Chapter 17 Final Review of Financial Statements
	LEARNING OBJECTIVES

1.
Explain the role of final overall review of financial statements in detecting material misstatements.
2.
Explain the indicators that the going concern basis may be in doubt.

3.
Evaluate the going concern assumptions.
4.
Explain the purpose and content of and procedures for obtaining management representations.

5.
Review the opening balances, comparatives and other information.
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1.
Final Review of Financial Statements
1.1
Introduction
1.1.1
Other than the search for unrecorded liabilities (including provisions and contingent liabilities) and the review for subsequent events, the auditor conducts a number of audit steps before deciding on the appropriate audit report to issue for the client:

(a)
Performing the final analytical procedures.

(b)
Evaluating the entity’s ability to continue as a going concern.

(c)
Obtaining a representation letter from client management.

(d)
Reviewing working papers and final assessment of audit results.

(e)
Performing the overall review of evidence obtained and the significance of unadjusted differences.

(f)
Evaluating financial statement presentation and disclosure.

1.2
Purposes of the final review


(Jun 09, Dec 11)
1.2.1
The purposes for performing procedures of final review of financial statements are to ensure the following:

(a)
To ensure the sufficient and appropriate audit evidence is obtained to reduce the risk of material misstatement to an acceptable level.

(b)
To ensure the financial statements are in agreement with the accounting records, known facts and comply with the relevant financial reporting framework.

(c)
To ensure the financial statements as a whole are consistent with the auditors’ understanding of the entity and its environment when forming an overall conclusion.

(d)
To ensure adequate audit work is carried out properly.

(e)
To ensure the audit opinion on financial statements is supported by the audit evidence gathered.
2.
Going Concern Evaluation
2.1
Going concern assumption



(Jun 10, Dec 13)

2.1.1
The going concern assumption is a fundamental principle in the preparation of financial statements.

2.1.2
Under the going concern assumption, an entity is ordinarily viewed as continuing in business for the foreseeable future with neither the intention nor the necessity of liquidation, ceasing trading or seeking protect from creditors pursuant to laws or regulations.

2.1.3
Accordingly, assets and liabilities are recorded on the basis that the entity will be able to realize its assets and discharge its liabilities in the normal course of business.

2.2
Responsibilities of evaluating going concern

(a)
Responsibilities of directors

2.2.1
It is the directors’ responsibility to assess the company’s ability to continue as a going concern when they are preparing the financial statements.

(a)
If they are aware of any material uncertainties which may affect this assessment, then HKAS 1 requires them to disclose such uncertainties in the financial statements.

(b)
When the directors are performing their assessment they should take into account a number of relevant factors such as: current and expected profitability debt repayment sources of financing.

(c)
Where there is any doubt over the going concern status of a company, the directors should include disclosures in the financial statements explaining the doubts and the possible effect on the company.
(d)
Where the directors have been unable to assess going concern in the usual way, this fact should be disclosed.
(e)
Where the financial statements are prepared on a basis other than the going concern basis, the basis used should be disclosed.

(f)
HKSA 570 Going Concern suggests factors that management may consider when judging the entity’s ability of going concern:
(i)
The degree of uncertainty with the outcome of an event or condition;

(ii)
The size, complexity, and business nature and condition of entity; and the degree of which are affected by external factors;

(iii)
Information available at the time at which the judgement is made, including subsequent events.

(b)
Responsibilities of auditors


(Jun 09, Jun 10, Dec 13)
2.2.2
According to HKSA 570, the auditor’s responsibility is to consider:

(a)
The appropriateness of management’s use of the going concern assumption in the preparation of the financial statements.

(b)
Whether there are material uncertainties about the entity’s ability to continue as a going concern that need to be disclosed in the financial statements.
2.2.3
When planning the audit and obtaining an understanding of the entity, the auditor should consider whether there are events or conditions and related business risks which may cast significant doubt on the entity’s ability to continue as a going concern.

2.2.4
The auditor should consider the same period as that used by the management in making its assessment under the applicable financial reporting framework. If management’s assessment of the entity’s ability to continue as a going concern covers less than twelve months from the reporting date, the auditor should ask management to extend its assessment period to twelve months from the reporting date.
2.3
Indicators of going concern problem



(Jun 09)
2.3.1
Indication of going concern problems:

(a)
Financial

(i)
net liability or net current liability position

(ii)
fixed-term borrowings approaching maturity without realistic prospects of renewal or repayment

(iii)
indications of withdrawal of financial support by debtors and other creditors

(iv)
negative operating cash flows indicated by historical or prospective financial statements

(v)
adverse key financial ratios

(vi)
substantial operating losses or significant deterioration in the value of assets used to generate cash flows

(vii)
inability to pay creditors on due dates

(viii)
inability to comply with the terms of loan agreements

(ix)
change from credit to cash on delivery (COD) transactions with suppliers

(x)
inability to obtain financing for essential new product development or other essential investments

(b)
Operating

(i)
loss of key management without replacement

(ii)
loss of a major market, franchise, licence, or principal supplier

(iii)
labour difficulties or shortages of important supplies

(c)
Other

(i)
Pending legal or regulatory proceedings against the entity that may, if successful, result in claims that are unlikely to be satisfied

(ii)
Changes in legislation or government policy expected to adversely affect the entity

2.4
Audit procedures of evaluating going concern assumptions

2.4.1
Audit procedures

(a)
analysing and discussing cash flow, profit and other relevant forecasts with management.

(b)
analysing and discussing the entity’s latest available interim financial statements.

(c)
reviewing the terms of debentures and loan agreements and determining whether any have been breached.

(d)
reading minutes of the meetings of shareholders, the board of directors and important committees for reference to financing difficulties.

(e)
inquiring of the entity’s lawyer regarding the existence of litigation and claims and the reasonableness of management’s assessments of their outcome and the estimate of their financial implications.

(f)
confirming the existence, legality and enforceability of arrangements to provide or maintain financial support with related and third parties and assessing the financial ability of such parties to provide additional funds.

(g)
considering the entity’s plans to deal with unfulfilled customer orders.

(h)
reviewing events after the period end to identify those that either mitigate against or otherwise affect the entity’s ability to continue as a going concern.
2.5
Impact of going concern to audit report


(Jun 09)
2.5.1
If the directors consider 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.
2.5.2
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.
2.5.3
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.
2.5.4
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.
2.5.5
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.
	Question 1

An auditor should conduct a final overall review and evaluate the entity’s ability to continue as a going concern before forming an opinion on the financial statements.

Required:

(a)
Who has the responsibility to carry out the review?
(2 marks)

(b)
What are the purposes of the final overall review?
(4 marks)

(c)
During the final overall review, the reviewer found that a company did not repay the bank loan which had expired before the year end date. The management of the company considered that it was still appropriate to apply the going concern assumption.

(i)
What are the responsibilities of auditors regarding going concern? Specify the matters that the auditors should consider when planning as well as during the audit regarding going concern.
(5 marks)

(ii)
List five other possible financial indicators of a going concern.
(5 marks)

(iii)
What further procedures should be performed after identifying a delay in the repayment of a bank loan?
(4 marks)


(HKIAAT PBE Paper III Auditing and Information Systems June 2009 Q4)


3.
Management Representations

3.1
Management representation is a written statement by management provided to the auditor to confirm certain matters or to support other audit evidence. Written representations in this context do not include financial statements, the assertions therein, or supporting books and records.
3.2
You will recall that one of the audit testing procedures used to generate evidence on the financial statement assertions is enquiry – the process of seeking information from management on matters relevant to the audit.

3.3
Initially, this information may be provided by management in verbal form but as this may be an important part of audit evidence in the audit of companies of all sizes, such information should be documented and confirmed as accurate by management.

3.4
Where possible auditors should always try to obtain written external evidence, this being the most reliable form of evidence. However, there will be circumstances where evidence from external sources is not available or is inadequate for audit purposes. In these situations, the auditor will seek written representations from the auditors.

3.5
HKSA 580 Management Representations starts by saying that auditors should obtain written confirmation of appropriate representations from management before their report is issued.

	3.6
	Purposes of management representations

	
	(a)
let management acknowledge the responsibility for the fair preparation of the financial statements.
(b)
obtain written representations from management on matters material to the financial statements when other sufficient appropriate audit evidence cannot reasonably be expected to exist.
(c)
reduce the possibility of misunderstandings between the auditor and management


	3.7
	Content

	
	(a)
Management responsibilities for financial statements;

(b)
Completeness and availability of all financial records/data and minutes;

(c)
Financial statements are prepared in a true and fair view;

(d)
Provisions, contingent assets and contingent liabilities;

(e)
Commitments and asset pledged;

(f)
Related parties transactions;

(g)
Plans that affect the carrying value or classification of assets and liabilities; and

(h)
Disclosures and presentation is sufficient and appropriate.


	3.8
	Key points

	
	(a)
Representations are not a substitute for other evidence that should be available and auditors should ensure that representations are reasonable and consistent with the auditor’s knowledge of the business. Any contradiction of other audit evidence should be thoroughly investigated.

(b)
Arrangements for signing letter – should be signed by persons with an appropriate level of authority, e.g. CEO or Financial Director, on behalf of the whole board. The letter will be drafted by the auditors and presented to the directors for signature.

(c)
Actions if management refuse to sign letter – 

(i)
investigate the circumstances;

(ii)
reconsider the reliability of other representations made by management, where necessary; and

(iii)
the impact on the auditors’ report.

(d)
Qualification of the audit report – there may be circumstances where the auditors are unable to obtain the written representations which they require. They may have to conclude that they have not received all the information and explanations that they require, and consequently may need to consider qualifying their audit report.

(e)
Date of the letter of representation – should be dated on the same date that financial statements are approved by the directors. It should never be dated after the audit report since it is part of the evidence on which the auditor’s opinion is based.

(e)
Contents and wording – The representations will be necessary where there are matters which are material to the financial statements, in respect of which the auditor cannot obtain independent corroborative evidence and could not reasonably expect it to be available.

(f)
A written representation can take the form of:

(i)
a representation letter from management;

(ii)
a letter from the auditors outlining the auditors’ understanding of management’s representations, duly acknowledged and confirmed by management; or

(iii)
relevant minutes of meetings of the board of directors or similar body or a signed copy of the financial statements.


3.9
Example of a letter of representation included in the appendix of the HKSA 580.

	(Entity Letterhead)

(To Auditor)
(Date)

Dear sirs,

This representation letter is provided in connection with your audit of the financial statements of ABC Company for the year ended 31 December 2009 for the purpose of expressing an opinion as to whether the financial statements give a true and fair view of (present fairly, in all material respects) the financial position of ABC Company as of 31 December 2009 and of the results of its operations and its cash flows for the year then ended in accordance with (indicate applicable financial reporting framework).

We acknowledge our responsibility for the fair presentation of the financial statements in accordance with (indicate applicable financial reporting framework).

We confirm, to the best of our knowledge and belief, the following representations:

Include here representations relevant to the entity. Such representations may include the following:

· There have been no irregularities involving management or employees who have a significant role in internal control or that could have a material effect on the financial statements.

· We have made available to you all books of account and supporting documentation and all minutes of meetings of shareholders and the board of directors (namely those held on 15 March 2009 and 30 September 2009 respectively).

· We confirm the completeness of the information provided regarding the identification of related parties.

· The financial statements are free of material misstatements, including omissions.

· The Company has complied with all aspects of contractual agreements that could have a material effect on the financial statements in the event of noncompliance. There has been no noncompliance with requirements of regulatory authorities that could have a material effect on the financial statements in the event of noncompliance.

· The following have been properly recorded and, when appropriate, adequately disclosed in the financial statements:

(a)
The identity of, and balances and transactions with, related parties.

(b)
Losses arising from sale and purchase commitments.

(c)
Agreements and options to buy back assets previously sold.

(d)
Assets pledged as collateral.

· We have no plans or intentions that may materially alter the carrying value or classification of assets and liabilities reflected in the financial statements.

· We have no plans to abandon lines of product or other plans or intentions that will result in any excess or obsolete inventory, and no inventory is stated at an amount in excess of net realizable value.

· The Company has satisfactory title to all assets and there are no liens or encumbrances on the company’s assets, except for those that are disclosed in Note X to the financial statements.

· We have recorded or disclosed, as appropriate, all liabilities, both actual and contingent, and have disclosed in Note X to the financial statements all guarantees that we have given to third parties.

· Other than . . . described in Note X to the financial statements, there have been no events subsequent to period end which require adjustment of or disclosure in the financial statements or Notes thereto.

· The . . . claim by XYZ Company has been settled for the total sum of XXX which has been properly accrued in the financial statements. No other claims in connection with litigation have been or are expected to be received.

· There are no formal or informal compensating balance arrangements with any of our cash and investment accounts. Except as disclosed in Note X to the financial statements, we have no other line of credit arrangements.

· We have properly recorded or disclosed in the financial statements the capital stock repurchase options and agreements, and capital stock reserved for options, warrants, conversions and other requirements.

__________________________

(Chief Executive Officer)

__________________________

(Chief Financial Officer)


3.10
Audit procedures in obtaining management representations

(a)
evaluate whether the representations appear reasonable and consistent with other audit evidence obtained.
(b)
consider whether the representations can be well informed on the particular matters.
(c)
include in working papers the evidence of management’s representations in the form of a summary of oral discussions with management or written representations from management.
(d)
request a management representation be addressed to the auditors and be appropriately dated and signed.
(e)
if management refuses to provide a representation that the auditor considers necessary, this constitutes a scope limitation and the auditor should express a qualified opinion or a disclaimer of opinion.
4.
Review of Opening Balances and Comparatives
4.1
HKSA 510: Initial Engagement – Opening Balances

4.1.1
For initial audit engagement, the auditor should obtain sufficient and appropriate audit evidence that:

(a)
the opening balances do not contain misstatements that materially affect the current period’s financial statement;

(b)
the prior period’s closing balances have been correctly brought forward to the current period, or, when appropriate, have been restated; and

(c)
appropriate accounting policies are consistently applied or changes in accounting policies have been properly accounted for and adequately presented and disclosed.

4.1.2
Audit procedures for opening balances

(a)
When the prior period’s financial statements were audited by another auditor – may need to review the predecessor (前任) auditor’s working papers.

(b)
If the prior period’s financial statements were not audited, the auditor will need to perform other audit procedures such as:

(i)
collection from debtors regarding opening balances

(ii)
additional procedures such as observing a current physical inventory taking and reconciling it back to the opening inventory quantities and valuation

(iii)
examining the accounting records and other information underlying (根本的) the opening balances of non-current assets and liabilities or obtaining confirmation of opening balances with third parties.

4.2
HKSA 710: Comparatives

4.2.1
There are two methods of presentation of financial statements are referred in HKAS 710. They are:

(a)
Corresponding figures

Amounts and other disclosures for the preceding period (i.e. brought forward) are included as part of the current period financial statements, and are intended to be read in relation to the amounts and other disclosures relating to the current period.

(b)
Comparative financial statements

Amounts and other disclosures for the preceding period are included for comparison with the financial statements of the current period, but do not form part of the current period financial statements.
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