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MATERIAL WEAKNESS – INTERNAL CONTROL OVER FINANCIAL REPORTING  
 
As we reported to you last year, we are required to communicate to you about your internal 
controls. In theory, a properly designed system of internal control staffed with enough people 
with sufficient training would provide your organization with the ability to not only process and 
record monthly transactions, but also to prepare a complete set of annual financial statements. 
Most of our clients do a good job of processing and recording monthly transactions. However, 
very few have the skills or the time needed to prepare annual financial statements. 
 
The definition of a material weakness in internal control includes consideration of the year end 
financial reporting process. To avoid the auditor reporting a material weakness in internal 
control, your system of controls would need to be able to accomplish the following: 
 

1. Present the books and records to the auditor in such a condition that the auditor is not 
able to identify any material journal entries as a result of our audit procedures. This is 
very rare for most of our clients. 

 
2. Be capable of preparing a complete set of year end financial statements for the auditor to 

test. Currently, almost all of our clients have us prepare the financial statement 
document. This includes drafting the individual fund statements, making conversion 
entries, drafting the government-wide statements, and preparing footnote disclosures. 
Your staff would need to be capable of presenting the auditor with a set of complete 
financial statements in such a condition that the auditor is not able to identify any 
material changes as a result of the audit. 

 
To accomplish such a high level of internal control over financial reporting is a difficult task for 
most governments. Many large organizations, such as SEC companies, have been required by 
law to prepare their own statements for years, and are staffed appropriately to do so. Most 
governments operate with only enough staff to process monthly transactions and reports, and so 
rely on us to prepare certain year end audit entries and handle the year end financial reporting. 
Under the new auditing standards, we must, therefore, inform you that these are material 
weaknesses in your internal control. 
 
 
MATERIAL WEAKNESS – INTERNAL CONTROLS  
 
As you are likely aware, we performed your current year audit following a lot of new 
requirements. We asked for a large amount of information about your accounting process and 
controls. We then performed a number of new audit procedures and inquiries including 
evaluating the effectiveness of those controls over various transaction cycles. As a result of this 
new additional work we did, we are able to provide to you information about where your controls 
over transactions either do not exist, or could be improved. 
 
Below is a list of potential controls that should be in place to achieve a higher level of reliability 
that errors or irregularities in your processes would be discovered by your staff. Our procedures 
identified that these controls do not currently exist for the City of Madison. Keep in mind that 
some of these controls may not be practical due to staffing/resource limitations or other reasons. 
However, we are required to communicate these to you. In addition, as you make changes within 
your organization, and we continue to rotate audit procedures, more controls of this kind will 
likely be communicated to you. 
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MATERIAL WEAKNESS – INTERNAL CONTROLS (cont.) 
 

CONTROLS OVER ACCOUNTS RECEIVABLE/RECEIPTS 
 

1. There is no adequate review of the reconciliation of the receipts subsystem to the general 
ledger. 

 
CONTROLS OVER SPECIAL ASSESSMENTS 

 
1. Adjustments to the account balances should be approved by someone who does not have 

access to the special assessment system. 
 

CONTROLS OVER FINANCIAL REPORTING 
 

1. Account reconciliations should be performed by someone independent of the processing 
of transactions in the account. 

 
ENTITY-WIDE CONTROLS 

 
1. A formal fraud risk evaluation process should be in place. This is a control process that 

should exist and be performed by either a newly created audit committee or a finance 
committee. 

 
Because this is all relatively new information, a next step might be to have a designated person 
in your organization review these potential controls and make a suggestion on your community’s 
ability and cost (including time) to implement some or all of them.  
 
 
INFORMATION TECHNOLOGY  
 
As part of the 2007 audit, we were required to identify the processes in place that provide a 
controlled information technology (IT) environment for the applications, supporting systems and 
infrastructure determined to be critical to the financial statement audit. We documented the 
processes in place for each of the three main areas of focus: manage changes, logical access 
and IT operations. We then assessed the design effectiveness of each of these processes and 
noted the following opportunities to strengthen the city’s IT controls. 
 
The city does not have a formally documented change management process. We recommend 
that the city develop formal change management procedures for all program changes, upgrades, 
system changes, and maintenance. Additionally a standard form (paper or electronic) should be 
used to request, record and facilitate all changes. 
 
Network passwords are complex and are forced to change every 60 days. Consider applying the 
same criteria at the application level. 
 
Access rights should be reviewed at least once a year by management to ensure users don't 
have access beyond their job responsibilities and segregation of duties is maintained. 
Documentation of this review should be maintained. 
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INFORMATION TECHNOLOGY (cont.) 
 
Server room access is restricted by card access rights. The card access system is maintained by 
the county. City personnel should review, at least annually, the list of individuals with access to 
the server room. Server room access reports should also be reviewed regularly to monitor who is 
accessing the server room and when. 
 
A formal IT job schedule should be created to identify all IT operations including batch jobs to 
ensure the organization maintains reliable applications. 
 
 
INFORMATIONAL POINTS 
 
 PROPOSED GASB CHANGES 
 
The Governmental Accounting Standards Board (GASB) continues to propose changes to 
governmental financial reporting. There is one issue which is being studied at this time which will 
likely affect your financial statements in the future. 
 
This is a proposed change to the definitions used for fund balance reporting.  
 
The GASB is considering changes to fund balance reporting to make it easier for the reader of 
financial statements to determine reserved fund balance vs. designated fund balance vs. 
undesignated fund balance. Three different methods of presenting fund balance are being 
considered. The final standard for these changes has been delayed. Last year at this time it was 
projected to be out in final the fourth quarter of 2007. Now the final document is expected to be 
issued in the fourth quarter of 2008. 
 
Last year we noted that this project also included a change in the definition of fund types that 
would likely impact many governments that uses special revenue, debt service, and capital 
project funds. GASB continues to discuss ways to make the definitions of the various fund types 
more meaningful. However, the prospect of widespread reductions in the number of funds that 
you maintain has greatly diminished from a year ago.  
 
The impact of these changes is not clear at this time. We will keep you informed as we find out 
more information. 
 

GASB NO. 51:  ACCOUNTING AND FINANCIAL REPORTING FOR INTANGIBLE ASSETS 
 
Governments possess many different types of assets that may be considered intangible assets, 
including easements, water rights, timber rights, patents, trademarks, and computer software. 
 
Statement No. 51 requires that all intangible assets be classified as capital assets (except for 
some that are specifically excluded). Accordingly, existing authoritative guidance related to the 
accounting and financial reporting for capital assets should be applied to these intangible assets, 
as applicable.  
 
That means that you should treat costs incurred for intangible assets the same as you would 
treat costs incurred for other capital assets like a truck or building. Intangible assets will be 
written off over their useful life (using amortization). 
 
You are also required to implement the new rules retroactively. That means if you have 
intangible assets that were acquired in previous years, you will need to go back and determine 
those costs so that you can record the asset and amortization currently. Assets with indefinite 
useful lives (such as easements) and internally generated software are exempt from the 
retroactive calculation. 
 
These new rules are effective for your year ending December 31, 2010. We can assist you with 
the details of the accounting aspects of this requirement at the appropriate time. 
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PRIOR YEAR’S POINTS 
 
 INTERNAL SERVICE FUND DEFICIT 
 
The city should consider using another fund type for those internal service funds such as 
worker’s compensation where the intention is not to recover all costs, including depreciation, 
through user charges. 
 
 Status (12/31/07) 
 
At December 31, 2007, the worker’s compensation fund had a deficit balance of $2,784,777. This 
fund should be evaluated on its appropriate classification as an internal service fund. A deficit 
fund balance in internal service funds is not consistent with generally accepted accounting 
principles.  
 
 NEW AUDITING STANDARD – STATEMENT ON AUDITING STANDARDS (SAS) NO. 114 
  The Auditor’s Communication with Those Charged with Governance 
 
As part of our audit of your financial statements for the year ended December 31, 2007, we were 
required to follow a significant new auditing standard, or rule. 
 
The new standard establishes requirements and provides guidance to an auditor’s 
communication with those charged with governance in relation to an audit of financial 
statements. The standard defines those charged with governance as the persons with 
responsibility for overseeing the strategic direction of the entity and obligations related to 
accountability of the entity. Most times in local government those charged with governance 
means the governing body.  
 
Among other things, the SAS directs the auditor to communicate with those charged with 
governance –  
 

• The auditor’s responsibilities under generally accepted auditing standards 

• An overview of the planned scope and timing of the audit; and  

• Significant findings from the audit. 
 
Regarding the last bullet point, significant findings from the audit, the auditor should 
communicate: 
 

• The auditor’s view about qualitative aspects of significant accounting practices 

• Significant difficulties, if any, encountered during the audit 

• Uncorrected misstatements 

• Disagreements with management, if any 

• Other findings or issues 
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PRIOR YEAR’S POINTS (cont.) 
 
 NEW AUDITING STANDARD – STATEMENT ON AUDITING STANDARDS (SAS) NO. 114 
  The Auditor’s Communication with Those Charged with Governance (cont.) 
 
Unless all of those charged with governance are involved in managing the entity, the following 
should also be communicated: 
 

• Material corrected misstatements 

• Representations the auditor is requesting from management 

• Managements consultations with other accountants 

• Significant issues, if any, arising from the audit, or subject of correspondence, with 
management.  

 
How does this impact the City of Madison? We are providing increased communications to you 
throughout the audit process. We have included a section in the back of this report to you 
covering the items noted above. The new requirements provide for two-way communication and 
are important in assisting the auditor and you with more information relevant to the audit. 
 
In addition, as this audit is concluded, we use what we have learned to begin the planning 
process for next year’s audit. It is important that you understand the following points about the 
scope and timing of our next audit: 
 

a. We address the significant risks of material misstatement, whether due to fraud or error, 
through our detailed audit procedures. 
 

b. We will obtain an understanding of the five components of internal control sufficient to 
assess the risk of material misstatement of the financial statements whether due to error 
or fraud, and to design the nature, timing, and extent of further audit procedures. We will 
obtain a sufficient understanding by performing risk assessment procedures to evaluate 
the design of controls relevant to an audit of financial statements and to determine 
whether they have been implemented. We will use such knowledge to:  
 
• Identify types of potential misstatements. 
• Consider factors that affect the risks of material misstatement. 
• Design tests of controls, when applicable, and substantive procedures. 
 
We will not express an opinion on the effectiveness of internal control over financial 
reporting or compliance with laws, regulations, and provisions of contracts or grant 
programs. For audits done in accordance with Government Auditing Standards, our report 
will contain the following restriction: “This report is intended solely for the information and 
use of the client’s management, others within the County, federal and state awarding 
agencies and pass-through entities and is not intended to be, and should not be, used by 
anyone other than these specified parties.” 
 

c. The concept of materiality recognizes that some matters, either individually or in the 
aggregate, are important for fair presentation of financial statements in conformity with 
generally accepted accounting principles while other matters are not important. In 
performing the audit, we are concerned with matters that, either individually or in the 
aggregate, could be material to the financial statements. Our responsibility is to plan and 
perform the audit to obtain reasonable assurance that material misstatements, whether 
caused by errors or fraud, are detected. 
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PRIOR YEAR’S POINTS (cont.) 
 
 NEW AUDITING STANDARD – STATEMENT ON AUDITING STANDARDS (SAS) NO. 114 
  The Auditor’s Communication with Those Charged with Governance (cont.) 
 
We are very interested in your views regarding certain matters. Those matters are listed here: 

 
a. We typically will communicate with your top level of management unless you tell us 

otherwise. 

b. We understand that the City Council has the responsibility to oversee the strategic 
direction of your organization, as well as the overall accountability of the entity. 
Management has the responsibility for achieving the objectives of the entity. 

c. We need to know your views about your organization’s objectives and strategies, and the 
related business risks that may result in material misstatements. 

 
d. Which matters do you consider warrant particular attention during the audit, and are there 

any areas where you request additional procedures to be undertaken? 

e. Have you had any significant communications with regulators? 

f. Are there other matters that you believe are relevant to the audit of the financial 
statements? 

 
Also, is there anything that we need to know about the attitudes, awareness, and actions of the 
City concerning: 
 

a. The City’s internal control and its importance in the entity, including how those charged 
with governance oversee the effectiveness of internal control? 

b. The detection or the possibility of fraud? 
 
We also need to know if you have taken actions in response to developments in financial 
reporting, laws, accounting standards, governance practices, or other related matters, or in 
response to previous communications with us. 
 
With regard to the timing of our audit, here is some general information. If necessary, we may do 
preliminary audit work during the months of October-December. Our final fieldwork is scheduled 
during the spring to best coincide with your readiness and report deadlines. After fieldwork, we 
wrap up our audit procedures at our office and may issue drafts of our report for your review. 
Final copies of our report and other communications are issued after approval by your staff. This 
is typically 6-12 weeks after final fieldwork, but may vary depending on a number of factors. 
 
Keep in mind that, while this new communication may assist us with planning the scope and 
timing of the audit, it does not change the auditor’s sole responsibility to determine the overall 
audit strategy and the audit plan, including the nature, timing, and extent of procedures 
necessary to obtain sufficient appropriate audit evidence. 
 
This is a lot of information to absorb, and we realize that you may have questions on what it 
means, or wish to provide other feedback. We welcome the opportunity to hear from you. 
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REQUIRED COMMUNICATION TO THOSE CHARGED WITH GOVERNANCE 
 
 OUR RESPONSIBILITY UNDER AUDITING STANDARDS GENERALLY ACCEPTED IN THE UNITED 
   STATES OF AMERICA, OMB CIRCULAR A-133 AND THE STATE SINGLE AUDIT GUIDELINES 
 
As part of the audit we obtained an understanding of the entity and its environment, including 
internal control, sufficient to assess the risks of material misstatement of the financial statements 
and to design the nature, timing and extent of further audit procedures. The audit was not 
designed to provide assurance on internal control or to identify deficiencies in internal control. 
 
As part of obtaining reasonable assurance about whether the financial statements are free of 
material misstatement, we performed tests of the City of Madison’s compliance with certain 
provisions of laws, regulations, contracts, and grants. However, the objective of our tests was 
not to provide an opinion on compliance with such provisions. 
 
We also considered internal control over compliance with requirements that could have a direct 
and material effect on a major federal or major state program in order to determine our auditing 
procedures for the purpose of expressing our opinion on compliance and to test and report on 
internal control over compliance in accordance with OMB Circular A-133 and the State Single 
Audit Guidelines. 
 
As part of obtaining reasonable assurance about whether the City of Madison’s financial 
statements are free of material misstatement, we performed tests of its compliance with certain 
provisions of laws, regulations, contracts and grants, noncompliance with which could have a 
direct and material effect on the determination of financial statement amounts. However, 
providing an opinion on compliance with those provisions was not an objective of our audit. Also, 
in accordance with OMB Circular A-133 and the State Single Audit Guidelines, we examined, on 
a test basis, evidence about the City of Madison’s compliance with the types of compliance 
requirements described in the U.S. Office of Management and Budget (OMB) Circular A-133 
Compliance Supplement and the State Single Audit Guidelines applicable to each of its major 
federal and state programs for the purpose of expressing an opinion on the City of Madison’s 
compliance with those requirements. While our audit provides a reasonable basis for our opinion, 
it does not provide a legal determination on the City of Madison’s compliance with those 
requirements. 
 
 OTHER INFORMATION IN DOCUMENTS CONTAINING AUDITED FINANCIAL STATEMENTS  
 
Our responsibility does not extend beyond the audited financial statements identified in this 
report. We do not have any obligation to and have not performed any procedures to corroborate 
other information contained in client prepared documents, such as official statements related to 
debt issues. 
 
 PLANNED SCOPE AND TIMING OF THE AUDIT  
 
We performed the audit according to the planned scope and timing previously communicated to 
you in our letter about planning matters dated February 4, 2008. 
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REQUIRED COMMUNICATION TO THOSE CHARGED WITH GOVERNANCE (cont.) 
 
 QUALITATIVE ASPECTS OF THE ENTITY’S SIGNIFICANT ACCOUNTING PRACTICES 
 
  Accounting Policies 

Management has the responsibility for selection and use of appropriate accounting policies. In 
accordance with the terms of our engagement letter, we will advise management about the 
appropriateness of accounting policies and their application. The significant accounting policies 
used by the City of Madison are described in Note 1 to the financial statements. No new 
accounting policies were adopted and the application of existing policies was not changed during 
2007. We noted no transactions entered into by the City of Madison during the year that were 
both significant and unusual, and of which, under professional standards, we are required to 
inform you, or transactions for which there is a lack of authoritative guidance or consensus. 
 
  Accounting Estimates 

Accounting estimates are an integral part of the financial statements prepared by management 
and are based on management's knowledge and experience about past and current events and 
assumptions about future events. Certain accounting estimates are particularly sensitive 
because of their significance to the financial statements and because of the possibility that future 
events affecting them may differ significantly from those expected. The most sensitive estimates 
affecting the financial statements were: 
 

1. The estimate of the self-insurance claims liability, which is based on a historical 
claims analysis and report prepared by the insurance actuaries. 

2. The estimate of the Other Postemployment Benefits (OPEBs) liability, which is based 
upon information provided to actuaries contracted with by the City. 

 
We evaluated the key factors and assumptions used to develop all of these estimates in 
determining that they are reasonable in relation to the financial statements taken as a whole. 
 
  Financial Statement Disclosures 

The disclosures in the financial statements are neutral, consistent, and clear. 
 
 DIFFICULTIES ENCOUNTERED IN PERFORMING THE AUDIT 
 
We encountered no significant difficulties in dealing with management in performing our audit. 
 
 AUDIT ADJUSTMENTS 
 
Professional standards require us to accumulate all known and likely misstatement identified 
during the audit, other than those that are trivial, and communicate them to the appropriate level 
of management. 
 
For purposes of this letter, professional standards define an audit adjustment as a proposed 
correction of the financial statements that, in our judgment, may not have been detected except 
through our auditing procedures. An audit adjustment may or may not indicate matters that could 
have a significant effect on the City of Madison’s financial reporting process. Matters underlying 
adjustments proposed by the auditor could potentially cause future financial statements to be 
materially misstated.  
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REQUIRED COMMUNICATION TO THOSE CHARGED WITH GOVERNANCE (cont.) 
 
 AUDIT ADJUSTMENTS (cont.) 
 
Certain audit adjustments we prepared were included in your financial statements. Copies of 
these adjustments are available from management. 
 
In addition, the attached schedule summarizes uncorrected misstatement of the financial 
statements. Management has determined that their effects are immaterial, both individually and 
in the aggregate, to the financial statements taken as a whole. 
 
The following audit adjustments, in our judgment, indicate matters that could have a significant 
effect on the City of Madison’s financial reporting process: 
 
   Amount 

 Adjustments to accounts receivable  $ 382,407
 Adjust capital contributions  204,731
 
 DISAGREEMENTS WITH MANAGEMENT 
 
For purposes of this letter, professional standards define a disagreement with management as a 
matter, whether or not resolved to our satisfaction, concerning a financial accounting, reporting, 
or auditing matter that could be significant to the financial statements or the auditor’s report. We 
are pleased to report that no such disagreements arose during the course of our audit. 
 
 CONSULTATIONS WITH OTHER INDEPENDENT ACCOUNTANTS 
 
In some cases, management may decide to consult with other accountants about auditing and 
accounting matters. If a consultation involves application of an accounting principle to the 
governmental unit’s financial statements or a determination of the type of auditors’ opinion that 
may be expressed on those statements, our professional standards require the consulting 
accountant to check with us to determine that the consultant has all the relevant facts. To our 
knowledge, there were no such consultations with other accountants. 
 
 MANAGEMENT REPRESENTATIONS 
 
We have requested certain representations from management that are included in the 
management representation letter. This letter is attached. 
 
 INDEPENDENCE  
 
We are not aware of any relationships between Virchow, Krause & Company, LLP and the City of 
Madison that, in our professional judgment, may reasonably be thought to bear on our 
independence. 
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REQUIRED COMMUNICATION TO THOSE CHARGED WITH GOVERNANCE (cont.) 
 
 INDEPENDENCE (cont.) 
 
Relating to our audit of the financial statements of for the year ended December 31, 2007, 
Virchow, Krause & Company, LLP hereby confirms in accordance with the Code of Professional 
Conduct issued by the American Institute of Certified Public Accountants, that we are, in our 
professional judgment, independent with respect to the City of Madison and provided no services 
to the City of Madison other than the audit of the current year’s financial statements and 
nonaudit services which in our judgment do not impair our independence. 

• Financial statement preparation 
• Adjusting journal entries 
• Tax 16 preparation 
• Allied drive housing market study 

 
 OTHER AUDIT FINDINGS OR ISSUES 
 
We generally discuss a variety of matters, including the application of accounting principles and 
auditing standards, with management each year prior to retention as the City of Madison’s 
auditors. However, these discussions occurred in the normal course of our professional 
relationship and our responses were not a condition to our retention. 
 
 
CLOSING 
 
This report is intended solely for the information and use of the finance committee and 
management and is not intended to be, and should not be, used by anyone other than the 
specified parties. 
 
We welcome the opportunity to discuss the information included in this letter and any other 
matters. Thank you for allowing us to serve you. 
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CITY OF MADISON 
 

SUMMARY OF PASSED ADJUSTING JOURNAL ENTRIES 
December 31, 2007 

 
 
 

 
  Financial Statements Effect – 
  Increase (Decrease) to Financial Statement Total 
       
      Excess of 
      Revenues Over
  Total  Total  Expenditures/ 
  Assets  Liabilities  Expenses 
       

Governmental Activities  $ - - $ (123,404)
Business-type Activities  - - (6,000)
General Fund  - (35,290) - 
Monona Terrace  -             - (6,000)
Remaining Funds   -  - (123,404)

 
 
 
 
 
 
 


















