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Misstatements in Interim Balances
.01 The auditor should use professional judgment to determine whether any known and likely misstatements detected in interim tests warrant a revision of (1) the risk of material misstatement and (2) the nature, extent, and timing of planned audit procedures. (See FAM 295 D for a discussion of factors in deciding whether to use interim substantive testing of balance sheet accounts). The auditor should determine the effects of misstatements by evaluating relevant factors, including

· the nature and cause of the misstatement;
· the estimated known and likely effects on the overall line item/account balance;
· whether the entity has subsequently corrected the misstatement; and

· the impact of the misstatement on other parts of the audit.

.02 The auditor should discuss financial statement misstatements with entity management. Based on the nature and cause of the misstatements detected, the auditor should determine, and obtain supporting evidence on whether the misstatements are likely to occur in the remainder of the line item/account balance at the interim testing date and at the year’s end. (See FAM 480.40 for a discussion of the need to project all misstatements unless evidence is highly persuasive that a misstatement is isolated
 and the audit director approves.) 
The auditor should request that entity management correct such misstatements in the population. Based on the following guidance, the auditor should use professional judgment to determine the extent that interim testing can be relied upon, in conjunction with substantive procedures in the roll-forward period, to provide sufficient appropriate evidence on the year-end line item/account balance if:
· The misstatements are not material when projected to the entire population (likely misstatements plus an allowance for further misstatements is less than tolerable misstatement) and are expected to be representative of the misstatements of the year-end balance, the auditor may rely upon the results of the interim testing.

· The auditor has obtained highly persuasive evidence that the misstatements are isolated (generally by nature, cause, or extent), the auditor may be able to rely upon unaffected parts of the interim testing and apply procedures at year-end to test only those financial statement assertions associated with the misstatements. 
For example, in interim testing of inventory, the auditor might determine that the misstatements concern only the valuation of inventory. Accordingly, the auditor may rely upon other parts of the interim testing, such as those for the accuracy of the physical count and cutoff, and perform detail valuation testing and related procedures at year-end.

· The misstatements are material or pervasive, the auditor should determine (1) whether to place any reliance on the interim testing,     (2) the effect on the risk of material misstatement, and (3) the nature and extent of substantive procedures to be performed on the line item/account balance as of the balance sheet date.

.03 For any misstatements found during interim testing, the auditor uses professional judgment to evaluate, in a manner appropriate for the circumstances, the effects on the year-end balance.

Testing the Roll-forward Period
.04 Because the auditor reports on the financial statements as of year-end, not the interim test date, the auditor should perform further substantive procedures or substantive procedures combined with tests of controls (if the auditor concludes that substantive procedures alone would not be sufficient to cover the remaining period). The auditor should perform procedures to provide the auditor with a reasonable basis for extending the audit conclusions from the interim date to year end. The auditor should perform substantive procedures of the roll-forward period activity to the year-end balance. 
For example, after interim testing of the loans receivable balance as of June 30, the auditor may examine supporting documents for selected debits and credits to the balance during the roll-forward period of July 1 through September 30. The auditor may also apply analytical procedures to compare the amount of roll-forward activity, on a month-by-month basis, with expectations based on results for preceding months or similar periods of preceding years.

.05 The auditor should determine the nature and extent of substantive procedures based on the assessment of risk of material misstatement and tolerable misstatement. In some instances, the auditor may determine that specific risk of material misstatement warrants additional or different substantive procedures at year-end, such as cutoff tests. If risk of material misstatement is moderate or low, the auditor generally should determine whether the internal controls as of the interim testing date were in place and were operating effectively during the roll-forward period. The auditor may refer to the results of tests of financial reporting controls, which cover the entire year under audit for significant systems.

Documentation
.06 The auditor should document 

· line items/accounts and assertions to which interim testing is applied;

· basis for using interim testing;

· audit procedures used to test interim balances and the roll-forward period (including tests of controls, findings, and conclusions); 
· effects of any misstatements found during interim testing and during roll-forward testing; and

· conclusions on the line items as of and for the year.
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� The auditor should not assume that an instance of fraud or error is an isolated occurrence, and therefore should consider how the detection of such misstatement affects the assessed risks of material misstatement (AU 318.73).
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