Chapter 16 Contingencies and Subsequent Events
	LEARNING OBJECTIVES

1.
Know the purposes of reviewing contingent liabilities and commitments.
2.
Perform audit procedures to review contingent liabilities and commitments.

3.
Obtain and evaluate letters from client’s lawyer.

4.
Explain the purposes of a subsequent event review.

5.
Explain auditor’s responsibilities of reviewing subsequent events.

6.
Discuss the procedures to be undertaken in performing a subsequent events review.
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1.
Contingencies and Commitments

1.1
Purposes of reviewing litigations and claims



(Dec 10)
1.1.1
It is the responsibilities of auditors to review litigation and claims because these items may cause an entity a material effect on the financial statements and these items may be required to be disclosed and/or provided for in the financial statements.

1.1.2
Another reason for reviewing litigations and claims is that it is necessary for the auditor to obtain sufficient appropriate audit evidence for ensuring the completeness of litigation and claims involving the entity. => provisions and disclosure
1.1.3
Risk of material misstatement of the provision for liabilities at assertion level for completeness may be medium to high.

1.2
Audit procedures for identifying contingencies


(Dec 10)
1.2.1
In reviewing the litigation and claims, HKSA 501 Audit Evidence – Additional Considerations for Specific Item requires that the auditor has to:

(a)
Carry out audit procedures in order to become aware of any litigation and claims that may result in a material misstatement of the financial statements.
(i)
Make appropriate inquiries of management, including discussion with the client management about the matter giving rise to the provision so as to identify whether an obligation exists.

(ii)
Review minutes of those charged with governance and correspondence with the entity’s lawyer.

(iii)
Analyze the legal expense accounts for any information about the status of the claims and litigations.

(b)
Obtain direct confirmation from the client’s lawyers and such communication will assist in obtaining sufficient appropriate audit evidence as to whether potentially material litigation and claims are known and management’s estimates of the financial implications.
(c)
Evaluate the design of the entity’s related controls and determines whether they have been implemented when the auditor determines that the risk of material misstatement is a significant risk.

(d)
In addition, further audit procedures for reviewing litigations and claims are:

(i)
Examine and evaluate the information obtained regarding the entity’s business including those obtained from discussions with any in-house legal department. If for external lawyer, it must get the approval from the client because it has the legal fee involved.
(ii)
Review subsequent events.

(iii)
Obtain a letter of representation from the client for those matters that require judgement and have uncertainty.

	Question 1

(a)
Regarding the incidence of skin problems happening to customers after using the company’s products, what procedures should the auditor perform in order to become aware of such incidents?
(6 marks)

(b)
Assuming you are the manager in charge of this audit. What is your assessment of the risk of material misstatement of the completeness of provision for liabilities?



(4 marks)
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1.3
Evaluate letters from the client’s lawyers

1.3.1
The letter to the client’s lawyer, which should be prepared by management, should request the entity’s lawyer to communicate directly with the auditor.

1.3.2
The letter of inquiry to the client’s lawyer, as suggested by HKSA 501, should ordinarily include the following:

(a)
A list of litigation and claims.

(b)
Management’s assessment of the outcome of the litigation or claim and its estimates of the amounts of the ultimate liabilities which might be incurred.

(c)
A request that the entity’s lawyer confirm the reasonableness of management’s assessments.

(d)
A request that the entity’s lawyer provide the auditor with further information if the list is considered by the entity’s legal counsel to be incomplete or incorrect.

1.3.3
After receiving the letter from client’s lawyer, auditor should evaluate the letter to determine the further actions to be taken:
(a)
To confirm that the information provided by the directors is complete in all material particulars.
(b)
To obtain updated information from entity’s lawyer so as to consider the status of legal matters up to the date of the audit report.

(c)
To determine that the matter is a significant risk, the matter is complex or there is disagreement between management and the entity’s lawyer.

(d)
To determine whether it is necessary for the auditor to meet with the entity’s lawyer and to discuss the likely outcome of litigation and claims. Such meetings would take place with management’s permission and, preferably, with a representative of management in attendance.

(e)
To consider whether there is a scope limitation which may lead to a qualified opinion or a disclaimer of opinion when:

(i)
Management refuses to give the auditor permission to communicate with the entity’s legal counsel.

(ii)
The entity’s lawyer refuses to respond in an appropriate manner and the auditor is unable to obtain sufficient appropriate audit evidence by applying alternative audit procedures.

1.4
Audit procedures for commitments

1.4.1
Companies Ordinance requires limited companies to disclose the nature of commitments. The audit procedures for identifying and reviewing commitments are as follows:

(a)
Inquiry of client management on whether there are any commitments with suppliers, customers and other third parties.
(b)
Obtaining representation letter from client management for confirming whether all commitments are properly disclosed in the financial statements.

(c)
Reviewing the minutes of board of directors to identify whether there are commitments that have or have not be contracted for.

(d)
Inspection of the contracts and relevant correspondences between client and suppliers, customers and other third parties to identify items of commitments.

(e)
Inquiry of client personnel during the audit of the sales and receipt cycle and purchases and payment cycle.

1.5
Audit procedures for the valuation assertion of a provision for warranties



(Jun 12, Jun 14)

1.5.1
The possible substantive procedures are as follows:

(a)
Compare the ratios of provisions to sales for relevant year to those ratios of last year.

(b)
Compare the ratios of provisions to warranty income for relevant years to those ratios of last year.

(c)
Discuss with management the underlying assumptions for the amount of provision.

(d)
Recalculate the amount of the provision based on management’s assumptions and agree to the recorded amount.

(e)
Compare prior years’ provisions and the subsequent actual incurred amount to test the accuracy of the management’s estimation.

(f)
Review after year-end claims, whether these truly reflect the accuracy of management’s estimation.

2.
Review of Subsequent Events
2.1
Definition
	2.1.1
	Subsequent events

	
	Subsequent events refer to events occurring between the date of the financial statements and the date of the auditor’s report, and facts that become know to the auditor after the date of the auditor’s report.

Is “events after the reporting period” the same as “subsequent events”? No.

(a)
Events after the reporting period is an accounting concept, while subsequent events is an auditing concept.

(b)
The date of the auditor’s report is not necessarily the same as the date of approval of the financial statements.
(c)
Even if the date of the auditor’s report is the same as the date of approval of the financial statements, events after the reporting period only cover events occurring up to date when the financial statements are authorized for issue, but subsequent events also cover facts that become known to the auditor after the date of the auditor’s report which could be many years after the date of the auditor’s report.


2.1.2
Two subsequent events:

(a)
Adjusting events – events providing additional evidence relating to conditions existing at the date of financial statements; they require adjustments in the financial statements.

(b)
Non-adjusting events – events concerning conditions which arose after the date of financial statement, but which may be of such materiality that their disclosure is required to ensure that the financial statements are not misleading.

2.2
Auditor’s Objectives
2.2.1
The objectives of the auditor are to:

(a)
obtain sufficient appropriate audit evidence about whether events occurring between the date of the financial statements and the date of the auditor’s report that require adjustment of, or disclosure in, the financial statements are appropriately reflected in those financial statements; and

(b)
respond appropriately to facts that become known to the auditor after the date of the auditor’s report, that, had they been known to the auditor at that day, may have caused the auditor to amend the auditor’s report.
2.3
Audit Procedures
	2.3.1
	Audit procedures
(Jun 10, Dec 11, Jun 15)

	
	(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.
(vii)
any events which may affect the going concern status of the entity.


	Question 2
Fashion Ltd, a listed company in Hong Kong, manufactures clothes and exports the clothes to different countries. You were the audit manager responsible for the audit of Fashion Limited for the year ended 31 December 2009.

A fire broke out and completely destroyed all the clothes in a warehouse under an operating lease on 10 February 2010. The remaining 20% clothes were kept in another warehouse. The company was sued by the customers for late delivery. The financial statements were approved by the directors on 12 March 2010.

Required:

(a)
List the general audit procedures that should be performed to identify all events up to the date of the auditor’s report that may require adjustment of, or disclosure in, the financial statements.
(8 marks)

(b)
What specific audit procedures regarding the fire at the warehouse should be performed?
(6 marks)

(c)
What kinds of audit reports may be issued? State your assumptions clearly.
(6 marks)
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