
 
 
 
 
 
 
 
January 2, 2014 
 
 
 
The Board of Directors  
Caroline Islands Air, Inc. 
 
 
Dear Members of the Board of Directors: 
 
We have performed an audit of the financial statements of Caroline Islands Air, Inc. (CIA or the 
Company), a component unit of the FSM National Government, as of and for the year ended September 
30, 2013, in accordance with auditing standards generally accepted in the United States of America and 
(“generally accepted auditing standards”) have issued our report thereon dated January 2, 2014. 
 
We have prepared the following comments to assist you in fulfilling your obligation to oversee the 
financial reporting and disclosure process for which management of the Company is responsible. 
 
OUR RESPONSIBILITY UNDER GENERALLY ACCEPTED AUDITING STANDARDS AND 
GENERALLY ACCEPTED GOVERNMENT AUDITING STANDARDS 
 
Our responsibility under generally accepted auditing standards and standards applicable to financial 
audits contained in Government Auditing Standards, issued by the Comptroller General of the United 
States, have been described in our engagement letter dated September 11, 2013.  As described in that 
letter, the objective of a financial statement audit conducted in accordance with the aforementioned 
standards is: 
 
 To express an opinion on the fairness of the presentation in the Company’s basic financial 

statements and to disclaim an opinion on the required supplementary information for the year 
ended September 30, 2013 in conformity with accounting principles generally accepted in the 
United States of America (“generally accepted accounting principles”), in all material respects; 
and 
 

 To report on the Company’s internal control over financial reporting and on its compliance with 
certain provisions of laws, regulations, contracts, and grant agreements and other matters for the 
year ended September 30, 2013 based on an audit of financial statements performed in 
accordance with the standards applicable to financial audits contained in Government Auditing 
Standards. 

 
Our responsibilities under generally accepted auditing standards include forming and expressing an 
opinion about whether the financial statements that have been prepared with the oversight of 
management and the Board of Directors are presented fairly, in all material respects, in conformity with 
generally accepted accounting principles.  The audit of the financial statements does not relieve 
management or the Board of Directors of their responsibilities. 
 
We considered the Company’s internal control over financial reporting as a basis for designing audit 
procedures that are appropriate in the circumstances, but not for the purpose of expressing an opinion on 
the effectiveness of the Company’s internal control over financial reporting.  Accordingly, we do not 
express an opinion on the effectiveness of the Company’s internal control over financial reporting.  Our 
consideration of internal control over financial reporting would not necessarily identify all deficiencies 
in internal control over financial reporting that might be significant deficiencies or material weaknesses. 
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ACCOUNTING ESTIMATES 
 
Accounting estimates are an integral part of the financial statements prepared with the oversight of 
management and are based on management’s current judgments.  Those judgments are ordinarily based 
on knowledge and experience about past and current events and on assumptions about future events.  
Significant accounting estimates reflected in the Company’s 2013 financial statements include 
management’s estimate of the allowance for doubtful accounts, which is determined based upon past 
collection experience and aging of the accounts and management’s estimate of depreciation expense, 
which is based on estimated useful lives of the respective capital assets.  During the year ended 
September 30, 2013, we are not aware of any significant changes in accounting estimates or in 
management’s judgments relating to such estimates. 
 
UNCORRECTED MISSTATEMENTS  
 
Our audit of the financial statements was designed to obtain reasonable, rather than absolute, assurance 
about whether the financial statements are free of material misstatement, whether caused by error or 
fraud.  We have attached to this letter, as Appendices A and B to Attachment II, a summary of 
uncorrected misstatements aggregated by us during the current engagement and pertaining to the latest 
period presented that were determined by management to be immaterial, both individually and in the 
aggregate, to the financial statements taken as a whole.   
  
MATERIAL CORRECTED MISSTATEMENTS 
 
Material misstatements were brought to the attention of management as a result of our audit procedures 
and were corrected by management during the current period.  We have attached to this letter, as 
Attachment I, a summary of misstatements corrected by management. 
 
SIGNIFICANT ACCOUNTING POLICIES 
 
The Company’s significant accounting policies are set forth in Note 2 to the Company’s 2013 financial 
statements.  During the year ended September 30, 2013, there were no significant changes in previously 
adopted accounting policies or their application, except for the following pronouncements adopted by 
the Company: 

 
GASB Statement No. 60, Accounting and Financial Reporting for Service Concession Arrangements, 
which addressed how to account for and report service concession arrangements (SCAs), a type of 
public-private or public-public partnership that state and local governments are increasingly entering 
into.  The implementation of this statement did not have a material effect on the financial statements. 
 
GASB Statement No. 61, The Financial Reporting Entity: Omnibus, which improved financial reporting 
for governmental entities by amending the requirements of Statements No. 14, The Financial Reporting 
Entity, and No. 34, Basic Financial Statements - and Management’s Discussion and Analysis - for State 
and Local Governments, to better meet user needs and address reporting entity issues that have come to 
light since those Statements were issued in 1991 and 1999, respectively.  The implementation of this 
statement did not have a material effect on the financial statements. 
 
GASB Statement No. 62, Codification of Accounting and Financial Reporting Guidance Contained in 
Pre-November 30, 1989 FASB and AICPA Pronouncements, which enhanced the usefulness of its 
Codification by incorporating guidance that previously could only be found in certain Financial 
Accounting Standards Board (FASB) and American Institute of Certified Public Accountants (AICPA) 
pronouncements issued on or before November 30, 1989, which does not conflict or contradict GASB 
pronouncements.  GASB Statement No. 62 superseded GASB Statement No. 20, Accounting and 
Financial Reporting for Proprietary Funds and Other Governmental Entities That Use Proprietary 
Fund Accounting.  The implementation of this statement did not have a material effect on the financial 
statements. 



 
GASB Statement No. 63, Financial Reporting of Deferred Outflows of Resources, Deferred Inflows of 
Resources, and Net Position, which established guidance for reporting deferred outflows of resources, 
deferred inflows of resources, and net position in a statement of financial position, and GASB Statement 
No. 65, Items Previously Reported as Assets and Liabilities, which clarifies the appropriate reporting of 
deferred outflows of resources and deferred inflows of resources to ensure consistency in financial 
reporting.  These Statements amend the net asset reporting requirements in Statement No. 34, Basic 
Financial Statements - and Management’s Discussion and Analysis - for State and Local Governments, 
and other pronouncements by incorporating deferred outflows of resources and deferred inflows of 
resources into the definitions of the required components of the residual measure and by renaming that 
measure as net position, rather than net assets.  With the implementation of GASB Statement No. 63 and 
Statement No. 65, the Statement of Net Assets was renamed the Statement of Net Position.  In addition, 
the Statement of Net Position includes two new classifications separate from assets and liabilities.  
Amounts reported as deferred outflows of resources are reported in a separate section following assets.  
Likewise, amounts reported as deferred inflows of resources are reported in a separate section following 
liabilities. 
 
In April 2012, GASB issued Statement No. 66, Technical Corrections - 2012, which enhances the 
usefulness of financial reports by resolving conflicting accounting and financial reporting guidance that 
could diminish the consistency of financial reporting.  The provisions of this statement are effective for 
periods beginning after December 15, 2012.  Management has not yet determined the effect of 
implementation of this statement on the financial statements of CIA. 
 
In June 2012, GASB issued Statement No. 67, Financial Reporting for Pension Plans, which revises 
existing guidance for the financial reports of most pension plans, and Statement No. 68, Accounting and 
Financial Reporting for Pensions, which revises and establishes new financial reporting requirements 
for most governments that provide their employees with pension benefits.  The provisions in Statement 
67 are effective for financial statements for periods beginning after June 15, 2013.  The provisions in 
Statement 68 are effective for fiscal years beginning after June 15, 2014.  Management has not yet 
determined the effect of implementation of these statements on the financial statements of CIA. 
 
In January 2013, GASB issued Statement No. 69, Government Combinations and Disposals of 
Government Operations, which improves accounting and financial reporting for state and local 
governments' combinations and disposals of government operations.  Government combinations include 
mergers, acquisitions, and transfers of operations.  A disposal of government operations can occur 
through a transfer to another government or a sale.  The provisions in Statement 69 are effective for 
fiscal years beginning after December 15, 2013.  Management has not yet determined the effect of 
implementation of these statements on the financial statements of CIA.  
 
In April 2013, GASB issued Statement No. 70, Accounting and Financial Reporting for Nonexchange 
Financial Guarantees, which requires a state or local government guarantor that offers a nonexchange 
financial guarantee to another organization or government to recognize a liability on its financial 
statements when it is more likely than not that the guarantor will be required to make a payment to the 
obligation holders under the agreement.  The provisions in Statement 69 are effective for fiscal years 
beginning after June 15, 2013.  Management has not yet determined the effect of implementation of 
these statements on the financial statements of CIA. 
 
DISAGREEMENTS WITH MANAGEMENT 
 
We have not had any disagreements with management related to matters that are material to the 
Company’s 2013 financial statements. 
 
OUR VIEWS ABOUT SIGNIFICANT MATTERS THAT WERE SUBJECT OF 
CONSULTATION WITH OTHER ACCOUNTANTS 
 
We are not aware of any consultations that management may have had with other accountants about 
auditing and accounting matters during 2013. 



 
SIGNIFICANT FINDINGS OR ISSUES DISCUSSED, OR SUBJECT OF CORRESPONDENCE, 
WITH MANAGEMENT PRIOR TO OUR RETENTION 
 
Throughout the year, routine discussions were held, or were the subject of correspondence with 
management regarding the application of accounting principles or auditing standards in connection with 
transactions that have occurred, transactions that are contemplated, or reassessment of current 
circumstances.  In our judgment, such discussions or correspondence were not held in connection with 
our retention as auditors. 
 
OTHER SIGNIFICANT ISSUES DISCUSSED, OR SUBJECT OF CORRESPONDENCE, WITH 
MANAGEMENT  
 
Throughout the year, routine discussions were held, or were the subject of correspondence, with 
management.  In our judgment, such discussions or correspondence did not involve significant issues 
requiring communication to the Board of Directors. 
 
SIGNIFICANT DIFFICULTIES ENCOUNTERED IN PERFORMING THE AUDIT 
 
In our judgment, we received the full cooperation of the Company’s management and staff and had 
unrestricted access to the Company’s senior management in the performance of our audit. 
 
MANAGEMENT’S REPRESENTATIONS 
 
We have made specific inquiries of the Company’s management about the representations embodied in 
the financial statements.  Additionally, we have requested that management provide to us the written 
representations the Company is required to provide to its independent auditors under generally accepted 
auditing standards.  We have attached to this letter, as Attachment II, a copy of the representation letter 
we obtained from management. 
 
CONTROL-RELATED MATTERS 
 
We have issued a separate report to you, dated January 2, 2014, wherein no matters involving the 
Company’s internal control over financial reporting that were considered to be material weaknesses 
under standards established by the American Institute of Certified Public Accountants, and on its 
compliance with certain provisions of laws, regulations, contracts, and grant agreements and other 
matters were reported. 
 
We have communicated to management, in Appendix I, deficiencies in internal control over financial 
reporting that we identified during our audit. 
 

*  *  *  *  *  * 
 
This report is intended solely for the information and use of management, the Board of Directors, others 
within the Company and is not intended to be and should not be used by anyone other than these 
specified parties. 
 
Very truly yours, 
 
 



 

 

APPENDIX I 
 
 
SECTION I – DEFICIENCIES 
 
We identified, and have included below, a deficiency involving CIA’s internal control over financial 
reporting as of September 30, 2013 that we wish to bring to your attention: 
 
1. Social Security Tax 

 
Comment 1: The employee share of Social Security Tax ($1,330) was not deducted from an 
employee’s salary for 20 pay periods.  It appears that there was a failure of a system modification of 
deduction rates when the Company modified information on the accounting system.  
 
Comment 2: The employee share of Social Security Tax increased from 7% to 7.5% per quarter, 
effective January 1, 2013; however, such changes were not reflected in the accounting system and 
the wrong percentages (7%) and taxable wage ($6,000) were applied to an employee for three pay 
periods.  The aggregate difference was $3. 
 
Recommendation: The Company should establish procedures to achieve approximate modification 
and review of information generated from the accounting system. 
 
2.  Loan from Employee 
 
Comment: CIA borrowed $10,000 from an employee with $2,000 of interest to find emergency fund 
acquisition.  The effective interest rate appears to approximate 48%. 
 
Recommendation: The Company should consider whether an alternate standby loan should be 
obtained.  
 
3.  Cash Collection in Branch Office 
 
Comment: CIA discovered that the cash collections from the Chuuk Office were $545 less than the 
amount which should have been collected. The deposit of cash was delayed, and therefore, such was 
not detected timely.    
 
Recommendation: The Company should review cash collections daily. There should be a dual 
control in reviewing cash collections in branch offices. 
 
 
SECTION II - DEFINITION 
 
The definition of a deficiency that is established in AU 325, Communicating Internal Control 
Related Matters Identified in an Audit, is as follows: 
 
A deficiency exists when the design or operation of a control does not allow management or 
employees, in the normal course of performing their assigned functions, to prevent or detect 
misstatements on a timely basis. A deficiency in design exists when (a) a control necessary to meet 
the control objective is missing or (b) an existing control is not properly designed so that, even if the 
control operates as designed, the control objective is not always met. A deficiency in operation exists 
when (a) a properly designed control does not operate as designed, or (b) the person performing the 
control does not possess the necessary authority or competence to perform the control effectively. 
 
 

 
 



ATTACHMENT I



ATTACHMENT I, CONTINUED



ATTACHMENT II



ATTACHMENT II, CONTINUED



ATTACHMENT II, CONTINUED



ATTACHMENT II, CONTINUED



ATTACHMENT II, CONTINUED



ATTACHMENT II, CONTINUED



ATTACHMENT II, CONTINUED



ATTACHMENT II, CONTINUED



ATTACHMENT II, CONTINUED



ATTACHMENT II, CONTINUED




