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.01 FAM 1002 provides guidance on procedures to obtain evidence that the financial accounting and reporting of contingencies
 regarding litigation, claims, and assessments conform with U.S. generally accepted accounting principles (U.S. GAAP). FAM 1002 discusses the accounting and reporting guidance and audit procedures for inquiries of legal counsel concerning litigation, claims, and assessments, and includes an example audit program at FAM 1002 A; an example legal representation letter request at FAM 1002 B; and a legal representation letter response at FAM 1002 C.

Accounting and Reporting Guidance
.02 Entity management is responsible for implementing policies and procedures to identify, evaluate, account for, and disclose litigation, claims, and assessments as a basis for the preparation of financial statements in conformity with U.S. GAAP.

.03 Statement of Federal Financial Accounting Standards (SFFAS) No. 5, Accounting for Liabilities of the Federal Government, as amended by SFFAS No. 12, Recognition of Contingent Liabilities Arising from Litigation, contains accounting and reporting standards for loss contingencies, including those arising from litigation, claims, and assessments.
 The Federal Accounting Standards Advisory Board (FASAB) Interpretation No. 2, Accounting for Treasury Judgment Fund Transactions, provides additional guidance related to claims to be paid through the Treasury Judgment Fund.
 Statement of Financial Accounting Standards (FAS) No. 5, Accounting for Contingencies, also provides guidance for financial accounting and reporting for loss and gain contingencies for government corporations and entities following U.S. GAAP for the private-sector promulgated by the Financial Accounting Standards Board (FASB). The definition of probable for legal contingencies is essentially the same in FAS No. 5 and SFFAS No. 5.

.04 A contingency is an existing condition, situation, or set of circumstances involving uncertainty as to possible gain or loss to an entity. The uncertainty will ultimately be resolved when one or more future events occur or fail to occur. When a loss contingency exists, the likelihood that the future event or events will confirm the loss or impairment of an asset or the incurrence of a liability can range from remote to probable. SFFAS Nos. 5 and 12 use the terms remote, reasonably possible, and probable to identify three areas within the range of probability, as follows:

· Remote—The chance of the future event or events occurring is slight.
· Reasonably possible—The chance of the future event or events occurring is more than remote but less than probable.

· Probable—For pending or threatened litigation and unasserted claims, the future confirming event or events are likely to occur.  (For other contingencies, the future event or events are more likely than not to occur.)
.05 The entity should recognize a liability and a related charge to expense for an estimated loss from a loss contingency only when

a. a past event or exchange transaction has occurred,

b. a future outflow or other sacrifice of resources is probable, and

c. the future outflow or sacrifice of resources is measurable.

.06 Disclosure of the nature of an accrued liability for loss contingencies, including the amount accrued, may be necessary for the financial statements not to be misleading. For example, if the amount recognized is large or unusual, the entity should determine whether to disclose the contingency. However, if no accrual is made for a loss contingency because one or more of the conditions in FAM 1002.05 are not met, the federal government and its entities should report contingent losses that involve situations where there is at least a reasonable possibility that a loss has been incurred.
The entity should disclose the nature of the contingency, and an estimate of the possible liability or range of possible liability, if estimable, or a statement that such an estimate cannot be made. The reporting of contingent losses depends on the likelihood that a future event or events will confirm the loss or impairment of an asset or the incurrence of a liability. Terms used to assess the likelihood of loss are remote, reasonably possible, and probable as discussed in FAM 1002.04.  
Contingent losses that are assessed as probable and measurable are accrued in the financial statements.  Losses that are assessed to be at least reasonably possible are disclosed in the notes. For an overview of the standards that provide criteria for how federal agencies are to account for contingent losses based on the likelihood of the loss and the measurability, see table 1 below:
Table 1: Accounting for Contingent Losses
	Likelihood of future outflow or other sacrifice of resources
	Loss amount can be reasonably measured
	Loss range can be reasonably measured
	Loss amount or range cannot be reasonably measured

	Probable: Future confirming event(s) are likely to occur
	Accrue the liability
	Accrue liability of best estimate or minimum amount in loss range if there is no best estimate, and disclose nature of contingency and range of estimated liability
	Disclose nature of contingency and include a statement that an estimate cannot be made

	Reasonably possible: Possibility of future confirming event(s) occurring is more than remote and less than likely
	Disclose nature of contingency and estimated amount.
	Disclose nature of contingency and estimated loss range.
	Disclose nature of contingency and include a statement that an estimate cannot be made

	Remote: Possibility of future event(s) occurring is slight
	No action is required
	No action is required
	No action is required


Management decides what to report. The auditor evaluates whether management’s reporting is in accordance with U.S. GAAP.
In addition, if the Judgment Fund might be involved in the payment of the possible loss, the federal entity involved in the litigation should discuss the Judgment Fund’s role in a note to the financial statements.

.07 Although management often relies on advice of legal counsel about the (a) likelihood of an unfavorable outcome and (b) estimates of the amount or range of potential loss for litigation, claims, and assessments, management is ultimately responsible for determining whether these contingencies are probable, reasonably possible, or remote. Management does this to decide whether they should be recognized as liabilities and/or disclosed in the notes to the financial statements. Thus, the Office of Management and Budget’s (OMB) audit guidance requires CFO Act entity management to prepare a schedule summarizing legal contingencies including whether they are probable, reasonably possible, or remote, and whether (and in what amounts) they have been accrued or disclosed in the financial statements. An Example Management Summary Schedule is provided at FAM 1002 D.

Audit Procedures
.08 The auditor should design procedures to test the entity’s accounting for and disclosure of litigation, claims, and assessments. AU 337 (SAS #12) provides guidance on the procedures to identify litigation, claims, and assessments to evidence that they are appropriately accounted for and disclosed. AU 9337 provides auditing interpretations of AU 337. OMB audit guidance also contains procedures for inquiries of legal counsel. (See FAM 1002 A for example audit procedures.)

.09 The auditor should obtain evidence relevant to the following factors with respect to litigation, claims, and assessments:

d. The existence of a condition, situation, or set of circumstances indicating uncertainty as to the possible loss to an entity arising from litigation, claims, and assessments.
e. The period in which the underlying causes for legal action occurred.

f. The likelihood of an unfavorable outcome (probable, reasonably possible, or remote).

g. The amount or range of potential loss, if estimable.

.010 The auditor may discuss with management the events or conditions in accounting for and reporting of litigation, claims, and assessments. The auditor should perform audit procedures to corroborate the information provided by management, including requesting that management send a legal letter request to the entity’s legal counsel.  

.011 A letter from legal counsel to the auditor, in response to a legal letter request from management to legal counsel, is the auditor’s primary means of corroborating the information furnished by management concerning the accuracy and completeness of litigation, claims, and assessments. The auditor should ask management to have the legal letter request include either (1) a list of pending or threatened litigation, claims, and assessments, or (2) a request by management that legal counsel prepare the list. The auditor should also ask management to have the legal letter request include a list of unasserted claims and assessments the lawyer determined probable of assertion, and that, if asserted, would have at least a reasonable possibility of an unfavorable outcome, to which legal counsel has devoted substantive attention on the entity’s behalf in the form of legal consultation or representation (or a statement that management is not aware of any matters meeting the criteria). The auditor should obtain assurance from management, ordinarily in writing, that it has disclosed all unasserted claims when it is considered probable that a claim will be asserted and there is a reasonable possibility that the outcome will be unfavorable.
Legal counsel then would supplement management’s information about those unasserted claims and assessments, including an explanation of any matters where their views differ from those expressed by management in the legal letter request. In the federal government, where the general counsel may be part of management, the general counsel may instead provide the list of unasserted claims or assessments meeting the above criteria.  
The auditor should ask management to have the legal letter request include a request for legal counsel to make a statement that they will advise management about unasserted claims and assessments that management should evaluate for disclosure. See the example request at FAM 1002 B and example response at FAM 1002 C.

.012 The auditor should also perform procedures to learn about certain legal claims against the government involving interaction between the government and its environment. This could include events where federal operations caused (1) hazardous waste for cleanup, (2) accidental damage to nonfederal property, or (3) other damage to federal property. In these cases, no monetary damages are being sought, but rather plaintiffs generally seek that the government either take or cease a particular action, which if successful, could cost the government significant amounts of money to comply. An example is a claim that was brought against the Department of Energy over its classification of certain radioactive waste for disposal. Because the classification affected how the waste could be disposed of and thus the cost of disposal, a successful claim could have resulted in a material increase in the agency’s environmental liabilities. Auditors should make inquiries of management and legal counsel to determine whether the entity has such cases that could create a loss contingency, and whether the entity considered those cases in determining the amount of liability to be disclosed per FAM 1002.05-1002.06. If such cases exist, the auditor should apply the procedures in FAM 1002.08-1002.11 to these cases as well. 
Timing of Legal Letter Request and Responses

.013 The auditor generally should perform procedures for inquiries of legal counsel concerning litigation, claims, and assessments on a timely basis to give priority to the resolution of potential problem areas and to complete other procedures. To meet deadlines, the auditor, entity management, and legal counsel generally should coordinate the timing of legal letter requests, responses (including interim responses), and related management schedules. The auditor and the entity management should determine the due dates for obtaining responses from component units to provide legal letter responses for the entity’s financial statements as well as for the U. S. Government’s Consolidated Financial Statements. In setting the due dates, the auditor and entity management generally should allow management to inquire of Department of Justice legal counsel on a case-specific basis.

.014 In addition, when an entitywide audit team uses the work of entity component audit teams, the entitywide and component audit teams generally should coordinate the timing of legal letter requests, responses, and management schedules and determine the due dates for the component financial statements as well as the entitywide financial statements. The entitywide team generally should receive copies of the component letters from the component audit teams by the due dates.

.015 The legal counsel’s response should include matters that existed at the balance sheet date and through a date near the completion of the audit. If the effective date is substantially in advance of the completion of the audit (for example, earlier than 2 weeks before the completion of the audit), the auditor should contact the legal counsel for an updated response. To avoid this situation, the legal letter request may specify the period the legal counsel’s response is to cover and the date the auditor expects to receive the response.

.016 To assist the auditor in completing the review of legal matters in a timely manner (and to assist management in preparing the financial statements), the auditor may ask management to request legal counsel to submit a preliminary or interim response covering matters that existed at the current date and through a point in time reasonably before the completion of the audit so that a preliminary evaluation of the significance of material legal matters can be made. This is particularly applicable to large federal agencies with numerous and complex cases.

If an interim letter is used, the auditor should ask the entity to request that legal counsel submit a final or updated response covering matters from the interim date through the date of audit completion. The entity should request that the updated response contain only changes or a statement indicating there are no changes from the interim response and any new matters from the interim date through the completion of the audit. The auditor should ask the entity to request that legal counsel date and submit the final legal representation letter to coordinate with the management representation letter in FAM 1001.  
However, in some cases, the legal representation letters are ready first so entity management may rely upon them before signing the management representation letters. In theses cases, the auditor should make oral inquiries of legal counsel and document whether material changes had occurred from the date of the legal representation letter to the date of audit completion. The auditor should plan to receive letters to meet the reporting deadline in accordance with OMB Circular No. A-136, Financial Reporting Requirements. See FAM 1002 B for an example legal letter request that includes requests for interim and updated responses from legal counsel.

Determining a Materiality Level

.017 The auditor and the entity may agree to limit the legal inquiry to matters that are considered individually or collectively material to the financial statements, provided that the entity and the auditor have agreed on the materiality level. The auditor should ask the entity to indicate the materiality level, if used, in the legal letter request and the entity should ask the lawyer to include the materiality in the response.

.018 In determining a materiality level for the legal letter, the auditor and the entity should set the level sufficiently low that the cases not included in the legal letter would not be material to the financial statements taken as a whole when aggregated with
(1)   other cases not included in the letter, 
(2)   all other types of contingencies, 
(3)   all other items that would not be adjusted because they are judged immaterial (unadjusted misstatements), 
(4)   all other amounts in the financial statements that would not be tested directly because they were judged to be immaterial, and 
(5)   all other items resolved on the basis of materiality considerations. 

.019 In aggregating cases, the auditor and the entity may use two levels of aggregation. First, similar cases are aggregated (such as employment discrimination cases, harbor maintenance fee cases, spent nuclear fuel cases, or military promotion board challenges), treated as a group and the auditor should compare the total with the individual materiality level. The aggregation generally includes a list of the individual cases and a discussion of the items of information included in the legal letter for the aggregated cases (see FAM 1002 B and FAM 1002 C).  
Second, cases not included in the legal letter individually or as part of a group of similar cases are aggregated. The auditor may use a higher materiality level for such an aggregation. However, the auditor may set this higher materiality level sufficiently low that the cases not included in the legal letter would not be material to the financial statements taken as a whole when aggregated with the other items listed in the previous paragraph.

.020 Where the entity engages more than one legal counsel, the entity and the auditor should determine whether matters considered not material individually would exceed the materiality limit when aggregated. In addition, when separate legal representation letters are requested on individual components (such as bureaus or offices) of a consolidated entity because of individual component audits, the auditor may determine materiality levels for each component.

Legal Counsels from Whom Information Should be Requested

.021 Most federal entities have a general counsel who has primary responsibility for and knowledge about the entity’s litigation, claims, and assessments.  The auditor should request entity management to send a legal letter request to the general counsel. In addition, the auditor should ask the management and/or general counsel whether the entity used outside legal counsel whose engagement may be limited to particular matters (e.g., specific litigation).

.022 In the federal government, the main legal counsel outside of the entity is the Department of Justice.
  The entity’s management, its legal counsel, or the auditor may consult with Justice as well as other outside legal counsel to assure completeness and accuracy of the presentation of matters related to litigation, claims, and assessments. Such consultation may include requesting a list of pending litigation, claims, and assessments from Justice or other outside legal counsel, or discussion of specific cases.

.023 The auditor should ask the entity to request that legal counsel cover all litigation, claims, and assessments pertaining to the federal reporting entity, including matters handled by Justice and other outside legal counsel on behalf of the entity. If the general counsel has overall responsibility for handling and evaluating litigation, claims, and assessments, the evaluation and responses by general counsel ordinarily are adequate evidence.  However, evidential matter obtained from general counsel is not a substitute for information that outside legal counsel refuses to furnish to the auditor.

.024 Where there is no general counsel and management has not consulted legal counsel, the auditor should obtain a written representation from management that legal counsel has not been consulted. Such representation may be incorporated as an item in the management representation letter. (See FAM 550 and 1001.) An example item is: “We are not aware of any pending or threatened litigation, claims, or assessments or unasserted claims or assessments that are required to be accrued or disclosed in the financial statements in accordance with SFFAS No. 5. We have not consulted legal counsel concerning litigation, claims, or assessments.”
Evaluation of Responses

.025 Written responses from legal counsel will vary considerably in the scope of information provided and in the opinion expressed. In preparing the responses, legal counsel uses the guidance contained in the American Bar Association’s Statement of Policy Regarding Lawyers’ Responses to Auditors’ Requests for Information (ABA Policy Statement) (included in its entirety in AU 337 C).

.026 The auditor should ask the entity to request that legal counsel cover all entity components included in the financial statements being audited.  Additionally, legal counsel generally should indicate the disposition of cases included in the prior year’s letter that are no longer contingencies.

.027 The auditor should evaluate each response in terms of sufficiency as evidence and consider (a) the possible limitations on the scope of legal counsel’s responses and (b) the lack of sufficient opinion on the resolution of a case. AU 9337 provides guidance in evaluating legal counsel’s responses. The auditor should evaluate any “unable to determine” and vague and unclear responses. The auditor also should evaluate the legal counsel’s response in light of any other information that comes to the auditor’s attention.
Possible Limitations on the Scope of Legal Counsel’s Responses

.028 When legal counsel limits the response, the auditor should determine whether the limitation affects the auditor’s report. Legal counsel may appropriately limit their response to certain matters. For example, to matters that (a) legal counsel has given substantive attention to in the form of legal consultation or representation, and (b) are determined to be individually or collectively material to the financial statements, provided the entity and the auditor have reached an understanding on materiality levels. These limitations are acceptable and do not limit the audit scope.

.029 The following are examples of limitations on legal counsel’s responses that  the auditor should not accept and that would ordinarily result in a scope limitation:
h. Legal counsel refuses to furnish the requested information. When legal counsel refuses to furnish the information requested in the legal letter request, the auditor should evaluate this matter as a scope limitation sufficient to preclude an unqualified opinion.

i. Legal counsel excludes matters requested. The legal counsel’s responses may not address all information requested. The auditor should compare legal counsel’s response with the legal letter request and determine whether legal counsel has addressed all the information requested. If legal counsel has excluded any of the requested matters, the auditor should obtain responses for those matters from legal counsel. If the auditor is unable to obtain all the information needed, the auditor should evaluate this as a scope limitation that could be sufficient to preclude an unqualified opinion.

j. Legal counsel indicates that certain information is being withheld due to attorney-client privilege. Under the American Bar Association (ABA) Code of Professional Responsibility, legal counsel is required to preserve the confidences and secrets of the client. Legal counsel may disclose confidences to the auditor only with the consent of the client.  If the legal letter request is prepared in accordance with AU 337, the auditor should expect that legal counsel would be responsive; otherwise the scope of the audit would be restricted. On the other hand, explanatory language in the legal letter request or in legal counsel’s response emphasizing that management or legal counsel does not intend to waive attorney-client privilege or attorney work-product privilege does not result in a scope limitation.

Lack of Sufficient Opinion on the Resolution of a Case
.030 The following are examples of legal counsel responses that lack sufficient opinion on the resolution of a case:
k. Uncertainties. Legal counsel may be unable to respond concerning the likelihood of an unfavorable outcome of litigation, claims, and assessments or the amount or range of potential loss, because of inherent uncertainties. In these circumstances, the auditor generally should conclude that the financial statements are affected by an uncertainty concerning the outcome of a future event, which is not susceptible to reasonable estimation. See FAM 580 for reporting on uncertainties.

l. Unclear responses. Legal counsel sometimes use general terms to indicate their evaluation of the outcome of a case. The ABA Policy Statement states that legal counsel may, in the appropriate circumstances, communicate to the auditor their view that an unfavorable outcome is “probable” or “remote.” The legal letter responses may include phrases that mean remote or probable. The phrases below are examples of opinions that provide sufficient clarity that the likelihood of an unfavorable outcome is remote: 

· “We are of the opinion that this action will not result in any liability to the entity.”
· “We believe that the plaintiff’s case against the entity is without merit.”
The following are examples of opinions that indicate significant uncertainty as to whether the entity will prevail:

· “In our opinion, the entity has a substantial chance of prevailing in this action.” (A “substantial chance,” a “reasonable opportunity,” and similar terms indicate more uncertainty than an opinion that the entity will prevail.)

· “It is our opinion that the entity will be able to assert meritorious defenses to this action.” (The term “meritorious defenses” indicates that the court will not summarily dismiss the entity’s defenses; it does not indicate legal counsel’s opinion that the entity will prevail.)

.031 To avoid unclear and incomplete responses, the auditor generally should ask management to request legal counsel to use Justice’s standard forms to describe legal contingencies (see FAM 1002 C-4 to C-6 for examples of these forms). When legal counsel does not indicate whether the unfavorable outcome is probable or remote, management and the auditor should conclude that the outcome is reasonably possible, and management should determine the disclosure. Management, with legal counsel’s advice, determines whether cases are probable, reasonably possible, or remote, to decide whether to recognize them as liabilities and/or disclosed them in the notes to the financial statements.

.032 If the auditor is not certain about legal counsel’s evaluation, the auditor should discuss the matters with legal counsel and entity management (and document the oral discussion) and/or obtain written clarification in a follow-up letter. Sometimes legal counsel may give a clearer indication of likelihood orally. If legal counsel is unable to give a clear evaluation of the likelihood of an unfavorable outcome, management should disclose the uncertainty and the auditor should evaluate the uncertainty’s effect on the audit report.

Example Legal Letter Request

.033 The legal letter request, which the auditor may assist management to draft, should be on the audited entity’s letterhead, signed by the Chief Financial Officer (CFO), or equivalent, and ask that the reply be sent directly to the auditor with a copy to management by specified due dates. FAM 1002 B provides an example legal letter request that includes requests for interim and updated responses from legal counsel and matters that should be covered in the letter.

Example Legal Counsel’s Responses and Management’s Schedule

.034 The General Counsel’s response on General Counsel letterhead is sent to the auditor with a copy to management by the agreed-upon due dates. The counsel may indicate that the response is provided for the auditor’s use in connection with the audit. 

.035 FAM 1002 C shows an example of a legal counsel response, including the legal representation letter that should include Justice’s legal contingency standard forms for each case or group of cases. Forms can be obtained on Justice’s website at http://www.usdoj.gov/civil/forms/forms.htm and auditors should check that current forms were used.
.036 FAM 1002 D shows an example of management’s schedule that documents how the information contained in the legal counsel’s responses was used in preparing the financial statements. Management should include each case discussed in the legal letter and indicate (1) the amount accrued for probable cases and (2) note disclosure for reasonably possible cases, probable cases where the amount cannot be estimated, and probable cases where a range of amounts above the accrued amount is estimated. 

Practice Aids
.037 The following practice aids are provided at:

FAM 1002 A – Example Audit Procedures for Inquiries of Legal Counsel;

FAM 1002 B – Example Legal Letter Request;

FAM 1002 C – Example Legal Representation Letter, and

FAM 1002 D – Example Management Summary Schedule.
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�  Including environmental and disposal liabilities -- a contingency that is often a significant issue for the federal government.


�  SFFAS No. 7 has guidance for reporting claims for tax refunds. Rather than recognizing probable claims and disclosing other claims in the notes to the financial statements, SFFAS No. 7 indicates that other claims for refunds that are probable should be included as supplementary information.


�  A permanent, indefinite appropriation, commonly known as the Judgment Fund, is available to pay final judgments, settlement agreements, and certain types of administrative awards against the United States when payment is not otherwise provided for. The Secretary of the Treasury certifies all payments from the fund. (See 31 U.S.C. 1304, Judgments, awards, and compromise settlements.) FASAB Interpretation No. 2 clarifies how federal entities report the costs and liabilities arising from claims to be paid by the Judgment Fund and how the Judgment Fund accounts for the amounts that it is required to pay on behalf of federal entities.


�  If the Judgment Fund will pay the claim, the entity still recognizes the liability and cost at this time.  Once the claim is settled or a court judgment is assessed and the Judgment Fund is determined to be the appropriate source for payment, the entity reduces the liability by recognizing an (imputed) financing source. Note that for Judgment Fund payments made under the Contract Disputes Act and the Notification and Federal Employee Antidiscrimination and Retaliation Act, the entity establishes a payable to reimburse the Judgment Fund.  


� For example, for the fiscal year 2007 audit, OMB reporting guidance stated that agencies should submit  interim legal representation letters to Department of Justice, Treasury’s Financial Management Service, and GAO no later than August 29, 2007. This would allow review of cases before external issuance. Final legal representation letters were due no later than November 15, 2007.


�  The Accounting and Auditing Policy Committee (AAPC) guidance (Technical Release No. 1) clarifies FASAB Interpretation No. 2, with respect to the Department of Justice’s role related to legal letters in cases in which Justice’s legal counsels are handling legal matters on behalf of other federal reporting entities. The letter from the entity’s general counsel may provide sufficient evidence for the auditor. If the auditor determines that additional evidence is needed about a specific case, the auditor may request entity management and legal counsel to send a legal letter request to Justice, directed to the lead Justice legal counsel handling the case, asking that person to provide a description and evaluation directly to the auditor.
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