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Question 1: (19 marks)
Your firm has been the auditor of Majestic Company for several years. As you prepared for the audit for the year ended December 31, 2012, Herb Majestic told you that he needed a large bank loan to keep the company running until sales picked up as expected in early 2013.
In the course of the audit, you discovered that the financial situation at Majestic was worse than Majestic had revealed and that the company was practically bankrupt.  You discussed the situation with Majestic, who pointed out that the bank loan will “be his solution” – he was sure he would get it as long as the financial statements didn’t look bad.

You stated that you believed that the audit report will have to include a going concern explanatory paragraph.  Majestic said that this was not needed because the bank loan was so certain and that inclusion of the going concern paragraph will certainly cause the management of the bank to change its mind about the loan.
You finally gave in to Majestic’s demands and the audited statements were issued without a going concern paragraph. The company received a loan, but things did not improve as Majestic thought they would and the company filed for bankruptcy in May 2013.

If the bank sues the firm to recover their loss, will they be successful?   Justify your response.
Yes the bank will be successful if the following is proven:√

Firm owed a duty of care to the bank √

Bank is a third party√
Must prove part of a limited class √

Use Haig Vs. Bamford to support limited class √

Part of limited class since firm knows that bank was relying on f/s √
Firm was negligent in performance of duties √

Firm did not include an explanatory paragraph for the going concern√ which is required by GAAS√ 
Therefore by violating standards the firm was negligent√
Bank suffered a loss √

Loss from the loan since Majestic went bankrupt √

Connect the firm’s negligence in the loss suffered by the bank√

If going concern paragraph was disclosed√ bank would not have issued the loan√
Prove fraud√

Firm made an assertion in the f/s that Majestic was a going concern√ knowing they were not√

Fraud extends duty of care to all 3rd parties√ who relied on the f/s√

This includes the bank√

(21 available)

Question 2: (10 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?

Accountants:

To record √, classify √, and summarize economic events √ in a logical manner 

This provides financial information for decision making √
Thus accountants must have a thorough understanding of GAAP √
Auditors:

To determine if the financial information prepared by accountants properly reflects economic events that have occurred √

Thus auditor must have a thorough understanding of GAAP √

Auditor must have expertise in gathering √ and evaluating evidence √ in accordance with GAAS √

Question 3: (12 marks)

Each of the following situations involves a possible violation of the Rules of Professional Conduct. 

For each situation, (1) decide whether the Rules have been violated, and (2) briefly explain how the situation violates (or does not violate) the Rules.
(a) 

Theresa Barnes, a public accountant, has an audit client, Choi Inc., which uses another public accounting firm for management services work. Unsolicited, Theresa sends her firm’s literature covering its management services capabilities to Choi on a monthly basis. (3 marks)
No violation√

Advertising is allowed provided it is not false or misleading√

Her advertising was not making any claims it could not keep√

(b)
Marcel Post, a public accountant, has sold his public accounting practice, which includes bookkeeping tax services and auditing to Sheila Lyons, a public accountant. Marcel obtained permission from all audit clients for audit related working papers before making them available to Sheila. He did not get permission before releasing tax and management services related working papers. (3 marks)
Violation√

Public accountant should keep confidential all information from the client√

Marcel did not keep the tax and management services related working papers confidential√
Question 3: (continued)

(c)

Donald Baker, a public accountant agreed to complete an audit for Fantastic Fashions Limited who will use the audited financial statements to obtain a bank loan. They offered to pay Donald an audit fee equal to 10% of the loan amount. (3 marks)
Violation√

Contingent fees are not allowed for assurance engagements or self-interest threat√

Her fee is based on the loan amount√
(d)

Theodore Goldenberg, a public accountant, completed for his client financial projections that covered a period of three years. Theodore was in a hurry and inadvertently stated that they covered five years; so he redid the client’s calculations, rather than checking assumptions and doing additional fieldwork, even though he attached an assurance report. (3 marks)
Violation√

Did not follow due care√

He completed work in a reckless manner√

Or his work should have been approved by management√
Question 4: (8 marks)

(a)  
GAAS can be divided into three categories of standards list the three categories. (3 marks)
General√

Examination√

Reporting√
(b) 

State what is meant by the term “practice inspection”.  (3 marks)

A practice inspection is a review√, by practice inspectors employed by the provincial institute or CPAB√, of a public accounting firm’s compliance with its quality control procedure system√. 

(c)

Distinguish between generally accepted auditing standards and generally accepted accounting principles. (2 marks)
Generally accepted auditing standards are general guidelines to aid auditors in fulfilling their professional responsibilities√

Generally accepted accounting principles are specific rules for accounting for transactions occurring in a business enterprise√

Question 5: (14 marks)
The following are audit procedures in the acquisition and payment cycle. For each procedure, state the audit objective being met and whether the audit objective is transaction-related, balance-related or presentation and disclosure.

	Audit Procedure
	Audit Objective
	Type of Audit Objective 

	1. Obtain a letter from management stating there are no unrecorded liabilities
	completeness√
	balance-related√

	2. Foot the purchases journal
	accuracy√


	transaction-related√

	3. Send letters to a sample of accounts payable vendors to verify whether  there is an outstanding balance
	existence√
	balance-related√

	4. Examine a sample of vendors’ invoices before and after year end to ensure that each invoice is recorded in the correct period
	cut-off√
	transaction-related√

	5. For liabilities that are payable in a foreign currency, verify the translated amount at year end
	allocation√
	balance-related√

	6. Compare a sample of invoices to related receiving documents to ensure the goods were received
	occurrence√
	transaction-related√

	7. Read the notes to the financial statements to ensure disclosures about accounts payable are fully included
	completeness√
	presentation and disclosure√


Question 6: (7 marks)

Distinguish between a qualified opinion, an adverse opinion and a disclaimer of opinion.
Qualified opinion
· Limitation on scope of the audit that is material but not pervasive√ or a departure from the accounting principles that is material but not pervasive√

· auditor believes overall financial statements are fairly presented except “for”√ 
Adverse opinion
· auditor believes deviation from applicable financial reporting framework is so significant (or material and pervasive)  √ that the financial statements are not fairly presented√ 

Disclaimer of opinion
·  auditor concludes that the scope limitation is so significant (or material and pervasive) √ that the auditor is unable to form an opinion (or no opinion can be given) as to whether the financial statements are fairly presented√
