AICPA Audit Committee Toolkit: Government
Issues Report From Management


Issues Report From Management

Purpose of This Tool. This tool is to be used by audit committees in considering significant issues, estimates, and judgments that may have a material impact on the government organization’s financial statements and operations. Management should be encouraged to use this tool as a means to document any significant issues, judgments, and estimates for discussion with the audit committee. Each matter should be prepared as a separate issues report. Statements should be clear and concise. Some issues may carry over to subsequent meetings, in which case, any updated information should be included in bold. 

Defining Significant Issues, Estimates, and Judgments

As a first step to any discussion of this nature among the audit committee members, it is important for the audit committee to define its threshold for a significant issue, estimate, and judgment. The following are some points that the audit committee should consider in its quest to define a significant issue, estimate, and judgment. 

A significant issue, estimate, or judgment is one that:

1. Creates controversy among members of the management team, or between management and the internal or independent auditors.

2. Has or will have a material impact on the financial statements and/or operations.

3. Is or will be a matter of public interest or exposure.

4. Must be reported to an external body and management is unclear or undecided on its presentation, for example, single audit findings, grants, public requests for disclosure, or bond issuances.

5. Applies a new accounting standard. (Note: the application of a new accounting standard may or may not be considered a significant issue, estimate, or judgment for the organization. However, for the record, the audit committee may ask management to use this format as a means to brief the audit committee on the application of the new standard.)

6. Relates to the application of a standard in a way that is not consistent with general practice.

7. Relates to key controls over financial information that are being designed or redesigned, have failed, or otherwise are being addressed by the organization.

The audit committee needs to be proactive and consistent in its inquiries regarding significant issues, estimates, and judgments. At each meeting, the audit committee should inquire about current and/or unresolved issues or problems that have arisen in the financial, compliance, or operational control environment. Management’s response should be documented in the meeting minutes.

Management’s report to the audit committee concerning significant issues, estimates, and judgments should contain the following elements for a proper basis of discussion by the audit committee:​​​​​​​​​​​​​​​​​​​​

1.
Define the significant issue, estimate, or judgment. In this section of the issues report, management should define/summarize the issue as concisely and clearly as possible.

2.
Management’s position. This section should address management’s position on the issue. If there is disagreement among members of management, those disagreements should be identified here as explicitly as possible, with brief explanations of why each member of the management team has taken his or her position.

3. 
Relevant literature. Any professional literature or regulatory requirements addressing this issue should be cited here. If there is no professional literature available, it would be appropriate to define the governmental practice in this space. If this is a developing area, and there is no accepted best practice or other sources to support or refute these positions, this fact should be reported. If there is a choice of accounting treatments, that should be disclosed here along with a discussion on how the choices of treatment were compared and the basis for the final choice made.

4. 
Risks. Management should identify various risks (both good and bad) associated with this proposal. 

5.
Regulatory disclosure. Management must inform the audit committee of how it intends to address any required disclosures to appropriate regulatory bodies as required by law.

6. 
Auditor’s position. Has management consulted with the internal and external auditors on this issue? Do they agree with management’s position? Has management addressed the audit issues that might be associated with it? If so, use this section of the issues report to discuss the internal and external auditors’ positions. If not, use this section to explicitly state that the auditors have not been consulted.

7. 
Other information relating to this issue, estimate, or judgment. Management should use this section of the issues report to highlight other related and relevant information that is not already included in the previous sections.

Instructions for Using This Tool. Management should be encouraged to use this tool as a means to document any significant issues, estimates, and judgments for discussion with the audit committee. Each matter should be prepared as a separate issues report. Statements should be clear and concise. Some issues may carry over to subsequent meetings, in which case, any updated information should be included in bold. 

	Issues Report to the Audit Committee

	1. Define the significant issue, estimate, or judgment. Following is a summary of a significant issue, estimate, or judgment in the view of management.

	

	2. Management’s position. Management’s position on this matter is as follows. Any disagreements are highlighted here as well.



	

	3. Relevant literature. The following professional literature, regulatory requirements, and/or industry best practice support management’s position. Other background is provided as needed (area of developing practice, choice of accounting treatment, basis of decision, etc.).

	

	4. Risks. Management has identified the following risks (good and bad) associated with this proposal. 

	

	5. Regulatory disclosure. Management must inform the audit committee of how it intends to address any required disclosures to appropriate regulatory bodies as required by law.



	

	6. Auditor’s position. Management [has/has not] consulted with the internal and external auditors on this issue. The auditors [do/do not] agree with the management’s position. Management [has/has not] addressed the audit issues that might be associated with its position. The following further discusses the auditor’s position. If management has not discussed this issue with the auditor(s), a declaration to that affect is included below.

	

	7. Other Information relating to this issue, estimate, or judgment. Included in the following is further information not included in the preceding sections. 

	

	


Sample Issues Report From Management

1. Define the significant issue, estimate, or judgment. Management is concerned with the inability to accurately estimate its health care costs at year end. At any given time, including year end, the most difficult estimate related to those costs is what is known as claims that are incurred but not reported (IBNR). Plan participants have received treatment from health care providers and incurred liabilities that have not yet been billed to the government’s self-funded plan for payment. The government uses a third-party administrator (TPA) to pay the claims and to actuarially estimate what the IBNR is at year end. Generally, about 80 percent of these expenses will be paid during the first three to four months after the end of the plan year. Because of recent changes in the TPA’s billing system, changes in the demographic makeup of the government’s participant base, and an unusual increase in the number of large dollar claims, the IBNR estimate/accrual was significantly underestimated. This has caused the fund, which is funded by employer and employee contributions, to experience unexpected deficits in recent years.

2. Management’s position. The government has covered these deficits through general fund transfers. Management plans to request that the TPA carefully review the actuarial assumptions used to compute the IBNR, determine the cause of the shortage, and identify how to improve the accuracy of the IBNR estimate. Management is also considering creating a reserve to handle such fund fluctuations caused by the IBNR and considering adding stop-loss insurance coverage to the self-funded plan to mitigate the effects of unusually large claims. Stop-loss coverage insures the self-funded plan for claims exceeding a certain dollar amount ($100,000 is typical). The premiums for this coverage are paid from the fund but protect it against the negative effects of catastrophic claims and help in the IBNR estimate.

3. Relevant literature. The government’s TPA agreement for its self-funded health plan contains the required computation of the IBNR. Creating a reserve is not a legal requirement, therefore, there is no regulatory literature regarding this issue. There is a variety of actuarial and industry literature concerning the computation of the IBNR and reserve issues.

4. Risks. Underestimating the IBNR can cause administrators of the plan to misread the true profitability and solvency of the plan. This may delay the recognition of emerging claim and demographic trends as well as cause administrators to make faulty decisions in setting unrealistic rates and employee/employer contribution amounts needed to cover the plan’s expenses. If the true IBNR paid out over the ensuing months is much greater than estimated amounts accrued, other sources of revenue must be called upon to bail the fund out, causing budget difficulties and ill will elsewhere in the organization.

5. Regulatory disclosure. None.

6. Auditor’s position. Management has held informal discussions with the auditors on this issue. The auditors are in full support of management’s position to have the TPA review its actuarial assumptions for calculating the IBNR, create a reserve in the fund to handle fluctuations due to the inexact nature of IBNR estimates, and negotiate a stop-loss policy for the self-funded plan that will hedge against the effects of unanticipated large catastrophic claims.
7. Other information relating to this issue, estimate or judgment. While exploring the possibility of creating a reserve, it is important to remember the difference between a reserve and a contingency. A contingency is set up for an event that has not, and in fact may never occur. For a contingency to be accruable it must be both probable and reasonably estimable. The IBNR reserve, on the other hand, is for events that have already occurred and, therefore, is not a contingency and must always be accrued. Because we do not know the exact amount of the liability we must use our best estimate. 

Issues Report From Management

1. Define the significant issue, estimate, or judgment.

2. Management’s position.
3. Relevant literature.

4. Risks.

5. Regulatory disclosure.

6. Auditor’s position.

7. Other information relating to this issue, estimate or judgment.
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