Chapter 16 Contingencies and Subsequent Events
Answer 1

(a)

The auditor should carry out audit procedures in order to become aware of any litigation and claims involving the entity which may result in a material misstatement of the financial statements. Such procedures would include the following:

· Make appropriate inquiries of management including obtaining representation

· Make appropriate review of the minutes of those charged with governance and correspondence with the entity’s legal counsel

· Review customers’ complaint files.

· Review sales returns after the balance sheet date

· Direct confirmation from the company lawyer

· Examine legal expense accounts

· Use any information obtained regarding the entity’s business including information obtained from discussions with any in-house legal department. The entity may not have a legal department as the size of the entity is small in this case
(b)

Risk of material misstatement of the provision for liabilities at assertion level for completeness is medium to high. The customers may have sued the company for compensation. The company may need to make provision for liabilities or disclose the contingent liabilities in the financial statements.
Students may raise the going concern issue, but detail justification is required.
Answer 2
(a)
General audit procedures include:

(a)
Review procedures which management has taken to ensure that relevant events are identified.

(b)
Review the latest management accounts, budgets, cash flow forecasts and other related management reports.

(c)
Examine minutes of the meetings of shareholders, board of directors relating to any material items.

(d)
Enquire of the entity’s lawyers concerning litigation and claims.

(e)
Make other specific enquires of management, like

(i)
the current status of items that were accounted for on the basis of preliminary data

(ii)
whether new commitments, borrowings or guarantees have been entered into

(iii)
whether the issue of new shares or debentures or an agreement to merge or liquidate has been made or is planned

(iv)
whether sales of assets have occurred or are planned
(v)
whether any assets have been appropriated by government or destroyed, for example, by fire or flood

(vi)
whether any unusual accounting adjustments have been made.
(vi)
any events which may affect the going concern status of the entity.
(b)

· Discuss with the management and find out what exactly happened on the day fire broke out.
· Obtain the list of destroyed inventory, and consider whether the amount estimated by the management is reasonable or not.

· Obtain evidence of the amount of repair work that needs to be carried out for the premises, such as quotation from the contractor.

· Inspect the insurance policy to see whether there is adequate coverage for all the losses, such as claims by customers for late delivery, repair work to the premises and inventory losses.

· Discuss with the management to see whether the company can continue as a going concern.

· Obtain written representations from the management regarding the going concern status of the company.

(c)
If the directors consider as a result of the fire that the company cannot continue as a going concern and they produce the financial statements on a break up basis, then the audit report would not be qualified but would include an emphasis of matter paragraph.
If the financial statements are prepared on the assumption that the company is going concern but the auditors do not agree, then the audit report will be modified with an adverse opinion.

If the use of the going concern assumption is appropriate but a material uncertainty exists, the auditor considers whether the financial statements:
(a)
Adequately describe the principal events or conditions that give rise to the significant doubt on the entity’s ability to continue in operation and management’s plans to deal with these events or conditions; and
(b)
State clearly that there is a material uncertainty related to events or conditions which may cast significant doubt on the entity’s ability to continue as a going concern and, therefore, that it may be unable to realize its assets and discharge its liabilities in the normal course of business.
If adequate disclosure is made in the financial statements, the auditor should express an unqualified opinion but modify the auditor’s report by adding an emphasis of matter paragraph that highlights the existence of a material uncertainty relating to the event or condition that may cast significant doubt on the entity’s ability to continue as a going concern and draws attention to the note in the financial statements that discloses the matters set above.
If adequate disclosure is not made in the financial statements, the auditor should express a qualified or adverse opinion, as appropriate. The report should include specific reference to the fact that there is a material uncertainty that may cast significant doubt about the entity’s ability to continue as a going concern.
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