


Planning Phase





Planning Phase



230 - Determine Planning, Design, and Test Materiality


Planning Phase

215 – Establish an Understanding with the Client

215 – Establish an Understanding with the Client
.01 The auditor should establish an understanding with the client regarding an audit of the financial statements. The auditor should document the understanding through a written communication with the client. AU 311.08-.10 provides guidance to the auditor in establishing this understanding. The auditor may use an engagement letter, contract, or other written communication to describe the terms of the engagement. The auditor should also communicate these and other matters with those charged with governance,
 and with the individuals contracting for or requesting the audit. When auditors perform the audit pursuant to a law or regulation or they conduct the work for the legislative committee that has oversight of the entity, the auditor also should communicate with the legislative committee. 

If the auditor believes that an understanding with the client has not been established, the auditor should discuss the issue(s) with the audit director. 
.02 In the federal environment, the “client” may include the

· management of the federal entity to be audited, including senior executive and financial managers;

· Inspector General if the IG has contracted for the audit;
· members of a board or commission responsible for the federal entity; 

· audit committee; and

· congressional committees, subcommittees, or members requesting the audit.

The auditor should identify and document who is the client and those charged with governance for each federal audit. The client and those charged with governance may include multiple entities from this list. See FAM 215.12 for additional guidance on identifying those charged with governance.
.03 Audits may be conducted under various legal authorities. For example, the audit may be

· mandated by law, or

· performed under an audit organization’s discretionary statutory legal authority, or

· performed under contract authority to procure audit services, or

· requested by a congressional committee(s), subcommittee(s), or member(s).

.04 Before establishing an understanding with the client, the auditor may conduct a pre-engagement planning meeting with the audit team to be sure they understand the various aspects of the engagement, particularly for an engagement that the auditor has not previously performed. Topics for this meeting may include (1) the engagement timeline, (2) staff specific responsibilities, (3) overall scope and any limitations of the engagement, (4) potential risks of the engagement, and (5) documentation of the engagement. Information for this meeting may be obtained from the federal entity to be audited, the IG, a statement of work in a request for proposal, or prior reports. This meeting may be combined with the fraud risk brainstorming session and the risk assessment brainstorming discussed in FAM 260. 
.05 The engagement letter or contract is designed to avoid misunderstandings between the federal entity to be audited, the IG if the audit is contracted out by the IG, and the auditor. The auditor and client should agree on the contract or engagement letter at the start of the audit. Where there is a contract, an engagement letter may be unnecessary since the contract (including any amendments) along with the statement of work and auditor’s proposal to perform the work should contain all of the engagement terms. If an engagement letter is not necessary, the auditor should communicate in an appropriate written form with those charged with governance and any others as needed. 
.06 The engagement letter or contract documents the objectives and limitations of the audit and the roles and responsibilities of both federal entity management and the auditor. An example audit engagement letter to a federal entity is presented at FAM 215 A. The letter may also communicate additional matters, such as the involvement of others and fee and billing arrangements, although these may be addressed in separate contractual documents. If both documents are prepared, the information that appears in these documents should be consistent. See AU 311.09 -.10 for further information that may be included.   

Establishing an Understanding on the Scope of the Engagement

.07 The auditor may use an engagement letter, contract, or other written communication to document the auditor’s and the federal entity’s responsibilities as well as the limitations of the engagement. The letter generally states that the auditor will conduct the audit in accordance with GAGAS, and if applicable, OMB audit guidance. Those standards require that the auditor obtain reasonable, rather than absolute, assurance about whether financial statements are free of material misstatement, whether caused by error or fraud. While reasonable assurance is a high level of assurance, the nature of audit evidence and the characteristics of fraud makes it such that the auditor cannot provide absolute assurance. Accordingly, a material misstatement may remain undetected. Also, an audit is not designed to detect error or fraud that is immaterial to the financial statements. If, for any reason, the auditor is unable to complete the audit or is unable to form or has not formed an opinion on the financial statements, the auditor may decline to express an opinion, or decline to issue a report. However, declining to issue a report may not be possible for audits mandated by law.

.08 An audit includes obtaining an understanding of internal control sufficient to plan the audit and to determine the nature, timing, and extent of audit procedures to be performed. An auditor will either express an opinion on internal control or report on internal control as discussed in FAM 580.31.

.09 Auditors should reach agreement with the client on their responsibilities in a financial statement audit, including their responsibilities for testing and reporting on internal control over financial reporting and compliance with laws and regulations. The communication should include the nature of any additional testing of internal control and compliance required by laws and regulations or otherwise requested, whether the auditor plans to express an opinion or report on internal control over financial reporting, and if applicable, the entity’s financial systems compliance with FFMIA (for CFO Act agencies). 

.010 The engagement letter, contract, or other written communication should provide that if the management of the federal entity to be audited does not agree with the terms of the audit reached between the party contracting for the audit and the auditor, as documented in the contract or engagement letter, the entity should promptly notify the auditor. The auditor should try to resolve any disagreements promptly.
Communicating with Those Charged with Governance

.011 The auditor must communicate with those charged with governance matters related to the financial statement audit that are, in the auditor’s professional judgment, significant and relevant to the responsibilities of those charged with governance in overseeing the financial reporting process. Clear communication of specific matters is an integral part of every audit. However, the auditor is not required to perform procedures specifically to identify other significant matters to communicate with those charged with governance.
.012 Similar to the process described above for client communication, the auditor should determine the appropriate persons within the entity’s governance structure with whom to communicate. The appropriate persons may vary depending on the matter to be communicated. In situations where there is not a single individual or group that both oversees the strategic direction of the entity and the fulfillment of its accountability obligations or in other situations where the identify of those charged with governance is not clearly evident, the auditor should document the process followed and conclusions reached for identifying appropriate individuals to receive the required auditor communications. When the appropriate persons with whom to communicate are not clearly identifiable, the auditor and the engaging party should agree on the relevant persons within the entity’s governance structure with whom the auditor will communicate.
.013 The auditor should evaluate whether communication with a subgroup of those charged with governance, such as an audit committee or an individual, adequately fulfills the auditor’s responsibility to communicate with those charged with governance. AU 380.18 and AU 380.54 provide factors to consider when making this judgment. When all of those charged with governance are involved with managing the entity, the auditor should evaluate whether communication with person(s) with financial reporting responsibilities adequately informs all of those with whom the auditor would otherwise communicate in their governance capacity.
.014 The auditor should communicate to those charged with governance        (1) the auditor’s responsibilities under GAGAS, (2) an overview of the planned scope and timing of the audit, (3) the nature of planned work and level of assurance provided related to internal control over financial reporting and compliance with laws and regulations, (4) the form, general content, and timing of communications, and (5) any potential restriction on the auditors’ reports, in order to reduce the risk that the needs or expectations of the parties involved may be misrepresented. These matters may be communicated either orally or in writing. The auditor may use an engagement letter, contract, or other written communication as part of this communication.  
.015 The auditor’s clear communication of these matters helps establish the basis for effective two-way communication. Other discussion topics that may contribute to the effectiveness of two-way communication are discussed in AU 380.49. The auditor should evaluate whether the two-way communication between the auditor and those charged with governance has been adequate for purposes of the audit. This evaluation may be based on observations resulting from performing other audit procedures.         AU 380.60-.61 provide guidance for making this evaluation. If in the auditor’s judgment, the two-way communication between the auditor and those charged with governance is not adequate, there is a risk that the auditor may not have obtained all the audit evidence required to form an opinion on the financial statements. The auditor should evaluate the effect, if any, on the auditor’s assessment of the risks of material misstatement and may take actions as discussed in AU 380.63. 
.016 Management’s communication of these matters to those charged with governance does not relieve the auditor of the responsibility to also communicate with them. However, communication of these matters by management may affect the form or timing of the auditor’s communication. Factors that may affect whether the communication would be most effective orally or in writing as well as the content of communication are discussed in AU 380.53.  
.017 The auditor should communicate significant findings from the audit in writing to those charged with governance as discussed in FAM 550.13 and FAM 580. When matters are communicated in writing, the auditor should indicate in the communication that it is intended solely for the information and use of those charged with governance, and if appropriate, management, and is not intended to be and should not be used by anyone other than these specified parties as discussed in AU 380.55. Because these audits involve government entities, the auditor’s communication also should indicate that government reports and communication are generally a matter of public record; therefore, the distribution of the communication is not limited.
.018 The auditor should communicate with those charged with governance on a sufficiently timely basis to enable those charged with governance to take appropriate action. AU 380.57-.58 discuss factors relevant for making judgments regarding the timing of communications.
.019 The auditor should communicate with those charged with governance the auditor’s responsibilities under GAGAS, including that

· the auditor is responsible for forming and expressing an opinion about whether the financial statements that have been prepared by management with the oversight of those charged with governance are presented fairly, in all material respects, in conformity with generally accepted accounting principles, and

· the audit of the financial statements does not relieve management or those charged with governance of their responsibilities.
If the entity includes other information in documents containing audited financial statements, such as in a performance and accountability report, the auditor should communicate with those charged with governance the auditor’s responsibility with respect to such other information, any procedures performed relating to the other information, and the results.
.020 The auditor may also communicate to those charged with governance the items communicated with management discussed in FAM 215.07-.09. Additionally, the auditor may communicate the auditor’s responsibility for communicating significant matters as well as the limitations on this responsibility discussed in FAM 215.11.

.021 The auditor should communicate with those charged with governance an overview of the planned scope and timing of the audit. However, it is important for the auditor not to compromise the effectiveness of the audit, particularly where some of those charged with governance are involved with managing the entity. For example, communicating the nature and timing of detailed audit procedures may reduce the effectiveness of those procedures by making them too predictable. AU 380.30-.31 provide guidance on communicating the planned scope and timing of the audit.
.022 AU 380.32 provides additional matters that the auditor may discuss with those charged with governance that may be useful for planning the audit and assessing the risks of material misstatement.

.023 The auditor should document all communications with those charged with governance. If the communication was written, the auditor should retain a copy of the communication with the audit documentation.

Intent, Notification, and Commitment Letters

.024 The auditor should establish an understanding with involved parties, that may include congressional requesters, regarding the financial audit. When the engagement letter is addressed to the head of a federal entity to be audited, or the IG if the audit is contracted out, the auditor may also provide a copy to those charged with governance if the auditor determines this to be an effective form of communication. The auditor’s internal procedures may also provide for additional communication with others in the form of an intent, notification, or commitment letter as discussed below.  
.025 GAO and some IGs use an intent letter to acknowledge a congressional request for any type of work. This letter may include

· acknowledgement of a meeting with congressional staff to understand the request;
· indication of a survey of work or planning phase to understand the federal entity, identify accounting or auditing issues, and determine the availability and access to books and records, particularly for an initial engagement;
· an estimated completion date for the planning phase;
· the auditor team performing the audit; and
· auditor contact names, phone numbers, and e-mail addresses.

.026 A notification letter is used by some auditors to notify federal agencies of new engagements for any type of work. This letter may include

· source of work (mandate, request, or auditor’s statutory discretionary authority);
· objective(s) of the work; 

· agencies and locations to be contacted;
· estimated start date;
· estimated date of entrance conference;
· auditor team performing the audit;
· auditor contact names, phone numbers, and e-mail addresses; and

· engagement (job) code or other tracking number.
.027 A commitment letter is used by some auditors, either after a survey of work or the planning phase has been completed as discussed in FAM 215.24, or to confirm a commitment for a congressional request, mandate, or auditor’s statutory discretionary authority for any type of work. This letter may include

· a confirmation of the auditor’s commitment to perform work and issue a report; 

· overview of the engagement approach, objective(s), and key aspects of the work to include a separate survey of work or planning phase, if conducted;
· the planned report issuance date;
· auditor team performing the audit; and
· auditor contact names, phone numbers, and e-mail addresses.

.028 The auditor should send intent, notification, or commitment letters as provided by the auditor’s protocols. The auditor may use the engagement letter to assist in documenting communication with those charged with governance. The auditor may use the example letter in FAM 215 B or other communication methods to communicate with those charged with governance. 

.029 For agreed-upon procedure engagements as discussed in FAM 660.04, the auditor may issue an engagement letter unless covered by contract or other written communication. An example letter for agreed-upon procedure engagements is presented in FAM 660 A.
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� Those charged with governance refers to those who have the responsibility for overseeing the strategic direction of the entity and obligations related to the accountability of the entity, including overseeing the entity’s financial reporting and disclosure process. For a federal entity, this may be members of a board or commission, an audit committee, the Secretary of a cabinet-level department, or senior executives and financial managers responsible for the entity. Additionally, this may include congressional committees with oversight of the audited entity.


� Management means the persons responsible for achieving the objectives of the entity and who have the authority to establish policies and make decisions by which those objectives are to be pursued. Management is responsible for the financial statements, including designing, implementing, and maintaining effective internal control over financial reporting.
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