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Question 1: (10 marks) Messier 20-28
Guy 20-53 & 54

Mark Williams, CA, was engaged by Jackson Financial Development Corporation to audit the financial statements of Apex Construction Limited, a small, closely held corporation. Williams was told when he was engaged, that Jackson Financial needed reliable financial statements that would be used to determine whether or not to purchase a substantial amount of Apex Construction’s convertible debentures at the price asked by the estate of one of Apex’s former directors.

Williams performed his examination in a negligent manner. As a result of his negligence, he failed to discover a substantial fraud by Carl Brown, the Apex controller. Jackson purchased the debentures, but would not have if the fraud had been discovered. After discovery of the fraud, Jackson promptly sold them for the highest price offered in the market at a $70,000 loss.

Required:

a. (5 marks) What liability does Williams have to Jackson Financial? Explain.

Mark Williams may be liable for damages to Jackson Financial for work not performed with due care   (3 )
As Jackson is the client, Jackson has the standing to sue for breach of contract as long as they can prove that the auditor negligence caused the damages  (2)
b.
(5 marks) If Apex Construction also sues Williams for negligence, what are the probable legal defences Williams’ lawyer would use? Explain.
Williams can argue that Apex does not have privity of contract and thus their negligence does not extend beyond the client.  (2)
Williams could argue that Apex contributed to the negligence due to the fraud of the controller.  (1)

Williams could argue that the auditor’s negligence did not cause Apex’s loss.  (2)
Question 2:  (10 marks, 2 marks each) Messier 18-25 Used from presentation slide - Lenter.
Each of the following situations involves a possible violation of the provincial institutes’ Rules of Professional Conduct.  For each situation (1) decide whether or not the Rules have been violated, and (2) BRIEFLY explain how the situation violates (or does not violate) the Rules. (2 marks each – BE BREIF!)

a. On September 17, 2005, Jerry Maingot, public accountant, issued the audit report on Pitty Corporation’s June 30, 2005 financial statements.  On October 12, 2005, Pitty Corp. paid the audit fee with stock rather than cash.  Jerry sold the stock on October 20, 2005, three months prior to the beginning of the planning phase for the audit of June 30, 2006 financial statements.

Violation?  Yes  /  No  / Depends  (Circle one)  Explain.
Violation.(1)  Public accountants are prohibited from owing stock in a client. (1)
b. The accounting firm of Antle and Newbuck, public accountants, provides bookkeeping and tax services for StarBright Corporation, a public company.  Antle & Newbuck also performs the annual audit of StarBright Corporation.

Violation?  Yes  /  No  /  Depends  (Circle one)  Explain.

Depends. (1/2)  If it is a listed then this is a violation.
The test:  on the stock exchange with market capitalization or total assets more than 10 million (1/2)
If it is a public company that is not a listed entity (does not meet size test) there is no violation (1)
c. Samantha Linder, public accountant, takes part in the audit of Binky Corporation. Samantha is not a partner or a manager in the public accounting firm, and does not own any stock in Binky Corporation. Samantha’s daughter, Tayler Jr., received one share of Binky Corporation’s common stock for her fifth birthday. The stock was a gift from Tayler’s grandfather. Tayler treasures the share of stock and is absolutely unwilling to part with it.

Violation?  Yes  /  No / Depends (Circle one)  Explain.

Violation. (1) Participants in an audit are prohibited from having a financial interest in the client. (1) 
d. Joan Yellow has a successful dentistry practice in Niagara. Joan has recommended one of her patients to Chris Dottle, public accountant. To show gratitude for the referral, Chris has agreed to pay Joan 5% of the fee for audit services rendered by Chris to Joan’s patient. Chris discloses the payment agreement to his new client.

Violation?  Yes  /  No  /  Depends  (Circle one)  Explain.

Violation. (1)  A public accountant cannot pay a referral fee for a client. (1)
e. Tyler Cose is an audit manager with Copper & Lymatt LLP, a one-office public accounting firm.  Tyler owns thirty shares of stock in an audit client of the firm, but does not take part in the audit of the client.  The amount of stock is immaterial to Tyler’s total wealth.

Violation?  Yes  /  No / Depends (Circle one)  Explain.

No violation. (1) Only a manager, not a partner (1)
Question 3: (10 marks)
The following are two unrelated situations. For each situation outline possible deviations (if any) from a standard auditor’s report that may be necessary, and give reasons. State your assumptions.
a. (5 marks)
Rosebud Ltd. is a construction company that builds and repairs greenhouses for nurseries. An architect does the design, and three different small construction companies are used to build the greenhouses. You are concerned that some of the projects that span the April year end may result in losses, even though income has been reported in the coming year. Management has refused permission for you to enter construction sites, as they feel that the construction sites will be dangerous without you wearing adequate safety equipment.
Management is imposing a scope limitation,(1)
If it is assumed that the amounts are material (1), a qualification (1) (scope limitation) is required.
If the amounts are material and pervasive (1/2 ), the ability of the company to continue as a going concern,(1)  then a denial of opinion should be issued.(1/2)

b. (5 marks)
Save Our Trees is a charitable organization devoted to maintaining national woodland and green space. Fund raising is handled primarily by means of electronic mail and door to door canvassing by volunteers. Volunteers conducting canvassing provide receipts at the door using numbered receipts. A key problem for the auditors of Save Our Trees is that for both door to door canvassing and email requests, it that it is difficult to provide internal controls to ensure that all funds received are deposited and recorded. Thus they question whether all revenue has been received.
The auditor cannot conduct field work to determine completeness, so it is a scope limitation (1)
If the amounts are considered to be material,(1) then a qualification (1)
If the amounts are considered material and pervasive (1), then a denial (1) of opinion
Question 4: (10 marks)
You work for a large public accounting firm with many offices across the country. As part of your new job in the national office, you have been assigned a quality control review of the North West Movie Company, an audit conducted by one of your offices in north west Manitoba. 


Your firm has been auditing North West for the last four years, ever since North West went public. There may be a problem with the file, as the bank did not renew the bank loan last month, and North West is scrambling to meet payroll costs. They are having trouble getting additional financing, and are wondering whether adjustments could be made to the financial statements so that they can be presented in a more favourable light to the bank.


Following are your notes from the review of the North West March 31, 2010 year end audit file:

· Files appear to be well organized. Working papers were reviewed by a junior audit partner, although not the partner who signed the financial statements.

· This is one of three public company audits conducted by this office.

· Only the current year audit file was available. The prior year file cannot be located — note that the filing area is somewhat disorganized and it took several hours to locate the permanent file.

· A recently qualified PA conducted the audit with the help of two assistants. The PA had no previous experience in the movie industry, but was helped by the senior assistant (whose uncle worked at NorthWest). The senior assistant had extensive knowledge of the movie industry.

· Due to an initial discussion with management with respect to poor segregation of duties, internal control procedures were not documented in detail and no tests of controls were performed.

· Notes indicated that accounts payable was understated by over $200,000. No adjustments were made.
Required:

a. (8 marks)
Evaluate the quality of the audit engagement using each of the generally accepted auditing standards.
GAAS
General standard: technical training and proficiency

The PA assigned to the engagement had no experience in the movie industry, it is possible that there was inadequate competence. (1)
General standard: objective state of mind and due care  
One of the juniors had an uncle working at the client. This person would not be objective during the audit engagement.(1)
Insufficient evidence was gathered.(1)
Examination standard: reducing audit risk using planning  
There is limited evidence of planning in the file. Staff simply followed the prior year’s audit approach.(1)
Examination standard: understanding of entity, environment and internal control. Assess risks of material misstatement. 
 There is no indication that this area was documented in the audit file. There seems to have been inadequate work done in documenting internal controls.(1)
Given the need to refinance, management was motivated to misstate the financial statements. There seems to be a material error in the financial statements that was left uncorrected.(1)
Examination standard: sufficient appropriate audit evidence  
There is no indication that audit work completed was linked to risks. Previous comments indicate inadequate work completed.(1)
Reporting standards:  
There is insufficient information provided in the case to assess reporting standards.(1)
b. (2  marks) Can the PA firm adjust the financial statements to present the company in a more favourable light? Why or why not?

No, it is not possible to “adjust” the financial statements to present the company in a more favourable light. (1)
The auditor conducts the audit by gathering evidence to support the financial statements. If information is not supported by evidence, it cannot be presented.(1)
Optional Bonus Question: (1 mark)
What toy was introduced in Australian stores in 1957 after proving to be a popular exercise tool in schools? The Hula Hoop (1)
