Chapter 23

Completing the Audit
· Review Questions
23-1
A contingent liability is a potential future obligation to an outside party for an unknown amount resulting from activities that have already taken place.  Some examples would be:

· Pending litigation

· Income tax disputes

· Product warranties

· Notes receivable discounted

· Guarantees of obligations of others

· Unused balances of outstanding letters of credit

An actual liability is a real future obligation to an outside party for a known amount from activities that have already taken place.  Some examples would be:

· Notes payable

· Accounts payable

· Accrued interest payable

· Income taxes payable

· Payroll withholding liabilities

· Accrued salaries and wages

23-13
The weakness in Lawson's approach is the danger of discovering an inadequacy in one audit area which could affect other areas of the audit.  For example, if misstatements were discovered as part of the tests of controls for sales, the initial plans for the tests of details of balances for accounts receivable may have been insufficient and should have been revised.  Similarly, the audit of fixed assets is related to the contracts and notes payable whenever fixed assets are used as collateral.

Another difficulty with Lawson's approach is that there is no combining of the misstatements in different audit areas to determine if the combined misstatements are material.  If the combined misstatements are considered material, it may be necessary to expand the testing in certain areas or require adjusting entries to some balances.

23-14
The accumulation of audit evidence is crucial to the auditor in determining whether the financial statements are stated in accordance with generally accepted accounting principles, applied on a basis consistent with the preceding year.  The evaluation of the adequacy of the disclosures in financial statements is made to determine that the account balances on the trial balance are properly aggregated and disclosed on the financial statements.

Examples where adequate disclosure could depend heavily upon the accumulation of evidence are:

· The disclosure of declines in inventory values below cost

· The segregation of current from noncurrent receivables

· The segregation of trade accounts receivable from amounts due from affiliates

· The disclosure of contingent liabilities that the auditor has not been informed of by the client


Examples where audit evidence does not normally significantly affect the adequacy of the disclosure are:

· Deciding whether a disposal of equipment should be recorded as an extraordinary item

· The disclosure of an acquisition as a pooling of interests or a purchase

· The disclosure of contingencies that the auditor was informed of by the client
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· Discussion Questions And Problems
23-23
a.
A contingent liability is a potential future obligation to an outside party for an unknown amount arising from activities that have already taken place.  A commitment is an agreement to commit the entity to a set of fixed conditions in the future, regardless of what happens to profits or the economy as a whole.


Knowledge of both contingencies and commitments is extremely important to users of financial statements because they represent the encumbrance of potentially material amounts of resources during future periods, and thus affect the future cash flows available to creditors and investors.  Because of this, generally accepted accounting principles require that material contingencies and commitments be disclosed.  The auditor has an obligation to discover the existence of such items to determine that they are properly disclosed in order to have complied with generally accepted auditing standards.

b.
Three useful audit procedures for uncovering contingencies that Johnson would likely perform in the normal conduct of the audit, even if she had no responsibility for uncovering contingencies, are:

· Review internal revenue agent reports of income tax settlements

· Review minutes of meetings of board of directors and stockholders

· Confirm used and unused balances of lines of credit

c.
Three other procedures Johnson is likely to perform specifically for the purpose of identifying undisclosed contingencies are:

· Make inquiries of management

· Analyze legal expenses for indication of contingent liabilities

· Request letters from attorneys regarding the existence and status of litigation and other potential contingent liabilities
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a.
A contingent liability is a potential future obligation to an outside party for an unknown amount resulting from activities that have already taken place.  The most important characteristic of a contingent liability is the uncertainty of the amount; if the amount were known it would be included in the financial statements as an actual liability rather than as a contingency.

b.
Audit procedures to learn about these items would be as follows:

The following procedures apply to all three items:

· Discuss the existence and nature of possible contingent liabilities with management and obtain appropriate written representations.

· Review the minutes of directors' and stockholders' meetings for indication of lawsuits or other contingencies.
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· Analyze legal expense for the period under audit and review invoices and statements of legal counsel for indications of contingent liabilities.

· Obtain letters from all major attorneys performing legal services for the client as to the status of pending litigation or other contingent liabilities.

The following are additional procedures for individual items:

Guarantee of interest payments

· Discuss, specifically, any related party transactions with management and include information in letter of representation.

· Review financial statements of affiliate, and where related party transactions are apparent, make direct inquiries of affiliate management, and perhaps even examine records of affiliate if necessary.

Lawsuit Judgment - no additional procedures; see above list of procedures applicable to all three items.

Stock dividend

· Confirm details of stock transactions with registrar and transfer agent.

· Review records for unusual journal entries subse​quent to year- end.

c.
Nature of adjusting entries or disclosure, if any, would be as follows:

1.
If payment by Newart is uncertain, the $3,750 interest liability for the period June 2 through December 1, 2002, could be reflected in the Marco Corporation's account​ing records by the following entry:

Interest Payments for Newart Company
$3,750

   Accrued Interest Payable - Newart Bonds

$3,750

The debit entry should be included as other assets.  Collection is uncertain and the Marco Corporation may not have a right against the Newart Company until all interest payments have been met and the bonds retired.  If this treatment is followed, the balance sheet should be footnoted to the effect that the Marco Corporation is contingently liable for future interest payments on Newart Company bonds in the amount of $60,000.
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If the interest has been paid by the time the audit is completed, or if for other reasons it seems certain that the payment will be made by Newart on January 15, no entry should be made by Marco.  In this circumstance a footnote disclosing the contingent liability of $63,750 and the facts as to the $3,750 should be included with the statements.

2.
The lawsuit should be described in a footnote to the balance sheet.  In view of the court decision, retained earnings may be restricted for $40,000, the amount of the first court decision.  Also, in view of the court decision any reasonable estimate of the amount the company expects to pay as a result of the suit might be used in lieu of the $40,000.  A current liability will be set up as soon as a final decision is rendered or if an agreement as to damages is reached.  If liability is admitted to by Marco, and only the amount is in dispute, a liability can be set up for the amount admitted to by the company with a corresponding charge to expense or shown as an extraordinary item if the amount is material.

3.
The declaration of such a dividend does not create a liability that affects the aggregate net worth in any way.  The distribu​tion of the dividend will cause a reduction in retained earnings and an increase in capital stock.  No entry is necessary, but an indication of the action taken, and that such a transfer will subsequently be made, should be shown as a footnote or as a memorandum to Retained Earnings and Common Stock in the balance sheet.
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a.
A typical additional information report includes the financial statements associated with a short-form report plus additional information likely to be useful to management and other statement users.  The statements included with short form audit reports are defined by the profession, but the additional information included in additional information reports varies considerably.


b.
The purpose of additional information reports is to provide management and other users information that is useful for their decision making that has not been included in the basic financial statements.
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c.
It would be appropriate to include all of the items as additional information except the following:



2.
The adequacy of insurance coverage.  The auditor is not an insurance professional, and any comments about the insurance coverage should be factual.  For example, it would be appropriate to state that the insurance coverage is less than the recorded book value.



5.
Adequacy of the allowance for uncollectible accounts.  Comments that an account balance is correctly stated are inappropriate.  The auditor has already issued an auditor's opinion on the statements as a whole.  If an opinion on a specific account balance is desired, it should be done in accordance with a special report.



7.
Material weaknesses in internal control.  These should be identified and communicated to management as a part of a reportable conditions letter.


d.
The following could also be included as additional information:

· Detailed breakdown of sales and expenses by month

· Detailed financial statements making up cost of goods sold, selling and administrative expenses

· A detailed breakdown of inventory


e.
The following would be added to the standard audit report:




Our audit was made for the purpose of forming an opinion on the basic financial statements taken as a whole.  The accompanying information on pages x through y is presented for purposes of additional analysis and is not a required part of the basic financial statements.  Such information has not been subjected to the auditing procedures applied in the audit of the basic financial statements, and, accordingly, we express no opinion on it.

· Case
23-33
a.
See the "Summary of Possible Adjustments" on the page 23-17.

b.
Aviary's management may refuse to make some or all of the proposed adjustments because all of the adjustments except (4) reduce net income.  Management will most likely be reluctant to make any adjustments that will make the company look less profitable.  Aviary's management may also refuse to make some or all of the proposed entries because they do not want to admit that their records contain misstatements.

c. As indicated on the "Summary of Possible Adjustments” on page 23-17, you should attempt to have Aviary's management record all of the potential adjustments found.  However, at a minimum, entries (5) and (6) should be recorded.  One positive way for you to convince Aviary's management  to  make  these  entries  would   be  to  stress that (1) 
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considerable judgment is required to determine the allowances for inventory obsolescence and doubtful accounts and (2) it is not uncommon for auditors to assist clients in adjusting these accounts.  This may help minimize management's reluctance to admit making a mistake.


You should also stress that it would be wise to adjust the allowance accounts in a year with substantial net income.  The allowance accounts will most likely increase in future years, especially if entries (5) and (6) are not made in the current year.  Since management cannot be sure that the company will generate substantial net income in future years, it would be best to adjust the allowance accounts in the current year and avoid a substantial reduction to net income in a future year that is not as profitable as the current year.


d.
Your responsibility related to unadjusted misstatements that management has determined are immaterial individually and in the aggregate is to determine for yourself whether the combined effect of these unadjusted misstatements are material for the audit. The combined effect of the unadjusted misstatements must be compared to overall materiality. Assuming that the remaining unadjusted misstatements are well below your materiality threshold, you do not need to qualify your audit opinion. You should consider having the client include a summary of this audit schedule in the management representation letter, along with management’s representation that the uncorrected misstatements are immaterial
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