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540 – Evaluate Misstatements

540 – Evaluate Misstatements
Overview 

.01 The auditor may detect misstatements during substantive tests or other procedures. The auditor should evaluate misstatements individually and in the aggregate in both quantitative and qualitative terms. Based on the evaluation of all misstatements, the auditor should determine the type of report to issue on the financial statements. 

.02 As discussed in AU 318, the auditor should not assume that an instance of fraud or error is an isolated occurrence, and therefore, should evaluate how the detection of the misstatement affects the assessed risks of material misstatement, including, (1) the related nature, extent, and timing of substantive audit procedures, and (2) the audit evidence of the operating effectiveness of relevant controls, including the entity’s risk assessment process. Accordingly, the auditor should evaluate the effect of misstatements on: 

· The auditor’s evaluation of internal control and risks of material misstatement (see FAM 580.31-.62). 

The auditor should determine whether the misstatements indicate control deficiencies that had not been previously identified, whether the assessment of the controls and the risk of material misstatement at the relevant assertion level remain appropriate, whether audit procedures are appropriate in light of any revisions to the risks of material misstatement, and whether the categorization of control deficiencies for reporting purposes is appropriate (whether they are material weaknesses or other significant deficiencies). 

· The consideration of the risk of material misstatement due to fraud (see FAM 540.18-.24).
The auditor should determine whether to change the risk of material misstatement due to fraud determined during planning, based on the accumulated results of audit procedures. 

· The auditor’s evaluation of the financial management systems' substantial compliance with the 3 FFMIA requirements (see FAM 580.64-.68). 

The auditor should determine whether to change, based upon the misstatements and identified control deficiencies, the auditor’s conclusions with respect to the financial management systems’ substantial compliance with the 3 FFMIA requirements. 

· The entity’s compliance with laws and regulations (see FAM 580.69-.77). 

The auditor should determine whether to change, based upon the misstatements, the auditor’s conclusions with respect to the entity’s compliance with laws and regulations. 

· Budget formulation and execution. 

The auditor should determine whether the misstatements have a significant impact on budget related matters for purposes of reporting budget control deficiencies, reporting on the statement of budgetary resources and reconciliation of net cost to budget note disclosure, and reporting on compliance with budget-related provisions of laws and regulations. 
· Other reports. 

The auditor should determine whether the misstatements and any underlying internal control deficiencies affect other reports prepared by the entity that are (1) used for management decision-making, or (2) distributed outside the entity. 

.03 FAM 475 (substantive analytical procedures) and FAM 480 (substantive detail tests) discuss the evaluation of individual misstatements from a quantitative standpoint. Following that guidance, the auditor should quantify the effects of the misstatements and classify them as either 

· known misstatement: the amount of misstatement actually found, or 

· likely misstatement: the auditor’s best estimate of the amount of the misstatement in the population (likely misstatement includes the known misstatement). For sampling applications, this amount is the projected misstatement. (Also see FAM 540.11.) 

Accumulation of Misstatements 

.04 To evaluate the aggregate effects of misstatements on the financial statements, the auditor should accumulate known and likely misstatements; this should be done on a Schedule of Uncorrected Misstatements, an example of which is illustrated at FAM 595 C, example 1. The auditor should include any misstatements (known or likely) that the entity brings to the auditor’s attention that have not been corrected in the financial statements. The summary allows the auditor to have a record of the impact of the audit, bring all misstatements to the attention of management and those charged with governance, and evaluate the risk of further misstatement as a part of the consideration of uncorrected misstatements as discussed in FAM 540.11-.12. The reviewer should review the Schedule of Uncorrected Misstatements

Per AU 312.42, the auditor may designate an amount below which misstatements are not accumulated. The auditor should set this trivial or de minimis amount so that any such misstatements, either individually or when aggregated with all other misstatements, would not be material to the financial statements, after the possibility of further undetected misstatements is considered. 
.05 The financial statements usually include various estimates made by management, such as the recoverability of assets (through allowances for doubtful accounts receivable or loans) and liabilities for loan guarantees. If the recorded amount falls outside a range of amounts that the auditor determines is reasonable, the auditor should include at least the difference between the recorded amount and the closest end of the auditor’s range as a likely misstatement in the Schedule of Uncorrected Misstatements. There might be situations when including the difference between management’s estimate and the midpoint of the range is a better measure of likely misstatements; the auditor generally should discuss these with the reviewer and the statistician.
.06 Additionally, the auditor should evaluate whether management’s estimates, while individually reasonable, consistently overstate or understate components of the financial statements, such as total assets or total expenditures, and indicate possible management bias. If so, the auditor should evaluate the effects on the financial statements in addition to any uncorrected misstatements when determining the appropriate type of opinion. Further guidance on evaluating estimates is provided in               AU 312.56-.58 and AU 342. 

Review of Misstatements with Management and Those Charged with Governance
.07 After accumulating and summarizing the adjustments on a Schedule of Uncorrected Misstatements (an example of which is at FAM 595 C) the auditor: 

· Must bring all misstatements found (except those below the auditor-designated amount at which misstatements need not be accumulated as discussed at FAM 540.04) to the attention of appropriate entity management.  This includes communicating both known and likely misstatements. 

· Should request entity management to adjust the entity’s financial statements and underlying records to correct all known misstatements. 

· Should request entity management, for likely misstatements that are material either individually or when aggregated with other misstatements, to examine the class of transactions, account balance or disclosure to identify and quantify their own amount of the related misstatements. This may also help determine the cause of the likely misstatements. The auditor should then test management’s procedures and the amount of their proposed adjustment to determine the reasonableness of their amount. The auditor may perform additional audit procedures if needed. For likely misstatements involving differences in estimates, the auditor may share the assumptions and methods used to develop the estimate with management for the purpose of management revising its estimate. 

Entity management may establish valuation allowances for likely misstatements, net of known misstatements (since the likely misstatement represents the best estimate of the correction needed).
 If management does not correct the financial statements, the auditor should ascertain management’s reasons for not making the corrections and should evaluate these reasons when concluding on the qualitative aspects of the entity’s accounting practices and determining the implications for the auditor’s report. Also, the auditor should communicate uncorrected known and likely misstatements to those charged with governance as discussed in    AU 380.40-.41.
.08 In presenting the misstatements to management, the auditor generally should remind management that AU 333 requires the entity to indicate in the management representation letter that the uncorrected misstatements aggregated by the auditor, both individually and in the aggregate, are not material to the financial statements taken as a whole. AU 333 also requires that a summary of the uncorrected misstatements be attached to the representation letter. Attaching this summary is further discussed in FAM 1001 and presented in representation No. 5 in the example representation letter at FAM 1001 A. Thus, management may consider some of the same factors presented in FAM 540.09-.16. 

Consideration of Uncorrected Misstatements

.09 If entity management declines to record adjustments for any misstatements, the auditor must determine the potential effects of these misstatements on the audit opinion in both quantitative and qualitative terms. Overall guidance on evaluating misstatements is provided in          AU 312.50-.67. If total likely uncorrected misstatements (which includes known misstatements) is material, the auditor should modify the opinion on the financial statements (see FAM 580.22). 
Misstatements, either individually or in the aggregate, are material if, in light of surrounding circumstances, it is probable that the judgment of a reasonable person relying on the information would have been changed or influenced by the correction of the items. The concept of materiality includes both quantitative and qualitative considerations as further discussed in FAM 540.10-14. Deciding whether and how to modify the opinion based on the materiality of total likely uncorrected misstatements involves significant auditor’s judgment. The decision and the basis for it should be documented. The audit director should be involved in the decision and review the documentation related to it. Also, the reviewer should review and approve the documentation of the decision. 

Quantitative Considerations 

.010 Although there is some point where total likely uncorrected misstatements would generally be considered material, there is no single amount that can be used for the auditor’s decision to modify the opinion. Instead, the auditor should follow a process that considers various quantitative factors in reaching this decision as well as qualitative factors discussed in FAM 540.14. 

.011 In addition to the total likely uncorrected misstatements, the auditor should evaluate the risk of further misstatement, which is due to the imprecision of audit procedures as discussed in FAM 230.12. This risk includes the allowance for sampling risk (the combined precision of all sampling applications), an allowance for imprecision of analytical and other substantive audit procedures, and an allowance for unaudited immaterial account balances. The statistician should compute the combined precision for all sampling applications. 

.012 The auditor should determine the total of likely uncorrected misstatement plus an overall allowance for further misstatement. The auditor should evaluate this amount in relation to reporting materiality (see FAM 230.06) and the relative importance of the misstated items to readers of the financial statements. This is done to determine whether the financial statements as a whole may be materially misstated. For example, if the aggregate likely uncorrected misstatement is $10 million and the allowance for imprecision of audit procedures is probably no more than $5 million, the auditor should determine whether the total of $15 million materially misstates the financial statements taken as a whole. The reviewer should be consulted in considering these issues.

.013 The auditor’s report addresses the fair presentation of the financial statements taken as a whole. When determining the effects of any uncorrected misstatements on the financial statements, the auditor considers individual line items in the financial statements in relation to the financial statements taken as a whole. If the auditor provides assurance on any combining statements and supplemental schedules in relation to the financial statements taken as a whole, the auditor should determine whether these statements and schedules are materially misstated due to likely misstatements. 
Qualitative Considerations 

.014 The auditor should evaluate appropriate qualitative factors when determining the effect of uncorrected misstatements on the auditor’s report. Examples of these qualitative factors are in AU 312.60. The auditor may choose to modify or qualify the report on the financial statements, even if the amounts of any uncorrected misstatements are not quantitatively material. The decision of whether to modify or qualify the auditor’s report is a matter of auditor judgment considering the nature of the misstatement. Examples of misstatements for which the auditor might issue a modified or qualified report include: 

· misstatements of account balances or transactions that are considered sensitive to financial statement users; 

· misstatements that offset one another in the aggregate but are individually significant; and 

· misstatements that have a significant effect on the MD&A presented by management (most likely a modified report – see FAM 580.81). 

Treatment of Uncorrected Misstatements Detected in Prior Periods 

.015 The auditor should evaluate the effects on the current-period financial statements of any misstatements detected in prior periods as discussed in AU 312.52-.53. Also, see FAM 580.87- .89 regarding financial statement restatements.
Treatment of Misstatements that Arose in Prior Periods But were Detected in the Current Period 

.016 If, during the audit of the current period, the auditor detects a misstatement that arose in a prior period but was not previously detected, the auditor should include the misstatement in the Schedule of Uncorrected Misstatements and bring it to management’s attention. The auditor should determine if the misstatement, together with other misstatements, are material to the prior- or current-period financial statements. The auditor should gather sufficient information to evaluate the cumulative effects, as well as the current year change, related to the misstatement on beginning and ending balances such as those for balance sheet accounts as well as the related impact on the current year’s activity such as that shown on the statement of net cost. 
Guidance for evaluating the effects of these potential prior period adjustments is in the AICPA Audit Guide, Assessing and Responding to Audit Risk in a Financial Statement Audit and Staff Accounting Bulletin No. 108 published by the Securities and Exchange Commission (SEC) that expresses the SEC staff's views regarding the process of quantifying financial statement misstatements. If the misstatement is material, the auditor should consult with the reviewer to determine the effect on the current-period statements and the auditor's report. Also, see FAM 580.87- .89 regarding financial statement restatements.
Management Disagreement with Likely Misstatements 

.017 If management disagrees with the auditor’s likely misstatements, and if the disagreement involves amounts that are material, the auditor should again request that entity management perform procedures, such as reviewing all or substantially all of the items in the relevant population, to determine their own estimated amount of the misstatement and provide more assurance as to the auditor’s estimate, if the entity has not yet done so. If the entity determines their own estimate of the misstatement, the auditor should test management’s procedures and conclusions and determine whether additional audit procedures are necessary.
If management refuses to perform the necessary investigation, the audit director may decide not to expend additional time and audit resources to resolve the disagreement, for example, because additional testing is unlikely to provide different conclusions. If the auditor believes the estimate is sufficiently accurate, the auditor should express a qualified or adverse opinion, depending on the materiality of the item to the financial statements taken as a whole. If the auditor believes the estimate is not sufficiently accurate, the auditor should express a qualified opinion or disclaimer of opinion for a scope limitation, depending on the materiality of the item to the financial statements taken as a whole. The auditor should document an overall evaluation, including decisions reached, of any management disagreement with likely misstatements.

Reconsideration of Fraud Risk

.018 The auditor should update the fraud risk evaluation throughout the audit, because evidence gathered later in the audit could change or support an earlier judgment about fraud risks. For example, the auditor may identify discrepancies in the accounting records or conflicting or missing evidence.

.019 Near the completion of the audit, the auditor should evaluate whether the audit test results indicate the need for a change in the assessment of the fraud risks made earlier, or the need for additional or different audit procedures. The auditor should:
(1) perform overall analytical procedures related to revenue, if revenue is (or is expected to be) material;
(2) evaluate whether substantive or overall analytical procedures indicate a previously unrecognized fraud risk;
(3) evaluate whether responses to inquiries during the audit have been vague, implausible, or inconsistent with other evidence; and 
(4) evaluate other evidence gathered during the audit.  
Further, the audit director should determine whether appropriate communications have occurred among the audit team members regarding fraud risks.

.020 The auditor should evaluate whether misstatements identified might be indicative of fraud. If, preliminarily, the auditor believes that a misstatement is or might be the result of fraud, the auditor should consult with the audit director and the reviewer, who should determine whether to seek assistance from the Special Investigator Unit or OGC. If performing the audit under contract, the auditor should consult with the Assistant Inspector General for Audit, or the GAO managing director, having responsibility for the audit. If on the basis of evidence obtained, the auditor believes that an instance of fraud (or significant abuse) has occurred or is likely to have occurred, the auditor should
(1) consult with the Special Investigator Unit and OGC;
(2) include relevant information in the audit report unless the instance is clearly inconsequential; and 
(3) determine that those charged with governance are adequately informed.  
In some circumstances, the auditor may be required by law or regulation to report directly to outside parties about fraud (or significant abuse).  However, the auditor should limit public reporting to matters that would not compromise any related investigative or legal proceedings (see GAGAS, paragraphs 5.12 and 5.17-.25).
.021 If a misstatement is or might be the result of fraud and the effect is not material to the financial statements, the auditor should evaluate the implications, especially those regarding the organizational position and responsibilities of the individual involved. If the matter involves a relatively low-level employee who is not responsible for significant activities (for example, a misappropriation from a small petty cash fund by a nonmanagement employee), the auditor may conclude that the matter has little significance to the audit. However, if the matter involves higher-level management, even though the amount of misstatement is not material to the financial statements, the auditor should evaluate whether (1) it is qualitatively material, and (2) it might indicate a more pervasive problem.  
Accordingly, the auditor should reevaluate the assessment of fraud risk, as well as the risk of material misstatement, and the resulting effects on the nature, extent, and timing, of substantive procedures. Regardless of the level of the employee, the auditor should report the potential fraud to at least the next level of management. In addition, the auditor should reach an understanding with those charged with governance regarding the nature and extent of communications with them about fraud perpetrated by lower-level employees.
.022 If a misstatement is or might be the result of fraud and either the effect could be material or the auditor is unable to determine whether the effect is material, the auditor should
(1) attempt to obtain additional evidential matter to determine whether material fraud has occurred or is likely to have occurred and its effect on the financial statements and the related audit report; 
(2) evaluate the implications for other aspects of the audit, including reevaluating the assessment of risks and the resulting effects on testing as described in the preceding paragraph; 
(3) discuss the matter and the approach for further investigation with at least the next higher level of entity management and with senior management and those charged with governance; and 
(4) determine whether to advise entity management to consult with its general counsel.

.023 The auditor should discuss in the audit report fraud that causes a material misstatement of the financial statements (see FAM 540.20). Depending on circumstances, fraud could affect the reports on the financial statements, internal controls, compliance with laws and regulations, and the quality of management representations. The auditor should consult with the audit director and the reviewer and should report the matter to those charged with governance.

.024 If the auditor has identified fraud risk factors that have control implications, the auditor should determine whether these risk factors represent material weaknesses or significant deficiencies to include in the audit report in the internal control section. Further, the auditor should evaluate whether the absence of, or deficiencies in, antifraud programs and controls also represent material weaknesses or significant deficiencies.

Financial Management Systems

.025 For audits of the CFO Act agencies and other components OMB identified in its audit guidance, the auditor should determine whether the entity’s financial management systems substantially comply with the three requirements of FFMIA. FAM 350 and FAM 360 discuss federal financial management systems requirements and the SGL at the transaction level during the internal control phase of the audit. Additionally, FAM 701 provides guidance to the auditor to assess FFMIA compliance and example audit procedures are provided at FAM 701 A. 
During the reporting phase of the audit, the auditor should conclude on the systems compliance with federal accounting standards based on the results of control, compliance, and substantive testing and evaluation of misstatements found. If the auditor concludes that the systems do not substantially comply with the requirements, the auditor should report the noncompliance. In addition, if the auditor performed only limited testing, the auditor should report that the audit would not necessarily disclose all non-compliance with FFMIA requirements (see FAM 580 for further reporting guidance).
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� Generally entities resist booking likely misstatements based upon projections citing no supporting transactions. However, the amount can be booked through a general journal entry and reversed the following year.
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