CHAPTER 4
Reports on Audited Financial Statements
SOLUTIONS FOR REVIEW CHECKPOINTS
4-1
Investors, creditors and other users tend to assume that financial statements are audited and "everything is OK" whenever they know a public accountant has been involved in producing the statements. If an audit has not been performed, accountants need to make the fact known so users will not mislead themselves. If an audit has been performed, accountants must report their work and conclusions for users' benefit.

4-2
Students may identify more than one description of the "most important" distinction between an opinion and other communications. The most important is that opinion is the highest level of assurance possible. An opinion reflects reasonable or high assurance. The word opinion can be used only in high assurance engagement reports. Some may interpret this question in terms of different kinds of opinions that are possible, in that case the most important distinction is between an opinion and a disclaimer  All the following are valid, although (a) is intended to be the "Most important":

a.
An opinion (unqualified, qualified or adverse) is an explicit statement of the auditor's conclusions), while a disclaimer is an (empty) assertion of "no conclusion."

b.
An (unqualified) opinion is the highest level of assurance, while a disclaimer is the lowest level (no assurance).

c.
An opinion requires evidence as a basis, while a disclaimer results from lack of evidence.

d.
Auditors must be independent to give an opinion, while a disclaimer can result from a PA's lack of independence.

4-3
A negative assurance is a statement such as the following: "nothing came to our attention which would indicate that these statements are not fairly presented."

A negative assurance does not indicate whether the auditor gave appropriate attention in such a way that he had opportunity to know whether statements were or were not fairly presented. It is too weak a conclusion for an audit.

A negative assurance is permitted in letters to underwriters and in certain financial statements that do not purport to present financial position and results of operations, in certain kinds of special reports, and in review engagement reports.

4-4
Assurance refers to the credibility provided by the auditor’s evidence gathering procedures whereas accounting credibility refers only to the proper accounting for the facts as stated by the client. Assurance refers to evidence on the facts whereas accounting refers to properly presenting the facts in accordance with GAAP.
4-5
Scope paragraph

a.
The objects of the audit are the financial statements--balance sheet(s), income statement(s), and cash flow statement(s), and related footnote disclosure, not the "books and records."

b.
The description of the audit means:

(1)
the auditors were trained and proficient.

(2)
the auditors were independent.

(3)
due professional care was exercised.

(4)
the work was planned and supervised

(5)
internal control was properly studied and evaluated.

(6)
sufficient appropriate evidential matter was obtained.

(7)
the GAAS reporting standards were followed.

* Professional judgment was exercised in performing the tests and choosing the procedures to perform in the circumstances.

4-6
Major reasons for departure from the standard unmodified opinion are:
1a.
GAAP departure from official pronouncements (CICA Handbook Recommendations).

1b.
Departure from any other GAAP.

2.
Limitation on scope of the audit (resulting in a lack of evidence).

3.
Auditor is not independent.

4-7
When an auditor is not independent with respect to a client, a disclaimer of opinion must be rendered. The disclaimer must be issued because the statements cannot be audited in accordance with generally accepted auditing standards. (An accountant, not an auditor, is the person associated with compiled and reviewed financial statements. An accountant can give a compilation--disclaimer--report on compiled unaudited financial statements.)

4-8
An auditor is unable to appropriately gather or evaluate the evidence gathered when he or she is not independent. 

4-9
Reports and the evidence dimension
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4-10
Immaterial GAAP departures do not matter, and an unqualified opinion can be given. Material departures require an explanatory paragraph and an "except for" qualified opinion. Pervasive departures requires an explanatory paragraph and an adverse opinion.

4-11
In comparison to the standard unqualified report, a report qualified for a scope limitation has:

1.
An "except for" phrase in the scope paragraph directing attention to the reason the audit was not in accordance with generally accepted auditing standards.

2.
An extra paragraph describing the scope limitation, the accounts or disclosures affected, and the dollar amounts involved, if determinable.

3.
An "except for adjustments that might have been determined to be necessary" phrase preceding the opinion sentence.

4-12
In comparison to the standard unqualified report, a report in which the opinion is disclaimed because of a scope limitation has:

1.
A change in the introductory paragraph indicating "We have been engaged to audit" in stead of "We have audited," which indicates the nature of the engagement and the attempt to audit, but implies the audit was not completed satisfactorily.

2.
The introductory paragraph omits the sentence in which the auditor takes responsibility for an opinion.

3.
The scope paragraph is omitted entirely.
4.
An extra paragraph describing the scope limitation, the accounts or disclosures affected, and the dollar amounts involved, if determinable.

5.
An "opinion" sentence that refers to the extra paragraph and states that no opinion is given.

4-13
The auditor knows about the extent of misstatement in unmodified, adverse, and qualifications based on GAAP departure situations. In all other situations the auditor does not have sufficient evidence or is not independent. 

4-14
If there is a departure from accounting principles and sufficient evidence shows the effect to be immaterial, then an unqualified opinion may be rendered. If the effect of the departure is material (but not extremely material) and isolated to a single event, then a qualified opinion may be given. If the effect is extremely material or pervasive (fair presentation is precluded), the auditor should render an adverse opinion. See Exhibit 4-8.
4-15
Pervasive materiality or extremely material would normally result in disclaimer of opinion whereas lesser materiality would result in an audit qualification.  See Exhibit 4-8.

4-16
See Exhibit 4-8.

4-17
Unmodified opinions result in the greatest assurance, followed by the qualification which provides less assurance but still positive.  The disclaimer of opinion provides no assurance whereas the adverse opinion provides positive assurance of material misstatements.

4-18
When the auditor feels the readers would find useful or important additional information in the auditor’s report such as information on contingencies e.g., see Exhibit 4-8. EOM paragraphs are further discussed in chapter 16. 
SOLUTIONS FOR EXERCISES AND PROBLEMS
EP4-1
Association with Financial Statements.

The consequences of being associated with financial statements. "In all cases where an auditor's name is associated with financial statements, the report should contain a clear-cut indication of the character of the auditor's examination, if any, and the degree of responsibility he is taking."

a.
Associated
Issue audit report.

b.
Not associated
Tax returns are an exception.

c.
Associated
Issue disclaimer (public company)

Issue compilation report (nonpublic).

d.
Not associated
PA is associated with accounting records but not with financial statements.

e.
Associated
Issue a disclaimer (public company).

f.
Associated
Issue interim information review report. (Should have requested client not mention review procedures this way.)

g.
Not associated
Nothing need to be done so long as client doesn't mention PA in the interim statement document.

EP4-2
Reports and the Effect of Materiality

If the amounts involved are immaterial, the report can be unqualified, otherwise materiality affects the report choice as follows:

	
	Materiality

	
	Lesser
	Greater

	
	Amounts are material but not pervasive or overwhelming
	Amounts are very large, pervasive and overwhelm the presentation

	a.
Scope limitation on accounts receivable audit.
	"Except for" language used to express no opinion on the accounts receivable. Reference to "adjustments, if any."
	Disclaimer, with separate paragraph describing the restricted scope.

	b.
Departure from GAAP (failure to accrue revenue), but not a departure from a pronouncement.
	"Except for" language used to qualify the opinion for the GAAP departure.
	Adverse opinion.

	c.
Departure from an CICA pronouncement that requires capitalization of leases.
	"Except for" language used to qualify the opinion for the GAAP departure.
	Adverse opinion.

	d.
Uncertainty related to the amount of damages that might eventually be confirmed by an appeals court ruling.
	Added paragraph used to warn users and to take no responsibility for failure to accrue the loss. (Otherwise a standard unqualified report)
	Disclaimer, if auditor thinks the amount that might be awarded seriously threatens the going-concern status of the company.


EP4-3
The facts of the case are based on the Enron/Andersen situation. The accounting standards for "variable interest" entities have subsequently been expanded in both Canada and the US to close the "loopholes" that allowed Enron to avoid reporting material liabilities.

Key issues raised in the case:

· whether the auditor was qualified and technically proficient enough to assess the complex transactions and structures that Crow Corp. was entering into and how they were being accounted for 

· whether adequate audit procedures were performed to assess the impact of the limited partnership’s loan guarantees on the financial position of Crow Corp. is the Company's transactions and partnerships were "too complex" for the auditor to assess this would constitute a limitation on the scope of the auditors work, affecting the auditor's ability to issue a clean audit opinion

· whether the auditor met the standard of due care.  Though the financial reporting complies with the letter of GAAP, the auditor would still have a duty to assess whether or not the financial reports presented the substance of these transactions and commitments. The key principle of accounting for "substance over form" is relevant here, since it is the substance of the Company's financial transactions that is relevant to users of its financial statements.

· on a broader level, what responsibilities do auditors have in situations where the requirements of GAAP are deficient in that they allow materially misleading information to be produced that technically complies with GAAP requirements.  The auditors opinion is that the financial statements "present fairly in accordance with generally accepted accounting principles".  Is it possible for statements to be "in accordance with generally accepted accounting principles" when they omit significant information that would very likely change users decisions and assessments?.  Is the onus only on accounting standard setters to ensure the following GAAP always provides full and "fair" presentation?  Or do auditors also have a duty to consider, even if the letter of GAAP has been complied with, whether the financial statements are still potentially incomplete or otherwise misleading to users?

· there is a question about the auditor’s ability to independently assess management’s representations when the CFO is a former ZZ partner who was in charge of the Crow Co. audit for many years and knows the intimate details of the procedures that ZZ will be performing its audit 

· the auditors independence is also called into question when the auditor appears to need to rely on the expertise of client company personnel to establish whether companies reporting practices comply with generally accepted accounting principles. This becoming an important issue in the audit of accounting estimates including fair values.
EP4-4
The question involves distinguishing between a review and an audit.

A review report provides only negative assurance that the financial statements are fairly presented in the form a misstatement that nothing has come to the accountants attention that would indicate that the financial statements are not fairly presented. The accountant is only required to apply analytical procedures in a review engagement and is only permitted by the standards to state that nothing has come to the accountants attention to suggest that the financial statements are not fairly stated as a result of performing these review procedures.  An audit report provides positive assurance in the form of the auditors opinion.  The auditor is required to obtain independent evidence, via procedures such as confirmation and re-performance, to support the opinion that the financial statements are fairly presented.

Since an audit provides higher assurance, the banker will believe that the audited information is more reliable and credible.  The banker must manage the overall risk that the bank is taking by lending out money.  Lending a larger amount of money presents a higher level of risk to the bank, higher assurance that the information reported by the borrower is reliable.  Two of the ways that the audit reduces the bank's risk are that 1) the probability of errors and omissions in the information is lower because more extensive verification procedures have been performed, 2) the auditor can be held liable for losses the bank may incur as a result of relying on the audited financial statements if they contain misrepresentations.

The bank's policy seems reasonable.  Banks are lending out depositors money so they have a duty to ensure that they don't take unreasonable risks.  Requiring audit on larger loans is a responsible way of reducing the risk of making bad loans and also sharing the risk with auditors.

EP4-5
Arguments with Auditors


The auditor may be forced to resign due to lack of independence due to the litigation threat. The following indicates a way the audit report could be modified if management made appropriate disclosures. Otherwise the auditor would most likely have to issue an adverse opinion after making these disclosures in the auditor’s report (assuming the auditor does not resign from the engagement).

Kingston: Going Concern


Reporting on financial difficulty with an additional explanatory paragraph.


Report of Independent Auditors

To the Board of Directors and Stockholders

Kingston Company


(Standard introduction paragraph goes here)


(Standard scope paragraph goes here)

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial position of Kingston Company as of December 31, 200X, and the results of its operations and its cash flows for the year then ended, in conformity with Canadian generally accepted accounting principles.

As shown in the financial statements, the Company has current liabilities that exceed current assets by $1 million. Cash balances have been drawn down to $10,000, and the interest on the long term debt has not been paid. As explained in Note 3 to the financial statements, a customer has sued for $500,000 on a product liability claim. These factors, along with other matters discussed in Note 3, indicate substantial doubt that the Company may be able to continue in existence as a going concern. The financial statements do not include any adjustments relating to these uncertainties.

Anderson, Olds & Watershed

February 10, 200Y

EP4-6
Deficiencies and Errors in Audit Report

1.
The audited financial statements are not identified by the proper names of the statements and the proper dates.

2.
The date of the previous audit report is not given.

3.
The description of the reason for the report change should not refer to "our attorney's meritorious defense."

4.
The substantive reason for changing the opinion is not given.

5.
The phrase "based upon the preceding" in the opinion introduction is not appropriate and may be misinterpreted as some sort of qualification.

6.
The opinion refers only to 2004 financial statements, but should refer to both 2004 and 2003.

7.
The consistency phrase is based on the language superseded in 1990. A separate consistency paragraph is no longer required.

EP4-7
The case requires one to consider the different impact of an audit versus a review on a company’s minority shareholders.

Factors to consider in deciding whether an audit is preferable to a review:

· How knowledgeable is Hans about the Company's financial affairs?  Does Hans have access to financial information about the company’s operations?

· How significant is Hans’ investment in the company shares in relation to his personal net worth?  Are the shares a large component of his savings, for example for retirement purposes?

· How strong are the company's governance structures?  For example, are there independent directors on the board that minority shareholders have access to, or do any minority shareholders sit on Board of Directors?  Or do a small number of top executives or majority shareholders control the finances with minimal monitoring?

· Does the shareholders’ agreement provide protections for minority shareholders such as requirements that they be informed of certain financial transactions with related parties, that they receive regular financial statements, that a fixed value or independently appraised value must be used if/when their shares are sold back to the company?

· other valid factors can be listed

Facts that would support voting for the audit waiver:

· Hans has free access to financial information and is knowledgeable about the financial affairs of the company

· Hans’ interest in the company shares is an insignificant portion of his net worth

· The company has a strong Board of Directors with independent directors who are able to represent the interests of minority shareholders

· The company has strong internal controls

· Hans has confidence in the integrity of management

· The shareholder agreement includes provisions that protect minority shareholders’ interests and access to reliable information about the company's finances

· other valid facts can be listed

Facts that would indicate Hans should vote against the waiver:

· Hans has limited or no access to financial information about the company's operations

· The investment in the company shares represents a large portion of Hans' net worth and his retirement savings

· The company has no Board of Directors or the directors are all executives and/or majority shareholders

· The company has weak internal controls, or controls that can easily be overridden by management

· Hans is uncertain about the integrity of top management, for example he may be concerned about top management paying themselves excessive salaries and bonuses which would undermine the value of Hans’ shares

· The shareholder agreement is vague or provides few specific protections or no protections for minority shareholders

· other valid facts can be listed

EP4-8
"Negative assurance" is a conclusion based on performance of review procedures that indicates that the accountant has not come across anything to suggest the financial statements are not in conformity with GAAP.  It is a weaker conclusion than that of an audit because review procedures are less rigorous than audit procedures and don't warrant providing a higher level of assurance.

An "adverse opinion" is a type of qualified audit opinion.  The level of assurance provided by an adverse opinion is in fact HIGH because audit procedures have been performed.  However, in the case of an adverse opinion the conclusion of the audit procedures is that the financial statements DO NOT present fairly in accordance with GAAP.

It is illustrative to consider the possibility that financial statements that would have received an adverse opinion if an audit had been performed might be given a "clean" negative assurance report conclusion since the less rigorous review procedures may not reveal that the financial statements are not fairly stated while the more rigorous audit procedures would have.

Since the problems that would exist in a set of financial statements that warrants an adverse audit opinion would be quite severe, it is likely that review procedures would also detect them.  However, the key distinction between performing a review and performing an audit is that the level of assurance that the audit provides is higher, making it far less likely that the audit would miss finding that the financial statements are not fairly presented than if only review procedures were performed.

EP4-9
Examples of fact situations in which GAAS Examination Standards of chapter 2 are not met:

· the auditors conducting the procedures were not adequately trained 

· the auditors conducting the procedures were inexperienced

· the auditors conducting the procedures were aware that the procedures performed were insufficient to support their conclusion

· the auditors conducting the procedures were not independent of the client, for example they were employees, relatives of client personnel, significant shareholders of the company, or otherwise had interests that might bias their assessment of whether the financial information is fairly presented

All of the above violations may result in an insufficient scope for the audit, for example not examining all relevant records, not objectively assessing the strengths of internal controls, not obtaining independent external audit evidence such as confirmation, etc. the violations might also a result in poor judgment, for example not critically analyzing management's representations or choices of accounting policies.  The

Violations of the General Standards could result in an audit report that is potentially of lower reliability than one issued as a result of audit procedures conducted by people who are properly trained, proficient, and capable of conducting audit with due care and objectivity.

EP4-10
Examples of fact situations in which the GAAS Examination Standards are not met:

· the audit engagement was not planned ahead of time in enough detail to ensure that sufficient, appropriate audit evidence would be collected 

· the auditors has spent little time getting to understand client business so is not able to identify the risks, understand the systems and procedures for processing data, and plan effective audit procedures

· the planned procedures were not executed in accordance with the plan, for example components of audit tests were omitted, or sample sizes were arbitrarily reduced, or sample items were selected for convenience (e.g. only examining the recent documents or the documents the client selects) rather than being chosen randomly to be representative of the population being sampled, or copies of documents were verified rather than originals.

· the work of less experienced auditors was not reviewed for appropriateness and completeness by more senior audit staff, and/or review comments were not addressed and resolved

· internal controls were not documented, or were not assessed

· internal control assessments were not followed up, for example internal control weaknesses were not investigated to determine whether they had resulted in material misstatements

· internal controls were relied on to reduce the extent of substantial testing, but those controls were not adequately tested

· insufficient or inappropriate evidence was obtained and so there is no reasonable basis to support the audit opinion, for example, bank balances or accounts receivable were not confirmed, or inventory counts were not attended and verified by the auditors

· the auditors discovered errors or misstatements in the financial records but did not determine the extent to which these misstatements might require adjustments to the financial statements

All of the above violations may result in an insufficient scope for the audit, for example not understanding the of the business, its risks, and its information processing systems, not performing the necessary procedures to obtain sufficient evidence, not identifying and assessing internal controls, not assessing whether the financial statements contain material misstatements.

The Violations of the Examination Standards could result in an audit report that is potentially of lower reliability, and can greatly increase the risk of an audit failure. Failure to understand the business may mean the auditor is not aware of risk areas and does not design the audit to effectively address the higher risk areas. Failure to plan may mean that the auditor is unable to obtain documents and perform procedures that are required to support the opinion because the documents have not been retained or procedures that need to be observed have already taken place.  Failure to supervise assistants may result in procedures being  performed incorrectly or not completely and could result in less likelihood of detecting a material misstatement in the financial statements.  Failure to properly identify and assess internal controls can result in placing inappropriate reliance on management representations and on company records and procedures.

Many other valid points could be raised.

EP4-11
The question requires one to evaluate the wording used by a qualified audit opinion from different perspectives and reach a conclusion.

a)
From the perspective of the auditing profession, a critical component of performing an audit is that acceptable criteria exist against which the audited information can be evaluated.  Therefore, in a financial statement audit the opinion is given using GAAP as the criteria against which the financial statements are evaluated.  Some, but not all, members of the auditing profession assert that it is only possible for an auditor to give an objective opinion with reference to established, generally accepted criteria, as represented by GAAP.  However, some members of the auditing profession take the view that the audit opinion has two components.  One component is a conclusion on whether the information complies with generally accepted accounting principles.  The other component is a conclusion on whether the financial statements are appropriate for the kinds of users decisions that may rely on them.  The second component goes beyond whether the financial information complies with the letter of GAAP, but also considers whether information is reliable and relevant for users decisions over and above whether complies with the letter of GAAP.  The second component is more subjective and requires more exercise of professional judgment than the first. However, it is possible that GAAP may be deficient at any point in time (e.g., consider the facts of the Enron debacle) since business conditions and practices can change much more quickly than accounting standards can be developed and accepted into practice. Thus we might question if it is sufficient for auditors to only conclude on whether the financial statements conform to current GAAP without taking a step back to conclude on whether the information is misleading, despite being consistent with GAAP. ( e.g., the conclusion of the Kripps case is that the second component is as necessary as the first)

b)
From the perspective of financial statement users, the primary concern is whether the financial statements are appropriate to support the decisions that they are going to make based on them.  Since it is possible that merely complying with GAAP can still lead to information that is not useful for their purposes, financial statement users are more likely to take the ‘two component’ view of the audit opinion discussed in part a). We can also consider the ‘Expectations Gap’ here, which refers to the tendency of users to expect that audits provide a higher level of assurance than the audit profession is actually able to provide, given the inherent limitations in financial reporting, GAAP and auditing. In the 1980s the MacDonald commission recommended that the Expectation Gap could be narrowed from both sides: users could become more aware of the limitations of financial reporting and auditing, and auditors could pay more attention to users’ expectations that audits make financial statements useful for their decisions over and above whether they just comply with GAAP. 

c)
Valid arguments can be made to support various positions, e.g. the view that auditors are only responsible to assess whether financial statements are in accordance with GAAP, that auditors have a further responsibility to assess whether financial statements are reliable for  those users that auditors know will be using them, or other views. In any case, the analysis should clearly state the position being taken, and present clear arguments explaining explicitly how they support the position taken on the issue.

EP4-12
The question requires assessment of various scope limiting situations. A set of possible analyses follows.

a)
If the auditor is appointed in the middle of the year and did not observe inventory at the end of the prior year there are no alternatives procedures that can provide the same evidence.

If the prior year was audited by another audit firm the auditor may be able to rely on the prior auditor’s work.

If the client has strong controls over inventory acquisition, sales and recording, it may be possible to reconstruct inventory movements for the entire year from transaction data which, along with the audited year-end balance, might provide sufficient evidence if inventory and cost of sales are not highly material to the financial statements as a whole.  The cost of these alternate procedures would be high, however.

b)
If the auditors are appointed after the year-end and have missed the opportunity to observe the year-end inventory counts as well as the count of the prior year-end, there are no alternate procedures that can provide the same evidence.

It also would not be possible to rely on controls and transaction data verification in this situation since, even if the year-end inventory balance could be reconstructed, without verification of the opening balance there is insufficient evidence to support providing positive assurance.

c)
If alternative procedures can be performed the auditor can provide an unqualified opinion.  

If the work of the previous auditor is relied on the fact that the prior year financial statements were audited by another auditor is usually noted in the audit opinion as a separate paragraph.  This is not considered a "qualification".

d)
The answer depends on the auditor’s judgments about how pervasive inventory and cost of sales are to the financial statements as a whole. 

If inventory/cost of sales are material but a possible misstatement would not render the entire set of financial statements misleading or useless the auditor can issue qualified opinion drawing attention to the scope limitation and the financial statements items that the auditor was unable to verify.

If inventory/cost sales is a pervasive component of the company’s financial performance, the auditor would have to give a denial of opinion.

EP4-13
The question considers the issues arising from client imposed limits on audit work. Possible analyses and conclusions include the following.

a)
If the client imposes a scope limitation on the auditor by not permitting accounts receivable confirmations an alternate procedure is to verify subsequent receipt of the account balances

This procedure is only available if the customers have paid their accounts by the time the audit work is completed

b)
An unqualified report can be issued

c)
The answer depends on the auditor’s judgments about how pervasive sales and accounts receivable are to the financial statements as a whole. 

If sales/accounts receivable are material but a possible misstatement would not render the entire set of financial statements misleading or useless the auditor can issue qualified opinion drawing attention to the scope limitation and the financial statements items that the auditor was unable to verify.

If sales/accounts receivable are with a pervasive component of the company’s financial performance, the auditor would have to give a disclaimer of opinion.

EP4-14
The current requirements of Canadian GAAS for contingencies/provisions and uncertainties  are that as long as these are reported adequately in the financial statements and notes, in the auditor's judgment, the auditor would issue an unqualified report.

Pros:

· focuses on adequacy of the financial statement presentation as a whole

· more standardization of the audit report format, less variability of wording that might confuse users

· simplifies the auditors’ reporting responsibilities 

· avoids conveying the impression that the contingencies and uncertainties are more important to the business’s future than they are in management's view

Cons:

· does not highlight usual situations that can affect financial condition

· requires financial statement users to read detail in financial statement notes

· may give the impression that the contingencies and uncertainties are less important than they are since the auditor did not find it necessary to draw attention to them in the audit report

· restricts the auditor's ability to draw attention to contingencies and uncertainties that management may be able to underplay by the way they report them in the financial statements 

Contrast to the former ‘subject-to’ opinions:

· more attention to strong to the existence of the contingencies and uncertainties by including in the audit report

· increases the likelihood that readers will look at its management's descriptions of the contingencies and uncertainties in the financial statements and notes

· puts more onus on the auditor to assess the financial statement presentation as a whole

EP4-15
Issues of reporting uncertainties are explored. Some possible interpretations are developed below.

a)
Strengths:

· avoids making the going concern uncertainty into a ‘self-fulfilling prophesy’ which might have been if the situation is highlighted and perhaps "endorsed" by the auditor in the audit report ( and so may limit the auditor’s liability to the company)

· avoids giving the impression that the audit report provides an assessment of the company's future success

Weaknesses:

· does not highlight to users  the serious concern about the company’s viability

· requires financial statement users to read detail in financial statement notes

· does not indicate explicitly the auditor’s agreement with management’s disclosure and presentation of the going concern problem

b)
Various alternatives for expanding what is included in on report can be mentioned here.

Ideally, the alternatives should allow users to better understand the company's financial situation and choices, and the auditor’s role in in assessing the company's reporting on this issue.

c)
Comments to the auditing standard setters can address the strengths and weaknesses noted above and suggest alternative reporting practices.

Comments can compare the Canadian approach to that of other countries, for example the US where going concern uncertainty is highlighted in the audit report.  

Comments relating to the need for auditors to have guidelines in this difficult area could also be made.  Assessing the adequacy of companies’ disclosures concerning a going concern uncertainty is one of the most difficult judgments that an auditor would face.  This is because underestimating the risk of bankruptcy can have serious financial consequences for financial statement users, making this is an area of high risk for the auditor.  On the other hand, jumping the gun before all possibilities to turn the company around can be explored could contribute to driving a company into bankruptcy when, if it had more time to work things out, it may have been able to survive.

EP4-16
Reasons include:

· high degree of uncertainty about whether company will succeed in taking actions to prevent bankruptcy

· high level of complexity in the actions the company needs to take to turn its business around, as well as the agreements and cooperation in fact the company has to obtain from creditors and other stakeholders

· unpredictable future events can have significant and rapid impact on a company's financial health and the farther in the future one looks the less predictable are these events

Arguments can be presented for or against the one-year requirement.  Ideally, the arguments would address issues such as: the feasibility of predicting bankruptcy and the techniques available to do it; the impact of potential bankruptcy on management, creditors, shareholders, another stakeholders such as employees suppliers and customers; the reporting requirements of companies in the auditor's responsibilities to provide assurance on these reports; etc.

Alternative reporting methods can be generated addressing the issues discussed above.

EP4-17
This question provides instructions for a research project on auditing standard-setting.  It involves locating relevant information from accounting profession web sites and publications on how the specific accounting standard on the going concern assumption has evolved over time.  By analyzing the evolution of this standard, insights can be gained into what the term "due process" means more generally in the standard-setting process. Hint: Archived issues of CAMagazine is a good source of many exposure drafts and related articles.
EP4-18
a)
The case facts suggest considerable risk that the company is not a going concern.

Preparation of financial statements in accordance with GAAP makes the assumption that the company is a going concern, that is, it will be able to realize its assets and discharge its obligations under normal conditions and terms, without undue duress.  

when issuing the audit report, the auditor needs to be satisfied that presenting financial statements in accordance with GAAP is not misleading and that's disclosure regarding the going concern issues is adequate.

In this case, the long term debt coming due in the following year would make difficult for the auditor to agree to financial statements prepared in accordance with GAAP unless assurances can be obtained that the terms of repayment will be altered or extended so that the company has reasonable probability of meeting them.  If there's a high probability that the company will go bankrupt, preparing financial statements on liquidation basis is more appropriate than GAAP.

b)
If the long term debt were not due until 2025 there may be more probability that the company can survive through the current year, making presentation of financial statements under liquidation basis unnecessary.

EP4-19
The question requires evaluation of going concern reporting and audit responses from different perspectives. One evaluation approach is developed below.

a)
Various valid criticisms can be generated from a user’s perspective.  For example, if there are significant uncertainties about the company's ability to continue to operate as a going concern it seems unlikely that the impact will affect only isolated accounts that can be quantified and noted in a qualified audit report paragraph. The user would want to be informed about how to interpret the financial statements as a whole given the pervasiveness of a potential bankruptcy. Also, if management and the auditor can't agree on the likelihood of the company’s ability to continue as a going concern this may affect  the auditor's ability to rely on management's representations concerning all aspects of the financial statements, creating a scope limitation. A significant divergence between auditors’ and managers’ viewpoints on the company's financial viability would be an important factor for users in evaluating management and deciding on whether to hold an investment in the company.

-other valid points can be raised

b)
Auditors could respond that the difference between GAAP and liquidation basis does not affect every account. Some accounts would be shown at the same amount under either assumption because their book values approximate their liquidation values. Therefore a qualified opinions may be appropriate.  The auditor could argue that the auditor has a duty to report and this requires them to assess the extent to which the financial information is in accordance with GAAP and report their findings.  If they find that there are areas of the reports that do comply with GAAP and are not misleading it is their duty is to express that opinion to users.

-other valid points can be raised

EP4-20
The question requires an exploration of opinion shopping issues.

a)
The purpose of Section 7600 is to impose some discipline on the process in a situation where the client of one auditor goes shopping for second opinions from different auditors on issues such as the accounting for specific transactions or the type of audit opinion that would be rendered.

It is intended to reduce potential abuses that could arise in cases where a client might try to pit one auditor against another to find one willing to accommodate the client’s  position on what is appropriate financial statement presentation and what is the appropriate audit opinion to provide.

b)
Section 7600 establishes procedures that auditors should following in dealing with requests for consultation from parties other than the auditor’s own clients.

-
the auditor should consider the circumstances and request for advice, its purpose intended use of reported the advice

-
the auditors should understand the form and substance of the transaction willin question, review applicable GAAP, consult with other professionals if necessary, and perform any research necessary to determine the existence of authoritative support and generate alternatives

- 
when the request comes from a company that already has another auditor, the auditor needs to consult with the other auditor to learn all facts and circumstances

-
written reports are required and should include:

· description of the nature the engagement in a statement that it was performed in accordance with standards for such engagements

· statement of relevant facts and assumptions and sources of information

· statement of the advice-the conclusion about appropriate accounting principles or the type of audit report, including reasons for the conclusions if appropriate

· statement that a company’s management is responsible for proper accounting treatment in consultation with its own auditors

· statement that any differences in facts, circumstances or assumptions might change the conclusions

EP4-21
The case involves an accounting situation where the application of GAAP is not clear, and different applications might be justified depending on the objectives of the financial statement preparers. The decision on whether or not an environmental liability needs to be accrued will have an important impact on management (the financial statement preparers) as well as on users such as investors and creditors. The case requires one to consider this issue from the perspectives of different people who are potentially affected by the accounting information. One possible approach is given below.

a)
The fact that the same situation could be accounted for in widely different ways (recording liability resulting in a loss or only disclose the liability resulting in a profit) could raise concerns in the public’s eyes about the credibility of financial information.  However, these kinds of choices are a necessary part of accounting given the uncertainties that exist in business situations and the need to make a choice and how to reflect these in the financial statements.

For two different PA firms to provide two different opinions on how to report the this situation could raise further questions about the credibility of accounting, as well as auditing, in the public's eyes. If the company is then able to choose the accounting method that is obviously in management's best interest this could create distrust of accounting information and the accounting profession in the public's eyes.

-other valid points can be raised

b)
From PA1’s perspective the ability of the client to obtain an opinion undermines PA1’s bargaining position with management in attempting to achieve the form of financial reporting that PA1 believes is most appropriate. PA1 may be concerned about whether management fully discloses  to PA2 all relevant facts that underlie PA1’s opinion on this matter. Also there's a question of who is responsible and ultimately would bear the liability if the financial statements mislead users and lead them to sue the auditor.  Which PA do they sue?

-other valid points can be raised

c)
From PA2’s perspective the reason that the company is requesting a second opinion would be important to consider. In particular the impact on reporting income/loss and management's bonus suggests a strong bias to avoid accruing the liability. The need to ensure that management is reporting all relevant facts is important.  Also PA2 must consider the liability that could arise from expressing an opinion, and therefore the importance of complying with the applicable accounting and auditing standards for reporting on  the application of accounting principles to a client of another accountant/auditor (CICA section 7600).

-other valid points can be raised

d)
The Director of Kite is responsible for, among other things, ensuring that management issues appropriate financial reports of the company's performance. In large companies this responsibility may be handled by a component of the Board of Directors, called the audit committee. Management's opinion shopping in this dispute with the auditors could raise concerns about management's willingness to provide unbiased reports to shareholders and other users, and about management's expending company resources to obtain support for accounting choices that favor management's interests over the interests of other users who are entitled to fair and unbiased reporting .

-other valid points can be raised

EP4-22
The audit evidence obtained in this case is the work of specialists (CAS 620) that support the assumptions underlying the company's choice to defer development costs as assets in its current financial statements.  Given the nature of the assets, this evidence is necessary to support the auditor’s opinion that these costs are properly presented as assets under GAAP. The auditor must assess whether the evidence is relevant, whether the specialists are qualified to provide these kinds of opinions, and whether the specialists appear to have done appropriate work to support their report. If the auditor is satisfied that the specialists report provides sufficient and appropriate audit evidence, the auditor provides an unqualified opinion making no reference to reliance on the specialists work. 

Relying on a specialist’s work has many similarities to relying on the work of another auditor. 

The primary auditor needs to 

· consider the qualifications, competence and integrity of the professionals that are being relied on

· communicate with a professional regarding the nature the assurance required from their work

In addition, when an auditor is relying on a secondary auditor some additional considerations are:

· the secondary auditor’s opinion and the financial information it  relates to

· obtain a representation for the secondary auditor acknowledging the primary auditor's reliance

· whether or its sufficient to rely on the secondary auditor’s report or whether it is necessary under the circumstances to also review the secondary auditor’s working papers

-other valid points can be raised

EP4-23
As of the 2012 trial of former Nortel executives, Nortel may need to further restate its financial statements. The company illustrates the problems of reporting on uncertainties in the high tech industry. Perhaps auditors need better guidance from GAAP and a better conceptual framework. A related issue for Nortel is should management bonuses based on numbers that are later restated be returned to the company? The current Nortel website address is: http://www.nortel-canada.com/investor/annual-quarterly-reports/ 

EP4-24
GAAS Pre 2011 (5510.53): if the disclosure  is in conformity  with GAAP then reference to going concern is prohibited in the auditor’s report. If the disclosure is not in conformity with GAAP then a report reservation is required.

GAAS Post 2010 (CAS 570.33) If adequate disclosure is made in the financial statements, the auditor should express an unqualified opinion but modify the auditor’s report by adding an emphasis of matter paragraph that highlights the existence of a material uncertainty relating to the event or condition that may cast significant doubt on the entity’s ability to continue as a going concern and draws attention to the note in the financial statements that discloses the matters set out in paragraph 32.

GAAP (1400.08A) When management is aware, in making its assessment, of material uncertainties related to events or conditions that may cast significant doubt upon the entity's ability to continue as a going concern, those uncertainties shall be disclosed. When financial statements are not prepared on a going concern basis, that fact shall be disclosed, together with the basis on which the financial statements are prepared and the reason why the entity is not regarded as a going concern. [JAN. 2008]
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