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

Ballarat Enterprises is a large manufacturer of steel components for the aircraft industry producing parts for a number of large commercial airplanes. Henry Grommet, of Wallace & Grommet, is the partner-in-charge of the audit of Ballarat. Wallace and Grommet have performed the audit for the previous six years, issuing a clean opinion each year.

Ballarat intends to issue debentures to the value of $25 million in order to raise capital for a new facility that will be producing large steel parts for the new double-decker jumbo jet required by an international air carrier. Henry Grommet is aware of this debenture issue.

Ballarat has a material inventory of landing wheel actuators that were used on a previous airliner, no longer in production. These actuators are obsolete because they do not use the fly-by-wire technology. They are carried on the books at full cost. Ballarat also has a material amount of consignment inventory. Both the obsolete items and the consignment inventory are included in the financial statements. These facts are not known to Wallace and Grommet. The misstatements resulted in showing a net profit of $5,000,000 instead of a loss of $1,000,000 and a positive net worth instead of a negative net worth.
Wallace and Grommet issued an unqualified report on the financial statements, and after the year- end, Ballarat issued the debentures. A short time later, the airplane manufacturer had to severely cut back the number of double-decker jumbos to be produced due to the near economic collapse in the world markets. This resulted in Ballarat going bankrupt due to the large debt it carried and which it could not repay.

Required:

a. (5 marks) Could the debenture purchasers succeed in a negligence suit against Wallace and Grommet? Explain your answer.

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 Ballarat is intending to issue debentures. (1 mark)
The investors would have to prove that Grommet & Wallace were negligent by showing that:

1.
G & W owed them a duty of care

2.
G & W 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. (5 marks) What defense or defenses are available to Wallace and Grommet? 
Absence of negligence. They performed the audit with due care in that they followed GAAS. Their working papers would be proof of this. (2 marks)
Contributory negligence on the part of Aviation in that management actions were intended to deceive the users of the financial statements. (2 marks)
Lack of causal connection. If they are negligent, their negligence did not cause the loss
(1 mark)
c.  (5 marks) What would be your advice to the investors based on the facts in this case and precedents in common law?

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.

W & G  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 from the customer. (2 marks)
Question 2: (15 marks)
Ben Balance has recently obtained his diploma in “Business-Accounting” from Niagara College. While at a local pub with friends watching the Super Bowl, he runs into Aaron Analyze, an old classmate from high school.  Aaron has just completed his Bachelor of Accounting degree at Brock University and is currently working towards his Chartered Accountant designation.  While chatting, Ben tells Aaron that he’s very anxious to get out into the “real world” and perform public accounting services, including financial statement audits. “I’m not sure why you want to go through the stress of passing a licensing exam.  I’ve got all the accounting knowledge I need, why do I need more letters after my name?” says Ben.  “How does being a part of a professional accounting organization help me to be a better auditor?”
a. (9 marks) Take the role of Aaron and respond to Ben’s comments. In particular, explain how the demand for quality audits has evolved and what role professional organizations play in assuring quality audits.

· Licensing is required to practice public accounting in Canada

· Accounting is a self-regulated profession, and to remain so, must maintain public confidence in the profession

· Public accounting is governed by licensing bodies, e.g. The CICA via its provincial Institutes governs the rules of conduct for Chartered Accountants, the SMAC governs CMAs, the CGAAC governs CGAs

· High-profile business failures like Enron and Worldcom have led to increased focus on audit standards

· Many factors continue to fuel the demand for high quality audits, including:  complex transactions, , technology advances, etc.) and public accounting bodies help ensure that quality

· Licensing bodies require their members to meet standards and adhere to rules of conduct in order to practice as PA’s, , which ensures and meet continuing education requirements which helps to ensure quality audits and maintain public confidence in the profession

· Licensing bodies provide continuing education opportunities for their members, hosting seminars, issuing publications, etc.

· PA organizations engage in important research activity, allowing the profession to respond to new developments in the business world

· PA organization keep their member updated on new developments via regular publications (ex: CICA Magazine)

· The CICA has the authority for establishing audit standards, and auditors need to follow GAAS, which provides the framework within which auditing services are provided, hence promoting consistency in how audits are carried out

1 MARK for each valid point, maximum 9 marks

b. (6 marks) What are the three main factors that influence the organizational structure of all Public Accounting firms?  Provide a brief explanation for each.

1. The need for independence from clients.  Independence permits auditors to remain unbiased in drawing conclusions about their client's financial statements.

2. The importance of a structure to encourage competence.  The ability of the structure to encourage competence permits auditors to conduct audits and perform other services efficiently and effectively.

3. The increased litigation risk faced by auditors.  In the last decade, firms have experienced increases in litigation-related costs.  Some organizational structures afford a degree of protection to individual firm members.

1 mark per factor plus one mark for the explanation, total = 6 marks

Question 3: (15 marks)
You are an audit senior with a large Public Accounting firm in the Toronto area. Samantha Harris, an audit senior on another team at your firm, who obtained her CA designation the same year you did, approached you recently with an offer, she says, you should not pass up. Furniture Plus, one of the firm’s clients that Samantha audits, will pay each of you a commission for recommending its furniture to the clients that you audit. Samantha has assured you that the furniture is of very high quality and that she feels any recommendations are therefore truthful and beneficial to all parties. Silver Mining, one of the firm’s clients that Samantha audits, had just purchased on her recommendation. From this and other recommendations, Samantha has already earned $5,000 in commissions.

Samantha has also confided to you that a large audit client, Techno Inc., on which she is currently working, is planning to make a major acquisition in the near future. She is confident that this will cause the stock price to rise significantly, and she has encouraged her boyfriend to buy some Techno shares without letting him know the reason behind her recommendation.

Required: Provide a critical analysis of Samantha Harris’ professional conduct and indicate any action you should take.

Receiving commissions from a client by recommending it to other clients creates a conflict of interest. (2 marks)
Those clients who have purchased the furniture may question Samantha’s integrity if they have knowledge of the commission arrangement. (2 marks)
They may feel Samantha’s recommendation was based solely on commissions. (2 marks)
Thus Samantha’s actions may have violated the code of conduct, rule 201 – maintaining the good reputation of the profession and acting with integrity. (2 marks)
Also Samantha may have violated the code of cnduct, rule 216, for accepting commissions for a referral to clients.(2 marks)
Technically, Samantha may accept the commission if both Furniture Plus and the buying clients consent to the arrangement. (2 marks)
Divulging confidential information of a client is a clear breach of the client’s trust.
 (2 marks)
This is a violation of the code of conduct, rule 210. (2 marks)
Samantha is also violating rule 209 for personal benefit by improper use of client information in advising her boyfriend to acquire shares of Techno. (2 marks)
She would be benefiting directly or indirectly from her boyfriend’s investment in Techn. 
(2 marks)
Question 4: (10 marks)

(a) (6 marks) Discuss the differences and similarities between the roles of accountants and auditors. What additional expertise must an auditor possess beyond that of an accountant?
The role of accountants is to record, classify, and summarize economic events in a logical manner for the purpose of providing financial information for decision making√. 
To do this, accountants must have a sound understanding of the principles and rules that provide the basis for preparing the financial information√. 
In addition, accountants are responsible for developing systems to ensure that the entity's economic events are properly recorded on a timely basis and at a reasonable cost√.
The role of auditors is to determine whether the financial information prepared by accountants properly reflects the economic events that occurred√. 
To do this, the auditor must not only understand the principles and rules that provide the basis for preparing financial information√, 
but must also possess expertise in the accumulation and evaluation of audit evidence√. 
It is this latter expertise that distinguishes auditors from accountants. √.
(b) (4 marks)  To do an audit, it is necessary to have information in a verifiable form and some criteria by which the auditor can evaluate the information. 

i. What information and criteria would a public accounting firm use when auditing a company's financial statements? (2 marks)
The information used by a public accounting firm in a financial statement audit is the financial information in the company's financial statements√. 
The criteria used are Canadian generally accepted accounting principles√.
ii. 
What information and criteria would a Canada Revenue Agency auditor use when auditing that same company's tax return? (2 marks)

The information used by a Canada Revenue Agency auditor is the financial information in the auditee's federal tax return√. 
The criterion is the Income Tax Act and interpretations. √
Optional Bonus Question: (1 mark)
In 1783 the Montgolfier brothers invented an item that is very popular today and in common use. What is this item?

The Hot Air Balloon.
