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3-22 (oBjEcTivES 3-5, 3-7, 3-8) The following questions concern audit reports other than
unmodified opinion audit reports with standard wording. Choose the best response,

a. As compared to an unmodified opinion, an opinion qualified due to a material

departure from generally accepted accounting principles would

{1} include an extra paragraph, following the opinion paragraph.

(2) indicate that, except for the problem noted, the financial statements are pre-
sented fairly.

(3) include a slight modification to the introductory paragraph.

(4) include a slight modification to the auditor’s responsibility paragraph.

. An auditor who qualified an opinion because of an insufficiency of audit evidence

should refer to the scope limitation in the

Auditor's Mote to the Financial
Responsibility Paragraph Opinion Paragraph Statements
1) Yes No Yes
(2 No Yes No
{3) Yes Yes Nao
{4 Yes Yes Yes

. An adverse opinion and a disclaimer of opinion

(1) may be used interchangeably.

(2) both require modification of the introductory paragraph.

{3) result in the auditor’s withdrawal from the engagement.

{4) indicate situations in which there are material departures from the standards.

DISCUSSION QUESTIONS AND PRHOBLEMS
3-23 (osjecTive 3.1) A careful reading of an unmodified opinion audit report indicates sev-
eral important phrases. Explain why each of the following phrases or clauses is used rather
than the alternative provided:

a.

e e T N

“The financial statements referred to above present fairly, in all material respects, the
financial position” rather than “The financial statements mentioned above are cor-

rectly stated.”

. “In conformity with accounting principles generally accepted in the United States of

America” rather than “are properly stated to represent the true economic conditions.”

. “In our opinion, the financial statements present fairly” rather than “The financial

statements present fairly.”

. “Brown & Phillips, CPAs (firm name},” rather than “James E. Brown, CPA (individual

pariner’s name).”

. “We conducted our audit in accordance with auditing standards generally accepted in

the United States of America” rather than “Our audit was performed to detect mate-
ial misstatements in the financial statements.”

oES
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3-25 (OBJECTIVES 3-4, 3.5, 3.6, 3.7, 3-8) For the following independent situations, assume that

you are the audit partner on the engagement:

L. Auto Delivery Company has a fleet of several delivery trucks. In the past, Auto
Delivery had followed the policy of purchasing all equipment. In the current year,
they decided to lease the trucks. The method of accounting for the trucks is therefore
changed to lease capitalization. This change in policy is fully disclosed in footnotes.

2. You are auditing Deep Clean Services for the first time. Deep Clean has been in busi-
ness for several years but over the last two years has struggled to stay afloat given
the economic conditions, Based on your audit work, you have substantial doubt that
Deep Clean will be in business by the end of its next fiscal year.

3. One of your audit clients has a material investment in a privately held biosciences
company. Your audit firm engaged a business valuation specialist to assist in evaluat-
ing the client’s estimation of the investment’s fair value. You conclude that the valua-
tion specialist's work provides sufficient appropriate audit evidence.

4. Four weeks after the year-end date, a major customer of Prince Construction Co.
declared bankruptcy. Because the customer had confirmed the balance due to Prince

* Based on AICPA question paper, American Institute of Certified Public Accountants,
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at the balance sheet date, management refuses to charge off the account or otherwise
disclose the information. The receivable represents approximately 10% of accounts
receivable and 20% of net earnings before taxes.

. During your audit of Raceway.com, Inc., you conclude that there is a possibility
that inventory is materially overstated. The client refuses to allow you to expand the
scope of your audit sufficiently to verify whether the balance is actually misstated.

6. You complete the audit of Munich Department Store, and in your opinion, the finan-

cial statements are fairly presented. On the last day of the audit, you discover that one
of your supervisors assigned to the audit has a material investment in Munich.

1

Required For each situation, do the following:
a. Identify which of the conditions requiring a deviation from a standard unmodified
opinion audit report is applicable, if any.
b. State the level of materiality as immaterial, material, or highly material. If you cannot
decide the level of materiality, state the additional information needed to make a decision.
¢. Given your answers in parts a. and b., state the type of audit report that should be is-
sued. If you have not decided on one level of materiality in part b., state the appropri-
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3-27 (OBJECTIVES 3-4, 3.5, 3.6, 3-7, 3-8) The following are independent situations for which
you will recommend an appropriate audit report:

1. Subsequent to the date of the financial statements as part of his post-balance sheet
date audit procedures, a CPA learned that a recent fire caused heavy damage to one
of a client’s two plants; the loss will not be reimbursed by insurance. The newspapers
described the event in detail. The financial statements and footnotes as prepared by
the client did not disclose the loss caused by the fire.

2. During the course of his audit of the financial statements of a corporation for the
purpose of expressing an opinion on the statements, a CPA is refused permission to
inspect the minutes of board of director meetings that document significant deci-
sions of the board. The corporation secretary instead offers to give the CPA a certi-
fied copy of all resolutions and actions involving accounting matters.

3. A CPA is engaged in the audit of the financial statements of a large manufacturing
company with branch offices in many widely separated cities. The CPA was not able
to count the substantial undeposited cash receipts at the close of business on the last
day of the fiscal year at all branch offices.

As an alternative to this auditing procedure used to verify the accurate cutoff of
cash receipts, the CPA observed that deposits in transit as shown on the year-end
bank reconciliation appeared as credits on the bank statement on the first business
day of the new year. He was satisfied as to the cutoff of cash receipts by the use of the
alternative procedure,

4. On January 2, 2017, the Retail Auto Parts Company received a notice from its primary
supplier that effective immediately, all wholesale prices will be increased 10%. On the
basis of the notice, Retail Auto Parts revalued its December 31, 2016, inventory to reflect
the higher costs. The inventory constituted a material proportion of total assets; how-
ever, the effect of the revaluation was material to current assets but not to total assets or
net income. The increase in valuation is adequately disclosed in the footnotes.

5. A CPA has completed her audit of the financial statements of a bus company for the
year ended December 31, 2016. Prior to 2016, the company depreciated its buses over
a 10-year period. During 2016, the company determined that a more realistic esti-
mated life for its buses was 12 years and computed the 2016 depreciation on the basis
of the revised estimate. The CPA has satisfied herself that the 12-year life is reasonable,

The company has adequately disclosed the change in estimated useful lives of its
buses and the effect of the change on 2016 income in a note to the financial statements.

6. E-Lotions.com, Inc,, is an online retailer of body lotions and other bath and body
supplies. The company records revenues at the time customer orders are placed on
the Web site, rather than when the goods are shipped, which is usually 2 days after
the order is placed. The auditor determined that the amount of orders placed but not
shipped as of the balance sheet date is not material.

7. For the past 5 years, a CPA has audited the financial statements of a manufactur-
ing company. During this period, the audit scope was limited by the client as to the
observation of the annual physical inventory. Because the CPA considered the inven-
tories to be material and he was not able to satisfy himself by other auditing proce-
dures, he was unable to express an unmodified opinion on the financial statements
in each of the 5 years.

*Based on AICPA question paper, American Institute of Certified Public Accountants,
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The CPA was allowed to observe physical inventories for the current year ended
December 31, 2016, because the client's banker would no longer accept the audit
reports. However, to minimize audit fees, the client requested that the CPA not extend
his audit procedures to the inventory as of the beginning of the year, January 1, 2016,

Required For each situation, do the following:

a. Identify which of the conditions requiring a deviation from a standard unmodified
opinion audit report is applicable, if any.

b. State the level of materiality as immaterial, material, or highly material. If you cannot de-
cide the level of materiality, state the additional information needed to make a decision.

¢. Given your answers in parts a. and b., state the appropriate audit report from the fol-
lowing alternatives (if you have not decided on one level of materiality in part b., state
the appropriate report for each alternative materiality level):

{1} Unmodified opinion—standard (4) Qualified opinion—GAAP
wording departure

(2} Unmodified opinion—explanatory  (5) Qualified opinion—scope limitation
paragraph (6) Disclaimer

(3)y Unmodified opinion—nonstandard {7} Adverse*
report wording

3-28 (osjEcTives 3-3, 3.9) The PCAOB has proposed changes to the auditor’s report for
public companies that include requirements for the auditor to communicate “critical
audit matters.” Critical audit matters include those matters during the audit that involved
difficult, subjective, or complex auditor judgments or that posed difficulty to the auditor
in obtaining sufficient appropriate evidence or in forming the opinion on the financial
statements, Similarly, the International Auditing and Assurance Standards Board (IAASB)
recently revised the auditor’s report in the International Standards on Auditing (ISAs) to
require auditors to communicate “key audit matters.” Key audit matters include communi-
cation of similar kinds of information as proposed by the PCAOB such as areas of higher
assessed risk of material misstatement and the effects of significant events or transactions
that occurred during the period.

Required a. Describe how users of the financial statements may benefit from communications
about these matters in an audit report.
b. Describe how communication of these matters may not be beneficial to users of the
financial statements.
c. What difficulties, if any, may auditors face in communicating about these matters?

- SEsss e, s

* Based on AICPA question paper, American Institute of Certified Public Accountants.
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Report Title

Audit Report Addrass

Introductory Paragraph

Management’s Responsibifity

Auditor’s Responsibilicy

Scope paragraph

Auditor’s Opinion

Signature and Address
of CPA Firm

Audit Report Date (Date
Auditor Has Obtained
Sufficient Appropriate

Evidence

ANDERSON and ZINDER, P.C,
Certified Public Accountants
Park Plaza East - Suite 100
Denver, Colorado B01 10

303/359-0800

INDEPEMDENT AUDITOR'S REPORT

To the Board of Directars and Stockholders
General Ring Corporation

We have gudited the accompanying balance sheets of General Ring Corporation as of December 31, 2016 and
2015, and the refated statements of income, changes in stockholders’ equity, and cash flows for the years then
ended, and the refated notes to the financial statements.

Management's Responsibility for the Financial Statements

Management is responsible for the preparation and fair presentation of the financial statements in accordance
with accounting principles generally accepted in the United States of America; this includes the design,
implementation, and maintenance of internal control relevant to the preparation and fair presentation of
financial statements that are free from material misstatement, whether due to fraud or error.

Auditor's Responsibility

Our responsibility is to express an opinion on these financial statements based on our audits. We conducted
our audits in accordance with auditing standards generally accepted in the United States of America. Those
standards require that we plan and perform the audit to obtain reasonable assurance about whether the
financial statements are free of material misstatement.

An audit involves performing procedures to obtain audit evidence about the amounts and disclosures in the
financial statements. The procedures selected depend on the auditor's judgment, including the assessment of
the risks of material misstatement of the financial statements, whether due to fraud or arror, In making those
risk assessments, the auditor considers internal control relevant to the entity’s preparation and fair
presentation of the financial statements in order to design audit procedures that are appropriate in the
circumstances, but not for the purpose of expressing an opinton on the effectiveness of the entity’s internal
control. Accordingly, we express no such opinfon. An audit also includes evaluating the appropriateness of
accounting policies used and the reasonableness of significant accounting estimates made by management, as
well as evaluating the overall presentation of the financial statements.

We believe that the audit evidence we have obtained is sufficlent and appropriate to provide a basis for our
audit opinion,
QOpinion

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial
position of General Ring Corporation as of December 3 [, 2016 and 2015, and the resuits of their operations
and cash flows for the years then ended in accordance with accounting principles generally accepted in the
United States of America,

Andorson and. de’&ﬂ Fl, CHAs

Denver, Colorado

February 15, 2017
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Required

3-30 (OBJECTIVES 3-3, 3-4) Publicly traded companies must electronically file a variety of Y
forms or reports with the U.S. Securities and Exchange Commission (SEC), including %
the Form 10-K, which includes the audited annual financial statements. The SEC makes
most of these electronic documents available on the Internet via EDGAR, which stands
for Electronic Data Gathering, Analysis, and Retrieval system. The primary purpose for
.-, EDGAR is to increase the efficiency and fairness of the securities market for the benefit of
/ investors, corporations, and the economy by accelerating the receipt, acceptance, dissemi-
nation, and analysis of time-sensitive corporate information filed with the agency.

a. Visit the SEC Web site (www.sec.gov) and use the link to “Company Filings Search” Required
(under “Filings”) to locate the Form 10-K filing for Google, Inc., for the year ended
December 31, 2015, to answer the following questions:
1. Who was Google's auditor?
2. Did the audit firm issue a combined or separate report(s) on the financial state-
ments and on internal controls over financial reporting?
3. 'What type of audit opinion did the auditor provide for the financial statements?
4. What was the auditor’s opinion about internal controls over financial reporting?
5. What was the report date for the audit report?

b. Visit the PCAOB's Web site (www.pcaob.org) and use the link to “Auditing” under the
heading for “Standards” to locate the PCAOB's Auditing Standards. Search the links
to the Auditing Standards to answer the following questions:

1. Where would the auditor locate guidance about changes to the auditor’s report
if Google makes a change in accounting principle that is considered material?
Identify the appropriate section in the Auditing Standards and identify the rel-
evant paragraph(s) within that section that would be applicable to this situation.
Assume that Google properly reports the change in the financial statements.

2. Where would the auditor locate guidance to determine the effect on the auditor’s
report if he or she has substantial doubt about Google’s ability to continue as
a going concern? Identify the appropriate section and the relevant paragraph(s)
within that section that would be applicable to this situation,

3. Google’s Form 10-K contains information that is in addition to the financial state-
ments and related footnotes. Where would the auditorlocate guidance tharaddresses
his or her responsibility for this other information and what is the auditor’s obliga-
tion related to that information? Identify the appropriate section and the relevant
paragraph(s) within that section that would be applicable to this situation.
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c. Which of the following is not a provision of the Sarbanes-Oxley Act of 2002?
(1} The auditor of an issuer may not provide internal audit outsourcing services for
the issuer.
(2) Audit documentation must be maintained for five years.
(3) The lead and reviewing partners must rotate off the audit after five years.
(4) Tax services must be preapproved by the audit committee.

DISCUSSION QUESTIONS AND PREOBLEMS

- @, . 4-20 (OBIECTIVES 4-1, 4-2) Newspaper headlines frequently highlight instances where busi-
ness professionals, politicians, and others are accused of engaging in unethical behavior.
In response, there have been numerous atternpts to reduce their occurrence. For example,
some have argued for universities to include more courses in ethics.

Required a. Describe what constitutes “ethics” and highlight the challenges of developing a set of
rules and guidance to increase ethical behavior in society.
b. Why is ethics important to the conduct of business in a market-based economy?
c. Why do individuals act unethically?
d. What are common rationalizations individuals use to justify their unethical behavior?
e. Discuss whether ethics should be taught, for example, in university courses.
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d.Franz Marteens is 4 CPA, but not a partner, with three years of professional experi-
ence with Roberts and Batchelor, CPAs. He owns 25 shares of stock in an audit client
of the firm, but he does not take part in the audit of the client, and the amount of
stock is not material in relation to his total wealth,

e. A nonaudit client requests assistance of M. Wilkenson, CPA, in the installation of
a local area network. Wilkenson has no experience in this type of work and no
knowledge of the client’s computer system, so he obtains assistance from a computer
consultant. The consultant is not in the practice of public accounting, but Wilkenson
is confident of his professional skills. Because of the highly technical nature of the
work, Wilkenson is not able to review the consultant’s work.

f. In preparing the personal tax returns for a client, Sarah Milsaps, CPA, observed that
the deductions for contributions and interest were unusually large. When she asked
the client for backup information to support the deductions, she was told, “Ask me
no questions, and [ will tell you no lies.” Milsaps completed the return on the basis of
the information acquired from the client,

g. Roberta Hernandez, CPA, serves as controller of a U.S.-based company that has a
significant portion of its operations in several South American countries. Certain
government provisions in selected countries require the company to file financial
statements based on international standards. Roberta oversees the issuance of the
company’s financial statements and asserts that the statements are based on interna-
tional financial accounting standards; however, the standards she uses are not those
issued by the International Accounting Standards Board.

h. Archer Ressner, CPA, stayed longer than he should have at the annual holiday party
of Ressner and Associates, CPAs. On his way home he drove through a red light and
was stopped by a police officer, who observed that he was intoxicated. In a jury trial,
Ressner was found guilty of driving under the influence of alcohol. Because this was
not his first offense, he was sentenced to 30 days in jail and his driver’s license was
revoked for one year.

4-23 (OBJECTIVES 4-5, 4-7) Each of the following situations involves possible violations of
the AICPA Code of Professional Conduct. For each situation, state whether it is a violation of
the Code. In those cases in which it is a violation, explain the nature of the violation and
the rationale for the existing rule,

a. The audit firm of Miller and Yancy, CPAs, has joined an association of other CPA
firms across the country to enhance the types of professional services the firm can
provide, Miller and Yancy share resources with other firms in the association, includ-
ing audit methodologies, audit manuals, and common IT systems for billing and time
reporting, One of the partners in Miller and Yancy has a direct financial interest in
the audit client of another firm in the association.

b. Connor Bradley is the partner in charge of the audit of Southern Pinnacle Bank.
Bradley is in the process of purchasing a beach condo and has obtained mortgage
financing from Southern Pinnacle.

c. Jennifer Crowe's audit client has a material investment in Polex, Inc. Crowe’s nondepen-
dent parents also own shares in Polex, and Polex is not an attest client of Crowe’s firm.
The amount of her parent’s ownership in Polex is not significant to Crowe's net worth,

d. Joe Stokely is a former partner in Bass and Sims, CPAs. Recently, he left the firm to
become the chief operating officer of Lacy Foods, Inc,, which is an audit client of Bass
and Sims. In his new role, Stokely has no responsibilities for financial reporting. Bass
and Sims made significant changes to the audit plan for the upcoming audit.

e. Odonnel Incorporated has struggled financially and has been unable to pay the audit
fee to its auditor, Seale and Seale, CPAs, for the 2014 and 2015 audits. Seale and Seale
is currently planning the 2016 audit.
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f. Jessica Alma has been serving as the senior auditor on the audit of Carolina BioHealth,
Inc. Because of her outstanding work, the head of internal audit at Carolina Biolealth
extended her an offer of employment to join the internal audit department as an audit
manager. When the discussions with Carolina BioHealth began, Jessica informed her
office’s managing partner and was removed from the audit engagement,

2 Morris and Williams, a regional CPA firm, is providing information systems consult-
ing to one of their publicly traded audit clients. They are assisting in the implementa-
tion of a new financial reporting system selected by management.

h. Audrey Glover is a financial analyst in the financial reporting department of
Technologies International, a privately held corporation. Audrey was asked to prepare
several journal entries for Technologies International related to transactions that have
not yet occurred. The entries are reflected in financial statements that the company
recently provided to the bank in connection with a loan outstanding due to the bank.

i. Austin and Houston, CPAs, is performing consulting services to help management of
McAlister Global Services streamline its production operations. Austin and Houston
structured the fee for this engagement to be a fixed percentage of costs savings that

result once the new processes are implemented. Austin and Houston perform no

other services for McAlister

4-25 (oBjecTive 4-8) The U.S, national stock exchanges require listed companies to have an
independent audit committee.
Required a. Describe an audit conuniteee.

b. What does it mean for the audit committee members to be “independent™?

c. What are the typical functions performed by an audit committee?

d. Explain how an audit committee can help an auditor be more independent,

¢. Describe the nature of the audit firm's communications with the audit committee
regarding independence issues.

f. Some critics of audit committees believe that they bias companies in favor of larger
and perhaps more expensive CPA firms. These critics contend that a primary con-
cern of audit committee members is to reduce their exposure to legal lability, The
comnmittees will therefore recommend larger, more prestigious CPA firms, even if the
cost is somewhat higher, to minimize the potential criticism of selecting an unquali-
fied firm. Evaluate these comments.
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