATERIAL RESPECTS” AND “IN
CONFORMITY WITH ACCOUNTING PRINCIPLES GENERALLY ACCEPTED (GAAP) IN THE UNITED
STATES.

IF AN AUDITOR IS UNABLE TO RENDER AN UNQUALIFIED OPINION, A QUALIFIED OPINION MAY
BE ISSUED. SOME REASONS OPINIONS MAY BE QUALIFIED INCLUDE SCOPE LIMITATIONS AND
DEPARTURES FROM GAAP.
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A QUALIFIED OPINION DUE TO A SCOPE LIMITATION ALERTS THE READER THAT, EXCEPT FOR
THE MATTER TO WHICH THE QUALIFICATION RELATES, THE FINANCIAL STATEMENTS PRESENT
FAIRLY, IN ALL MATERIAL RESPECTS, THE COMPANY’S FINANCIAL POSITION. IF THE SCOPE
LIMITATION IS SEVERE ENOUGH, THE AUDITORS MAY DISCLAIM AN OPINION ON THE OVERALL
FINANCIAL STATEMENTS.

WHEN AN AUDITOR ISSUES A QUALIFIED OPINION, THE AUDITOR BELIEVES THE FINANCIAL
STATEMENTS ARE FAIRLY STATED IN ALL MATERIAL RESPECTS EXCEPT FOR A MATERIAL
DEPARTURE FROM GAAP. BUT THE AUDITOR HAS CONCLUDED NOT TO EXPRESS AN ADVERSE
OPINION.

HOWEVER, IF THE AUDITOR CONCLUDES THAT THE DEPARTURES FROM GAAP ARE SO
SIGNIFICANT THAT THE FINANCIAL STATEMENTS AS A WHOLE ARE NOT FAIRLY STATED, AN
ADVERSE OPINION MUST BE ISSUED. AN ADVERSE OPINION WILL INCLUDE LANGUAGE
DESCRIBING WHAT THE AUDITOR BELIEVES IS MATERIALLY MISSTATED IN THE FINANCIAL
STATEMENTS, AND THE EFFECTS OF THE MISSTATEMENTS. |F THE EFFECTS ARE NOT
REASONABLY DETERMINABLE, THE AUDITORS WILL STATE THAT.

WHAT IS A REVIEW?

A REVIEW ENGAGEMENT IS CONDUCTED TO PROVIDE LIMITED ASSURANCE THAT THERE ARE
NO MATERIAL MODIFICATIONS THAT SHOULD BE MADE TO THE FINANCIAL STATEMENTS FOR
THEM TO BE IN CONFORMITY WITH THE FINANCIAL REPORTING FRAMEWORK.

A REVIEW DIFFERS SIGNIFICANTLY FROM AN AUDIT. REVIEW ENGAGEMENTS PROVIDE LESS
ASSURANCE TO THE READER OF THE FINANCIAL STATEMENTS BECAUSE THE CPA DOES NOT
PERFORM MANY AUDIT PROCEDURES. THE BROAD REVIEW PROCEDURES REQUIRED TO BE
PERFORMED BY THE CPA ARE:

"N, INQUIRIES AS TO THE ACCOUNTING PRACTICES AND PRINCIPLES USED BY THE BUSINESS
S, PROCEDURES FOR RECORDING AND ACCUMULATING FINANCIAL INFORMATION
N, ACTIONS TAKEN AT OWNERS’ OR DIRECTORS’ MEETINGS

. WRITTEN REPRESENTATIONS FROM MANAGEMENT REGARDING THE ACCURACY OF ALL
INFORMATION GIVEN TO THE CPA

S, RECEIPT OF ALL RELEVANT INFORMATION BY THE CPA

S, MANAGEMENT’S RESPONSIBILITY FOR INTERNAL CONTROL

S, MANAGEMENT’S RESPONSIBILITY TO PREVENT AND DETECT FRAUD
S, KNOWLEDGE OF FRAUD

N, INFORMATION RELATED TO ANY SIGNIFICANT SUBSEQUENT EVENTS
N, ANALYTICAL PROCEDURES REGARDING COMPARISONS

. EXPECTATIONS DEVELOPED BY THE CPA OF RECORDED AMOUNTS
S, RATIOS FROM RECORDED AMOUNTS

N, PLAUSIBLE RELATIONSHIPS OF RECORDED AMOUNTS
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THESE ANALYTICAL PROCEDURES PROVIDE BETTER UNDERSTANDING OF KEY RELATIONSHIPS
AMONG CERTAIN NUMBERS. THIS UNDERSTANDING GIVES MORE ASSURANCE ABOUT THE
REASONABLENESS OF THE FINANCIAL CONDITION PRESENTED IN THE FINANCIAL STATEMENTS.
BASED ON THE INQUIRIES AND ANALYTICAL PROCEDURES, THE CPA IS ABLE TO EXPRESS ONLY
LIMITED ASSURANCE THAT THERE ARE NO MATERIAL MODIFICATIONS THAT SHOULD BE MADE
TO THE FINANCIAL STATEMENTS FOR THEM TO BE IN CONFORMITY WITH THE APPLICABLE
FINANCIAL REPORTING FRAMEWORK. BECAUSE A REVIEW ENGAGEMENT IS SUBSTANTIALLY
LESS INTENSIVE IN SCOPE THAN AN AUDIT, THE CPA CANNOT EXPRESS AN OPINION ON THE
FAIRNESS OF THE FINANCIAL STATEMENTS TAKEN AS A WHOLE.
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WHAT IS A COMPILATION?

IN A COMPILATION ENGAGEMENT, THE OBJECTIVE IS TO ASSIST MANAGEMENT IN PRESENTING
FINANCIAL INFORMATION IN THE FORM OF FINANCIAL STATEMENTS WITHOUT UNDERTAKING
TO PROVIDE ANY ASSURANCE THAT THERE ARE NO MATERIAL MODIFICATIONS THAT SHOULD
BE MADE TO THE FINANCIAL STATEMENTS SO THEY WILL CONFORM TO THE ACCEPTABLE
FINANCIAL REPORTING FRAMEWORK. BECAUSE OF THE EVEN MORE LIMITED SCOPE OF
COMPILATION PROCEDURES, THE CPA’S REPORT WILL NOT EXPRESS AN OPINION OR PROVIDE
ANY ASSURANCE REGARDING THE FINANCIAL STATEMENTS.

A COMPILATION INVOLVES (1) GAINING A GENERAL UNDERSTANDING OF YOUR BUSINESS,
ACCOUNTING PRINCIPLES USED AND FINANCIAL REPORTING SYSTEM AND (2) PRESENTING
FINANCIAL INFORMATION IN THE ACCEPTED FORMAT OF PROPER FINANCIAL STATEMENTS. THE
CPA EXPRESSES NO ASSURANCE ABOUT THE ACCURACY OF THE FINANCIAL STATEMENTS
PRESENTED. THE REPORT ATTACHED TO THE FINANCIAL STATEMENT EMPHASIZES THAT THE
SERVICE IS A COMPILATION.

WHILE INDEPENDENCE IS REQUIRED AT THE OTHER LEVELS OF SERVICE, THE CPA DOES NOT
HAVE TO BE INDEPENDENT OF YOUR ORGANIZATION TO PERFORM A COMPILATION. THE
REPORT MUST STATE THAT THE ACCOUNTANT IS NOT INDEPENDENT.

FURTHER OPTIONS LIE WITHIN THE COMPILATION LEVEL OF SERVICE. THE COMPILATION
REPORT MAY BE A FULL DISCLOSURE REPORT WITH COMPLETE FOOTNOTE EXPLANATIONS OF
CERTAIN AMOUNTS AND POLICIES CONTAINED IN THE FINANCIAL STATEMENTS. OR, THESE
OTHERWISE REQUIRED DISCLOSURES MAY BE OMITTED. OMISSION OF THIS INFORMATION IS
NOT PERMISSIBLE UNDER THE OTHER LEVELS OF SERVICE.

IT IS IMPORTANT TO FIND THE PROPER BALANCE BETWEEN THE COST OF THE CPA’S SERVICES
AND THE LEVEL OF ASSURANCE THE USERS OF THE FINANCIAL STATEMENTS REQUIRE.
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