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Preface

The 19th edition of Principles of Auditing & Other Assurance Services provides a care-
fully balanced presentation of auditing theory and practice. Written in a clear and under-
standable manner, it is particularly appropriate for students who have had limited or no
audit experience. The approach is to integrate auditing material with that of previous
accounting financial, managerial, and systems courses.

The text’s first nine chapters emphasize the philosophy and environment of the audit-
ing profession, with special attention paid to the nature and economic purpose of auditing,
auditing standards, professional conduct, legal liability, audit evidence, audit planning,
consideration of internal control, and audit sampling. Chapters 10 through 16 (the “pro-
cedural chapters”) deal with internal control and obtaining evidence about the various
financial statement accounts, emphasizing a risk-based approach to selecting appropriate
auditing procedures. Chapter 17 presents the auditors’ reporting responsibilities when
performing financial statement audits. Chapter 18 provides detailed guidance on inte-
grated audits of public companies performed in accordance with the Sarbanes-Oxley
Act of 2002 and SEC requirements. Chapters 19 and 20 present the auditors’ reporting
responsibilities and other attestation and accounting services, such as reviews and compi-
lations of financial statements and reports on prospective financial statements. Chapter 21
presents coverage of internal compliance and operational auditing.

The text is well suited for an introductory one-semester or one-quarter auditing course.
Alternatively, it is appropriate for a two-course auditing sequence that covers the mate-
rial in greater detail. For example, an introductory course might emphasize Chapters 1
through 10, 16, and 17. A second course may include coverage of the other procedural
chapters (Chapters 11 through 15); integrated audits (Chapter 18); other attestation and
accounting services; and internal, operational, and compliance auditing (Chapters 19, 20,
and 21). The instructor might also wish to consider covering portions of Chapter 9 on
sampling in the second course, with or without ACL software. Overall, the text and sup-
porting materials provide:

1. A balanced presentation. The text provides a carefully balanced presentation of
auditing and assurance theory and practice. The concepts are written in a clear, con-
cise, and understandable manner. Real company examples are integrated throughout
the text to bring this material to life. Finally, Keystone Computers & Networks, Inc.,
the text’s illustrative audit case, is integrated into selected chapters, providing students
with hands-on audit experience.

2. Organization around balance sheet accounts emphasized in previous accounting
courses. Organizing the text around balance sheet accounts is a particularly straight-
forward and user-friendly way to address the risk assessment—based approach to audit-
ing required by both U.S. and international auditing standards. These standards require
an in-depth understanding of the audited company and its environment, a rigorous
assessment of the risks of where and how the financial statements could be materially
misstated, and an improved linkage between the auditors’ assessed risks and the par-
ticulars of audit procedures performed in response to those risks. Chapters 5 through
7 of the text describe the risk assessment approach in detail. Chapters 10 through 16
are aligned with the risk assessment approach presented in the professional standards.
Accordingly, the suggested audit approach and procedures of the professional stan-
dards flow smoothly from the approach suggested in earlier chapters of the text. In
short, our organization of the book facilitates student learning of the risk assessment
process in a very straightforward manner. Also, although the text chapters are struc-
tured around balance sheet accounts, they include a significant amount of material on
transaction cycles. For example, Chapters 10 through 13 include detailed coverage of
revenue, cash receipts, acquisitions, and disbursements cycles.



ii Preface

3. CPA examination support. Both the text’s emphasis on current auditing standards
and its many objective questions (both multiple choice and other objective format) are
aimed at helping students pass the CPA exam. This edition has significantly
expanded the number of task-based simulations like the ones included on the CPA
exam.

4. Strong student and instructor support. Both Connect® Accounting and the Online
Learning Center provide instructors and students with a wealth of material to help
keep students up-to-date. The Center also contains quizzes and other resources
to help students in this course. The address of the Center (and the text Web site) is
www.mhhe.com/whittington 1 9e.

We are confident that the 19th edition of Principles of Auditing & Other Assurance
Services will provide students with a clear perspective of today’s auditing environment.

O. Ray Whittington
Kurt Pany
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The Role of the Public
Accountant in the
American Economy

Dependable information is essential to the very existence of
our society. The investor making a decision to buy or sell secu-
rities, the banker deciding whether to approve a loan, the gov-
ernment in obtaining revenue based on income tax returns—all
are relying upon mformatlon provided by others. In many of these situations, the goals of
the providers of information may run somewhat counter to those of the users of the infor-
mation. Implicit in this line of reasoning is recognition of the social need for independent
public accountants—individuals of professional competence and integrity who can tell us
whether the information that we use constitutes a fair picture of what is really going on.

Our primary purpose in this chapter is to make clear the nature of independent audits
and the accounting profession. We begin with a discussion of the broader concept of
assurance services. Next, we describe those assurance services that involve attesta-
tion, of which audits of financial statements are an important type. Another purpose
of this chapter is to summarize the influence exerted on the public accounting profes-
sion by the American Institute of Certified Public Accountants (AICPA), the Financial
Accounting Standards Board (FASB), the Governmental Accounting Standards Board
(GASB), the Federal Accounting Standards Advisory Board (FASAB), the Public Com-
pany Accounting Oversight Board (PCAOB), the Securities and Exchange Commission
(SEC), and the International Federation of Accountants (IFAC). We will also explore
various types of audits and note the impact of The Institute of Internal Auditors (IIA)
and the Government Accountability Office (GAO). Finally, we will examine other types
of professional services and the nature and organization of public accounting firms.

Describe the nature of assurance
services.

What Are Assurance Services?

The name assurance services is used to describe the broad range of information
enhancement services that are provided by certified public accountants (CPAs). The
accountant must be “independent” to perform these services. In general, assurance
services consist of two types: those that increase the reliability of information and
those that involve putting information in a form or context that facilitates decision
making. In this chapter, we will focus on the first type—audit and assurance services
that involve reliability enhancement.

The Attest Function

Identify assurance services that
involve attestation.

A major subset of assurance services is called attestation
services. To attest to information means to provide assur-
ance as to its reliability. The profession’s attestation
standards define an attest engagement as one in which:

a practitioner is engaged to issue or does issue an examination, a review, or an agreed-
upon procedures report on subject matter or an assertion about subject matter that is the
responsibility of another party (e.g., management).

Chapter

Learning Objectives

After studying this chapter, you
should be able to:

LO 1-1

LO 1-2

LO 1-3

LO 1-4

LO 1-5

LO 1-6

LO 1-7

LO 1-8

Describe the nature of
assurance services.

Identify assurance
services that involve
attestation.

Describe the nature
of financial statement
audits.

Explain why audits are
demanded by society.

Describe how the
credibility of the
accounting profes-

sion was affected by
the large number of
companies reporting
accounting irregularities
in the beginning of this
century.

Contrast the various
types of audits and types
of auditors.

Explain the regulatory
process for auditors of
public companies and
auditors of nonpublic
companies.

Describe how public
accounting firms are
typically organized
and the responsibili-
ties of auditors at the
various levels in the
organization.



2 Chapter One

FIGURE 1.1
The Attest Function

Suitable
Matter Criteria

Consider
Presenting
Assertion

Subject
Matter

Gather and
Evaluate
Evidence

Management May

Present:

¢ Nothing,

e A Description of the
Subject Matter, and/or /

® An Assertion

Propose
Necessary
Adjustments

Issue
Report on
Findings

*If the criteria are not generally available to the users, they should be presented in the CPA’s report or management’s presentation.

CPAs attest to many types of subject matter (or assertions about subject matter),
including financial forecasts, internal control, compliance with laws and regulations, and
advertising claims.

Figure 1.1 describes the attest function, which begins with the subject matter that is the
responsibility of another party, usually management. As an example, consider the situation
in which the CPAs attest to a company’s internal control over financial reporting. The sub-
ject matter of this engagement is internal control over financial reporting—internal con-
trol is the responsibility of management. The CPAs may be engaged to report directly on
the internal control and express an opinion on whether a company’s internal control over
financial reporting follows certain standards (benchmarks). Alternatively, they may report
on an assertion made by management that the company’s internal control follows certain
standards. In this second case, the audit report would include an opinion on whether man-
agement’s assertion is accurate. Managements of public companies are now required to
include in their annual reports an assertion about the effectiveness of internal control over
financial reporting and to engage their auditors to attest to the effectiveness of internal
control. This form of reporting is described in detail in Chapters 7 and 18.

What standards should the subject matter follow? The standards are those established
or developed by groups composed of experts and are referred to as suitable criteria.
In an internal control engagement, the standards may be those that have been established
by a committee of experts on internal control. In a financial statement audit, another term
arises—financial reporting framework. The suitable criteria in a financial statement
audit are set forth in the financial reporting framework selected by management, often
generally accepted accounting principles (GAAP). The CPAs perform a financial



prices in that city. The CPAs selected a sample of approxi-
mately 1,000 items and compared the prices to those of
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lHlustrative Case The Value of Attest Services

CPAs have attested that a
supermarket chain in Phoe-
nix has the lowest overall

the various other major supermarkets. Representatives
of the supermarket chain stated that the credibility added
by the CPAs has helped to convince consumers that the
chain’s prices are indeed the lowest.

statement audit to gather sufficient evidence to issue an audit report with their opinion on
whether the financial statements (the subject matter) follow the applicable financial
reporting framework (that is, the financial reporting framework chosen by manage-
ment, often GAAP).

The definition of an attest engagement refers to reports arising from three forms of
engagements—examinations, reviews, and the performance of agreed-upon procedures.
An examination, referred to as an audit when it involves historical financial statements,
provides the highest form of assurance that CPAs can offer. In an examination, the CPAs
select from all available evidence a combination that limits to a low level the risk of unde-
tected misstatement and provides reasonable assurance that the subject matter (or asser-
tion) is materially correct. A review is substantially lesser in scope of procedures than
an examination and is designed to lend only a moderate (limited) degree of assurance.
If an examination or review does not meet the client’s needs, the CPAs and specified
user or users of the information may mutually decide on specific agreed-upon procedures
that the CPAs will perform. An agreed-upon procedures engagement results in a
report by the CPAs that describes those procedures and their findings. Figure 1.2 sum-
marizes the three forms of attestation engagements.!

Assurance and
Nonassurance
Services

It is important to understand the relationships among the range of services that are
offered by CPAs, because different professional standards apply to each type of ser-
vice. Figure 1.3 illustrates the universe of services that may be offered by CPAs and the

FIGURE 1.2 Forms of Attestation

Type of Level of Assurance Risk of Material Nature of Assurance
Engagement Provided Misstatement in Report Procedures
Examination* High Low “In our opinion .. ." Select from all avail-
(“reasonable”) able procedures any
combination that
can limit attestation
risk to a low level
Review Moderate (limited) Moderate “We are not aware of Generally limited
’ any material modifi- to inquiry and
~ cations that should analytical
. _bemade..” @ procedures
Agreed-Upon Summary of Varies by Includes a summary of Procedures agreed
Procedures findings specific procedures followed upon with the
engagement and findings specified user or

users

*Referred to as an audit when the subject matter is historical financial statements.

1In addition, as discussed in Chapter 19, the professional standards relating to compilation of financial

statements (i.e., assisting management in their preparation) refer to compilations as attest engagements.



