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Question 1: (15 marks) Messier 20-28
Guy 20-53 & 54

Able & Cain, PAs has completed the audit of the financial statements of Aviation Components Ltd. for the past four years and has always rendered an unqualified opinion. Over these years Aviation has grown to be a very large producer of aviation components and related products. In fact, the partner in charge of the audit learned that Aviation was intending, during the next year, to issue debentures of $20,000,000 to raise capital for expansion of its production facilities.

Unknown to Able & Cain, several large accounts receivable shown on Aviation’s books represent goods that the “purchasers” had actually accepted from Aviation on consignment. George Flyby, the president of Aviation, had somehow persuaded the companies involved to sign the receivable confirmations for the amounts shown. Aviation also had a large inventory of radio parts that are carried at full value even though the parts are “old technology” and not marketable at full price. The combined result of these misrepresentations was to show a net profit of $2,500,000 instead of a loss of $2,000,000 and a positive net worth instead of a negative net worth.

The current year’s audit proceeded smoothly and Able & Cain issued an unqualified report on the financial statements. The following year, Aviation issued the debentures. Unfortunately the expanded production facilities came on stream just in time for a severe downturn in the aviation sector and Aviation, facing a declining market and high debt load, went bankrupt.

Required:
a. Could the investors succeed in a negligence suit against Able & Cain?

A third party situation.(1 mark)

Thus must consider if investors are a LIMITED CLASS. (1 mark)

Yes they are a limited class as the partner in charge knows that Aviation is intending to issue debentures. (1 mark)

The investors would have to prove that Abel & Cain were negligent by showing that:



1.
Able & Cain owed them a duty of care



2.
Able & Cain breached that duty.



3.
The investors suffered a loss.



4.
The breach of duty resulted in the loss.


(2 marks, ½ each)

If they are successful in this they could recover for negligence. (1 mark)
b. What defence or defences could Able & Cain use?
1. Absence of negligence. They performed the audit with due care in that they followed GAAS. Their working papers would be proof of this.

2. Contributory negligence on the part of Aviation in that management actions were intended to deceive the users of the financial statements.


(1 mark each for a total of 2 marks)
c. Several of the investors were wiped out financially, and are so angry at Able & Cain that they wish to proceed with a fraud action. What is the difference between fraud and negligence? 
Negligence is the lack of duty of care.

Fraud is the intent to deceive on the part of the auditor.
(1 mark each for a total of 2 marks)
d. Given the precedents in common law and the fact of this case, what would be your advice to Able & Cain?

The cases that have a primary influence of auditor liability to third parties for negligence are:


Ultramares US Case (1 mark)


Identifies liability if third party are a primary beneficiary of the engagement.


Hedley Byrne vs Heller UK Case (1 mark)


Identifies that third parties must have a special relationship.


Haig vs Bamford. The KEY Canadian Case (1 mark)


Identifies that the third party must be a member of a limited class.

Able & Cain knew of a limited class as they were aware of the debenture issue. Thus they should show due care by the evidence of their working papers. They must emphasize that an audit does not give complete assurance and that there is a possibility that a material fact may be missed even though their audit procedures are designed to detect material irregularities. Also management fraud made this very difficult to find as there was a positive confirmation form the customer. (2 marks)

Question 2: (10 marks) Messier 18-25 Used from presentation slide - Lenter.
You are having lunch with a former employee of your firm, a friend of yours. Gino had been laid off last year when he had failed to pass his professional examinations for the third year in a row. Gino told you that he managed to obtain a CMA designation in the past year, and has started his public practice. He has been circulating flyers and electronic email announcements with fixed rates: $400 for a compilation engagement, $1,000 for a review, and $5,000 for an audit where revenues are less than $1 million, $15,000 for an audit for a client with revenues up to $5 million. He already has clients to keep him busy for the next three months. He even has some feelers for clients that he personally handled while he was working for your firm —there were a lot of contacts developed during the five years that he was working there! To help attract some of the larger clients, he is considering not charging any fee for the first ten hours spent on tax-related services. Gino ended the conversation by asking you if you would like to join him in his new firm, because at this rate he’ll need a second person real soon!

.

Required:

Identify the violations in the professional rules of conduct and explain why they are violations.

Answer: 

· Gino is actively soliciting clients of other firms (including his former employer) which is a violation. (2 marks)
· He should be placing general advertisements or providing only announcements. (½ mark)
· Gino cannot make any extraordinary claims as to the services he provides (½ mark)
· Gino is providing fixed fee engagements, without conducting any planning or assessing the risk in the engagements.  (1 mark)
· GAAS requires an auditor to properly plan an audit and to gain an understand of both the client and the industry (1 mark)
· Gino’s fixed fees suggest he may be likely to conduct inadequate field work, violating GAAS. (2 marks)
· Not charging for the tax work is also a violation, (1 mark) since this creates the same type of pressure for Gino to not conduct his work in accordance with GAAS.
· Could be construed as creating an intimidation threat (undue pressure to work faster. (½ mark)
Question 3: (10 marks)
Presented below is an audit report prepared by Lee, Lifeson and Peart, Chartered Accountants. They completed the audit on February 1, 2009, and issued their report to Shady Pines Retirement Company on February 13, 2009.
Auditor's Report

To: CFO of Shady Pines Retirement Company:

We have audited the financial statements of Shady Pines Retirement Company as of December 31, 2008. These financial statements are the responsibility of the company's management. Our responsibility is to express an opinion on these financial statements based on our audit. 

As fully disclosed in note 10 to the financial statements, on December 15, 2008 the company suffered a fire in the west wing of its medical building, damaging some of its inventory of medicine.  As a result, we were unable to perform normal counting and other audit procedures on this inventory.  Therefore, we relied on analytical procedures and the opinion of Dr. Vannostrin and concluded that there was no material misstatement in the company’s medicine inventory. Furthermore, the Company has been named in lawsuit filec by several of the residents of the retirement home it operates, as a result of damage incurred to their personal property as a result of the fire.  While the Company has disclosed the lawsuit in Note 12 to the financial statements, it is our opinion that a minimum liability of $50,000 should be accrued in the statements, resulting in a decrease of net income and an increase in current liabilities by this amount.

We conducted our audit in accordance with generally accepted accounting principles. Those principles require that we plan and perform the audit to provide reasonable assurance about whether the financial statements are free of misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes assessing the accounting principles used by management.

In our opinion, these financial statements present accurately, in all material respects, the financial position of Shady Pines Retirement Company as of December 31, 2008 in accordance with generally accepted accounting principles.

Lee, Lifeson and Peart, Chartered Accountants

Toronto, Ontario

February 13, 2009

Required:

List any deficiencies in this report. Do not rewrite the report (Note: make sure your answer clearly identifies in what section of the report each deficiency is).
· Answer: The audit report contains the following deficiencies:

1. The report should be addressed to shareholders of the company, not to the CFO.

2. The introductory paragraph should list the financial statements that were examined (i.e. income statement, statement of retained earnings, cash flow statement and balance sheet).

3. The scope paragraph should state the audit was conducted in accordance with Canadian generally accepted auditing standards, not generally accepted accounting principles.

4. In the scope paragraph, the phrase “free of misstatement” should instead read “free of material misstatement”·

5. The third sentence of the scope paragraph is incomplete and should contain the following phrase: "as well as evaluating the overall financial statement presentation." 

6. The explanatory paragraph should be between the scope and opinion paragraph, not after the introduction paragraph

7. In the explanatory paragraph:

a. All mention of the inventory issue should be removed.  (Mention of the use of alternative procedures not appropriate – there’s no scope restriction to be mentioned if auditor is satisfied that he/she as accumulated sufficient appropriate audit evidence)

b. Mention of the auditor’s reliance on a specialist is not appropriate – should be excluded.

8. There is obviously a GAAP departure here, mentioned in the explanatory paragraph – this means the opinion paragraph must be qualified

a. State “except for (the omission of a) proper accrual of the contingent liability, as discussed in the preceding paragraph, these financial statements….” (or something equivalent to this)

9. In the opinion paragraph, the auditor should state that the financial statements “present fairly”, not “present accurately"

10. In the opinion paragraph, the phrase "and the results of its operations and cash flows for the year then ended" should be included.

11. The audit report should be dated February 1, 2009.

One mark each for a total of 10 marks.  Subtract one-half mark for stating something is wrong which is actually right.  Answers must indicate which part of the financial statement the error is in.

Question 4: (10 marks)
A Public Accountant, serving as independent auditor, is asked by the controller of a client company how his role differs from that of the accountant. The auditor responds that he is indeed an accountant, but that his role as auditor is much broader, and transcends accounting.
Required:

a. (4 marks) Explain how auditing differs from accounting.

Accounting – gathering, recording, summarizing, reporting and interpreting financial data.

In doing so, accountant observes GAAP. (2 marks)
Auditing – Gathers and evaluates evidence relating to managements financial statement assertions. (2 marks)
b. (3 marks) How is auditing similar to the practice of law? How does it differ?

Auditing and law both involve evidence gathering and evaluation.

The lawyer serves in an advocacy role to their client.

The auditor does not advocate for the client but provides an audit report.
(1 mark each)
c. (3 marks) Why is it necessary for an auditor to be an accountant?
Auditor needs to be an expert in accounting because GAAP represents the standard by which the auditor evaluates fair presentation. (2 marks)
With out such expertise, the auditor has no framework with which to do this evaluation.

(1 mark)
Optional Bonus Question: (2 marks)
Why do ships and aircraft in trouble use 'mayday' as their call for help?
This comes from the French word  'm'aidez'  -meaning 'help me' -- and is pronounced  'mayday'.
(2 marks)









