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This chapter discusses a variety of activities that occur near the end of an audit.

Audit of contingencies

FASB No. 5 requires the following for loss contingencies

	
	Can loss be reasonably estimated?

	Likelihood of Occurrence
	Yes
	No

	Probable
	Accrue
	Disclose

	Reasonably Possible
	Disclose
	Disclose

	Remote
	Neither accrue or disclose
	Neither accrue or disclose


Therefore, near the end of the audit the auditor conducts special procedures to detect contingencies:

Examples of contingencies - see p. 652.

Procedures for detecting contingencies - - see p. 652.

Since many contingencies involve litigation, there is a special standard for corroborating information about litigation, claims, and assessments with the client's attorney.

Lawyers' Letters
There are two general categories of litigation, claims, and assessments (LCAs):

· Asserted claims - charges have been filed of threatened.

· Unasserted claims - a possible claim exists, but no potential claimant has exhibited awareness.

FASB No. 5 applies to both of these.

The client's attorney can provide information about asserted claims in two ways.

"Long Form" - approach is based on Figure 19-1.

· Client draws up a list of asserted LCAs.

· Letter asks the attorney to comment on the completeness of the information the client provides.

· If an asserted LCA is missing from the list, the lawyer can disclose it to the auditor.

"Short Form" - approach is based on Figure 19 - 3.

· Client asks attorney to draw up list of asserted LCAs.

Special rules apply for unasserted claims.

· Lawyer can only discuss unasserted claims already listed in the client's letter. 

· Lawyer cannot disclose information about unasserted claims to the auditor.

· Lawyer's obligation is to tell client to disclose unasserted claims to auditor. If client fails to disclose unasserted claims, the lawyer should resign from serving the client. Therefore, lawyers suddenly resigning after year-end is a tip-off for possible unasserted claims that require disclosure in the financials statements.

Note that the letter of inquiry asks the lawyer to confirm the amount of unpaid fees. (See page 657.)

To determine which lawyers receive letters of inquiry, review the legal bills paid by your client during the year.

Search for subsequent events
Events that occur after the balance sheet date may require adjustment to, or disclosure in, the financial statements. Therefore, the auditor must search for these subsequent events from the balance sheet date until the completion of fieldwork.

	-------------------------+-------------------------------------------+-----------------------------------------------+



	Balance sheet date


	Complete field work
	Issue financial statements


The auditor is searching for two types of subsequent events:

· Type I - those that require an adjustment as of the balance sheet date.

· Type II - those that require disclosure in the financial statements.

Procedures for finding subsequent events are listed on page 658.

Obtain management representation letter
Purpose: 

· Provide auditor with written confirmation of management's representations. 

· Representations often limited to items that are material to the financial statements. 

· Letter may include representation about special circumstances. 

Required representations: 

· In figure 19-4, items 1, 2a, 2b, 3, 5a and 5b are always included. 

· SAS 54 (AU 317) says the auditor ordinarily obtains written representation concerning the absence of violations or possible violations of laws or regulations whose effects should be considered for disclosure in the financial statements or as a basis for recording a loss contingency.  (Item 8a)

· Other representations based on the nature of the engagement.

Senior management must sign letter. 

Letter is dated as of the completion of the audit fieldwork. 

Review Work Papers 
Work papers show what audit work was done and provide support for the auditor's opinion. They also provide a way for more experienced auditors to direct and evaluate the work of less experienced auditors. The reviewers are looking for proper format (heading, indexing, i's dotted and t's crossed) and well as accounting issues. Example: The manager on the audit of Mattel wrote the comment "What does Bill and Hold mean?" Failure to answer this question resulted in the auditor failing to detect a multi-million dollar fraudulent misstatement.

How the review process works:

· Staff auditor creates work papers. 

· Senior auditor reviews work papers. Staff auditor clears "points" raised by senior. 

· Manager reviews work papers. Senior and staff clear manager's points.

· Partner reviews work papers. Staff, senior, and manager clear partner's points.

· Second partner may also review work papers. Audit team addresses second partner's points.

All significant points should be addressed before the completion of fieldwork. Today, auditors destroy all point sheets once the audit is complete.

Discuss Audit Adjustments with Client 

Auditor will propose adjustments for errors uncovered during the audit. See Figure 19-5. 

Management makes decisions about posting adjustments to the financial statements. 

Auditor must determine if adjustments NOT posted by management are material. 

· If unposted adjustments are not material, auditor will issue unqualified report (standard report). 

· If unposted adjustments are material, auditor will issue qualified or adverse report. 

There is a new standard related to adjusting entries that is not found in the book, SAS No. 89, issued December 1999. A summary can be found at http://www.aicpa.org/members/div/auditstd/riasai/sas89.htm. It adds three requirements:

1. The engagement letter should tell management that they are responsible for adjusting the financial statements to correct material misstatements and for affirming to the auditor that any uncorrected misstatements are immaterial.

2. The management representation letter should include a statement that any uncorrected misstatements are immaterial. A summary of these misstatements should be attached to the letter.

3. The auditor should inform the audit committee about misstatements that management has determined to be immaterial.

Communicate With Audit Committee 

GAAS requires the auditor to communicate certain items to those who have responsibility for the financial reporting process. See page 669 for what must be communicated. 

Report can be oral or written. If oral, document in work papers information about what was communicated. 

Report may be made at an interim date if the matter is significant. 

The auditor may also make recommendations about other matters related to improving the client's operations. 

SAS No. 90, issued in December 1999, updates the material found in our book. A summary can be found at http://www.aicpa.org/members/div/auditstd/riasai/sas90.htm.  The primary change is as follows: 

· Requires an auditor to discuss certain information relating to the auditor's judgments about the quality, not just the acceptability, of the company's accounting principles with the audit committees of SEC clients.

Communicate Weaknesses in Internal Control 

The auditor may become aware of possible reportable conditions through consideration of the components of internal control, application of audit procedures to balances and transactions, or otherwise during the course of the audit. A reportable condition may be of such magnitude as to be considered a material weakness.

Clients may request the auditor to be alert to matters and to report conditions that go beyond those contemplated by this section. 

Preferable way to report is in writing. If information is communicated orally, the auditor should document the communication by appropriate memoranda or notations in the working papers. 

An example of the report is shown on page 666. 

Plan audit party.  – After a long, hard job, everyone deserves a night out!

