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Preface

The thirteenth edition of Principles of Auditing and Other Assurance Services provides a
carefully balanced presentation of auditing and assurance theory and practice. Written in
a clear and understandable manner, it is appropriate for students who have not had signif-
icant audit experience. The approach is to integrate auditing and assurance material with
that of previous courses in accounting systems and financial and managerial accounting.
Our primary goal is to provide a textbook well suited for the introductory one-semester or
one-quarter auditing and assurance course. Alternatively, the instructor may choose to
cover certain portions of the text in greater detail in the first course and save other portions
for a second course. For example, an introductory course might emphasize Chapters 1
through 9, 16, and 17. A second course could include coverage of the procedural chapters,
the other reports and services included in Chapters 18 and 19 (e.g., special reports, ac-
counting and review services, other assurance services), and internal, operational, and
compliance auditing in Chapter 20. The instructor might also wish to consider covering
portions of Chapter 9 on sampling in the second course.

The first nine chapters emphasize the philosophy and environment of the public ac-
counting profession, with special attention paid to the nature and economic purpose of au-
dit and assurance services, professional standards, professional conduct, legal liability, au-
dit evidence, audit planning, consideration of internal control, audit sampling, and audit
working papers. Chapters 10 through 16 (the “procedural chapters™) deal with internal con-
trol and obtaining evidence about the various financial statement accounts; they emphasize
a risk-based approach to selecting appropriate auditing procedures. Chapters 17 and 18
present the auditors’ reporting responsibilities related to historical financial information—
audit reports, special reports, and reports on accounting and review services. Chapter 19,
new to this edition, presents other assurance services, including a variety of attestation and
other assurance services. The material in this chapter on attestation services has been up-
dated for changes currently being adopted by the public accounting profession. Chapter 20
presents coverage of internal, compliance, and operational auditing.
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FEATURES OF THIS EDITION

This text includes a variety of features to enhance the learning experience:

Chapter Objectives provide a concise presentation of each chapter’s most important
concepts.

Keystmie Computers & Networks, Inc., is the text’s Illustrative Audit Case. This fea-
ture illustrates audit methods and provides realistic, thought-provoking case exercises.
Although each portion of the case is designed to stand alone, if used in combination, the
case will help the student develop problem-solving skills in planning (Chapter 6), consid-
ering internal control and testing account balances (Chapters 11 and 14), and completing
the audit (Chapter 16). The case incorporates the use of computerized accounting applica-
tions and also integrates the fundamentals of audit sampling from Chapter 9.

Other assurance services are included in a new chapter (Chapter 19) at both a concep-
tual and practical level. At a conceptual level the text provides a discussion of the nature of
assurance services and a comparison of assurance services, attestation services, and audits.
At the practical level it includes detailed discussions of the public accounting profession’s
new types of engagements, including WebTrust, SysTrust, and ElderCare.

Internet assignments are included among the end-of-chapter problem material for
Chapters 6 and 11, 12, 16, and 17. These assignments require students to use the Internet
to do audit research and are identified with a WWW logo in the margin.

A Web site, www.mhhe.com/business/accounting/whittington provides links to various
sites referred to in the text and updates that reflect changes in auditing standards that have
occurred subsequent to publication of the text. The site also includes a multiple choice quiz
and solution for each chapter to allow students to measure their mastery of key concepts. In
addition, the site includes a quarterly commentary on matters addressed by the Auditing
Standards Board of The American Institute of Public Accountants, written by Ray
Whittington, the academic member of the board.

Illustrative Cases use actual business and accounting examples to illustrate key chap-
ter concepts. The cases are boxed and appear throughout the text.

Industry Focus Cases use examples from specific industries to provide students with
detailed “real-world” illustration of points being emphasized in the text. These cases show
the importance of having a thorough knowledge of the audit client’s business. Like the il-
lustrative cases, these cases are boxed and appear throughout the text.

Illustrative Documents, included in the various procedural chapters (10 through 16),
provide concise, realistic examples of the documents associated with the various transac-
tion cycles.

International Auditing Standards are discussed as appropriate. These standards
are becoming increasingly significant with the development of international markets for
securities.

Key Terms Introduced or Emphasized is a glossary of each chapter’s most important
terms. The terms are boldface within the chapter and are defined at the end of the chapter.
Placing the definitions at the end of each chapter allows the student to quickly find the
meaning of unfamiliar terms while reading the material. The glossary also serves as an ex-
cellent review tool and helps the student see how well he or she understands the major ideas
presented.
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Illustrations, Tables, and Flowcharts are used throughout to enhance and clarify the

presentation. Chapter Summaries recap the most important information presented in the
chapter.

END-OF-CHAPTER PROBLEM MATERIAL

The questions, problems, case material, and audit case exercises at the end of each chapter
are divided as follows: Review Questions, Questions Requiring Analysis, Problems,
Research and Discussion Cases, In-Class Team Exercises, and Audit Case Exercises.

The Review Questions are closely related to the material in the chapter and provide a
convenient means of determining whether students have grasped the major concepts and de-
tails contained in that chapter.

The Questions Requiring Analysis require thoughtful consideration of a realistic au-
diting situation and the application of professional standards. A number of these questions
are taken from CPA and CIA examinations, and others describe actual practice situations.
These questions, which are generally shorter than the problems, tend to stress value judg-
ments and conflicting opinions.

Many of the Problems are drawn from CPA and CIA examinations. In selecting these
problems, consideration was given to ones appearing in recent professional exams. However,
older questions are included when they are superior to others available.

In-Class Team Cases

These cases, new to this edition, are meant to be solved in class either by teams of students,
or if the instructor prefers, by individuals. They help provide the student with an active
learning environment to apply key concepts included in each chapter.

Research and Discussion Cases

) «
N

These cases involve controversial situations that do not lend themselves to clear-cut an-
swers. Students are required to research appropriate professional literature and to then ap-
ply critical thinking skills to logically formulate and justify their personal positions on the
issues involved in each case. The cases acquaint students with the professional literature,
develop research and communication skills, and demonstrate that several diverse, yet de-
fensible, positions may be argued persuasively in a given situation.

Audit Case Exercises

These exercises all pertain to the text’s continuing integrated case, Keystone Computers
& Networks, Inc. While each exercise may “stand alone,” when used in combination, these
case exercises take the student from the original planning of an audit through testing of con-
trols, substantive testing, and accumulation and analysis of uncorrected misstatements.
Exercises are included in Chapters 6, 11, 14, and 16. A Computer Disk of Spreadsheet
Templates is available to be used in conjunction with selected audit case exercises. The ex-
ercises with templates are identified by a floppy disk logo in the margin.
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REFERENCES TO AUTHORITATIVE SOURCES

Numerous references are made to the pronouncements of the American Institute of
Certified Public Accountants (AICPA), the Institute of Internal Auditors (IIA), the
Financial Accounting Standards Board (FASB), the Governmental Accounting Standards
Board (GASB), and the Securities and Exchange Commission (SEC). Special attention is
given to the Code of Professional Conduct, Statements on Standards for Accounting and
Review Services, Statements on Standards for Attestation Engagements, Statements on
Auditing Standards, and guidelines developed for other types of assurance services. The co-
operation of the AICPA and the IIA in permitting the use of their published materials and
of questions from the CPA and CIA examinations brings to the text an element of author-
ity not otherwise available.

SUPPLEMENTS

A Study Guide, written by the text’s authors, enables students to review text material and
to test their understanding. The guide includes a summary of each chapter’s highlights and
an abundance of objective questions and exercises. Since the guide includes answers to the
questions and exercises, it provides immediate feedback to students.

Our Instructor’s Lecture Guide includes topical outlines of each chapter, the authors’
personal comments on each chapter, and numerous instructional aids, including trans-
parency masters. A Solutions Manual includes thorough and up-to-date solutions to the
text’s questions, problems, and exercises.

The Test Bank includes both original questions and problems and questions adapted
from various professional examinations. It has been expanded in this edition by the inclu-
sion of additional multiple choice and essay-type questions.

Diploma Testing Software from Brownstone Research Group is the computerized ver-
sion of the test bank. The advanced-feature exam generator allows instructors to add and
edit questions; save and reload multiple tests; insert instructions to students; and select
questions based on type, level of difficulty, or objective. Diploma also provides an On-Line
Testing Program, Internet Testing, and a versatile Grade Book. It is available on 3.5 disks.

PowerPoint presentations are available to assist in classroom presentations.

CONTRIBUTIONS BY OTHERS

The work of Donald A. Schwartz, J.D., CPA of National University, in developing the soft-
ware supplement for the audit case exercises is especially appreciated. We express our sin-
cere thanks to the many users of the preceding editions who have offered helpful sugges-
tions for this edition. We also thank the reviewers of this text for their helpful advice and
suggestions for this edition, including the following professors:

Michael A. Broihahn, Shifei Chung, Lynn H. Clements, Don E. Garner, Bill Humphrey,
Gregory L. Krippel, Frank Marino, Dennis Milosky, Violet C. Rogers, Cindy Seipel, Stuart
M. Stoller, Kimberly Temme, and George P. Wentworth.
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In addition, we are grateful for the outstanding support from Irwin/McGraw-Hill: Jeff
Shelstad, publisher; Stewart Mattson, sponsoring editor; Erin Cibula, editorial assistant;
Rhonda Seelinger, senior marketing manager; Melissa Larmon, marketing coordinator;
Laura Griffin, project manager; Lori Koetters, senior production supervisor; Kiera
Cunningham, designer; Carol Bielski, supplement coordinator.

O. Ray Whittington
Kurt Pany



1

Contents

The Role of the Public Accountant in the

American Economy 1

What Are Assurance Services? 2

The Attest Function 2

Financial Statement Audits 4
What Creates the Demand for Audits? 6
Major Auditing Developments of the 20th Century
Types of Audits 11
Types of Auditors 12

The Public Accounting Profession 13
American Institute of Certified Public Accountants
The CPA Examination 15
State Boards of Accountancy 16
Financial Accounting Standards Board 16
Governmental Accounting Standards Board
Federal Accounting Standards Advisory Board -
Securities and Exchange Commission 17
Independence Standards Board 18
Other Types of Professional Services 18
Organization of the Public Accounting Profession
Industry Specialization—The Wave of the Future
Responsibilities of the Professional Staff 20
Professional Development for CPA Firm Personnel

Seasonal Fluctuations in Public Accounting
Work 23

Relationships with Clients 23

8

13

16
16

19
20

22

Professional Standards 33

Generally Accepted Auditing Standards (GAAS) 34
Application of Auditing Standards 35
Training and Proficiency 35
Independence 35
Due Professional Care 36

Standards of Fieldwork—Accumulating and
Evaluating Evidence 36

Adequate Planning and Supervision 36
Sufficient Understanding of Internal Control 36
Sufficient Competent Evidential Matter 36
Standards of Reporting 37

Statements on Auditing Standards (SASs). 37

The Auditors’ Responsibility for Detecting
Misstatements 38

Errors and Fraud 39
Illegal Acts by Clients 39
The Auditors’ Report 40

The Introductory Paragraph of the Auditors’
Report 41

The Scope Paragraph of the Auditors’ Report 42
The Opinion Paragraph of the Auditors’ Report 42
Generally Accepted Accounting Principles
(GAAP) 44
Other Types of Auditors’ Reports 44

The Attestation Standards 46



CONTENTS

Quality Control in CPAFirms 47
Division for CPA Firms 48
The Public Oversight Board 49
Peer Reviews 50
International Accounting and Auditing Standards 50

Professional Ethics 62

The Nature of Ethics 63
What Are Ethical Dilemmas? 63
A Framework for Ethical Decisions 63

Making Ethical Decisions—A Professional
Example 64

The Need for Professional Ethics 67

Professional Ethics in Public Accounting 68
The AICPA Code of Professional Conduct 68
Section [—Principles 69

Preamble 69

Article —Responsibilities 70

Article [I—The Public Interest 70

Article [II—Integrity 70

Article IV—Objectivity and Independence 70

Article V—Due Care 70

Article VI—Scope and Nature of Services 70
Section [[—Rules 71

Applicability 71

Rule 101—Independence 71

Analysis of Independence 72

Rule 102—Integrity and Objectivity ~ 79

Analysis of Integrity and Objectivity 79

Rule 201—General Standards 79

Analysis of General Standards 80

Rule 202—Compliance with Standards 80

Analysis of Compliance with Standards 80

Rule 203—Accounting Principles 81

Analysis of Accounting Principles 81

Rule 301—Confidential Client Information ~ 81

Analysis of Confidential Client Information 82

Rule 302—Contingent Fees 83

Analysis of Contingent Fees 83

Rule 501—Acts Discreditable 84

Analysis of Acts Discreditable 84

Rule 502—Advertising and Other Forms of
Solicitation 84

Analysis of Advertising and Other Forms of
Solicitation 84

Rule 504—Commissions and Referral Fees 85
Analysis of Commissions and Referral Fees 85
Rule 505—Form of Organization and Name 85
Analysis of Form of Organization and Name 86
Alternative Practice Structures 86
The CPA as Tax Adviser—Ethical Problems 87
Enforcement of Professional Ethics 88

Ethics for Internal Auditors 88

Legal Liability of CPAs 102
Unique Vulnerability of Public Accountants to
Lawsuits 103
Definition of Terms 104
Litigation Placed in Perspective 105
CPAs’ Liability to Their Clients Under Common Law 106
Auditors’ Common Law Liability to Third Parties ~ 108
Ultramares Approach 108
Restatement of Torts Approach 109
Rosenblum Approach 110
Joint and Several Liability 111
Liability to Third Parties Under Statutory Law 111
Securities Act of 1933 111
Securities Exchange Act of 1934 113
Comparison of the 1933 and 1934 Acts 115

The Racketeer Influenced and Corrupt
Organization Act 116

Auditors’ Criminal Liability Under the Securities
Acts 117

The SEC’s Regulation of Accountants 118

CPAs’ Liability for Accounting and Review
Services 118

The CPAs’ Posture in the Age of Litigation 120

Audit Evidence and Documentation 135

The Relationship of Audit Risk to Evidence 136
Financial Statement Assertions 136



CONTENTS

Audit Risk at the Assertion Level 137
Audit Risk Illustrated 138
Measuring Audit Risk 138
Audit Evidence 139
Types of Evidence 139
Audit Procedures 147
The Nature of Audit Procedures 147
Timing of Audit Procedures 147
Extent of Audit Procedures 149
The Cost of Audit Procedures 149
Analytical Procedures 149
Developing an Expectation 150
Timing of Analytical Procedures 153
Extent of Analytical Procedures 154
Evidence on Accounting Estimates 154
Evidence on Related-Party Transactions 155
Documentation 156
Functions of Working Papers 157
Confidential Nature of Working Papers 158
Ownership of Audit Working Papers 159
Working Papers and Auditors’ Liability 159
Types of Working Papers 159
Organization of Working Papers 162
Guidelines for Preparation of Working Papers 164
Computer-Generated Working Papers 164
The Review of Audit Working Papers 166

Planning the Audit; Designing Audit
Programs 184
Obtaining Clients 185
Submitting a Proposal 186
Communication with Predecessor Auditors 188
Engagement Letters 189
Audit Planning 189

Obtaining an Understanding of the Client’s
Business 189

Developing an Overall Audit Strategy 193
Audit Plans 203

Time Budgets for Audit Engagements 204
Planning a Recurring Engagement 204

Designing Audit Programs 205
The Audit Trail 205
Organization of the Audit Program 206
Objectives of Audit Programs 209

General Objectives of Audit Programs for Asset
Accounts 210

Substantiation of Account Balances 211
Existence of Assets 211

Rights to the Assets 211

Establishing Completeness 212
Valuation of Assets 213

Clerical Accuracy of Records 213

Financial Statement Presentation and
Disclosure 213

An Illustration of Audit Program Design 213
Audit Process 215

Timing of Audit Work 217
Appendix 6A—Selected Internet Addresses 227

Appendix 6B—Ilustrative Audit Case: Keystone
Computers & Networks, Inc. 228

Part I: Audit Planning 228

Internal Control 239

The Meaning of Internal Control 240
The Foreign Corrupt Practices Act of 1977 242
Means of Achieving Internal Control 242
The Control Environment 242
Integrity and Ethical Values 243
Commitment to Competence 243
Board of Directors or Audit Committee 243
Management Philosophy and Operating Style 243
Organizational Structure 244
Assignment of Authority and Responsibility 246
Human Resource Policies and Procedures 246
Risk Assessment 247

The Accounting Information and Communication
System 247

Control Activities 248
Performance Reviews 248
Information Processing 249



xii CONTENTS

Physical Controls 249
Segregation of Duties 250
Monitoring 251
The Internal Audit Function 251
Limitations of Internal Control 252
The Auditors’ Consideration of Internal Control 252

Obtaining an Understanding of Internal Control to
Plan the Audit 253

Assess Control Risk 260

Decision Aids for Audit Program Modification 263
Consideration of the Work of Internal Auditors 266
Communication of Control-Related Matters 267
Internal Control in the Small Company 267

8 Consideration of Internal Control in a
Computer Environment 284

Nature of Computer Systems 286

Characteristics of Various Types of Computer
Systems 287

Impact of Computers on the Audit Trail 289
Internal Control in 2 Computer Environment 290

Organizational Structure of the Information System
Function 291

Computer-Centered Fraud 294

Internal Auditing in a Computer Environment 295
Control Activities in a Computer System 295
General Control Activities 296

Application Control Activities 299

User Control Activities 300

Control in Microcomputer Systems 301

The Auditors’ Consideration of Internal Control in a
Computer Environment 301

Obtaining an Understanding of Computerized
Internal Control 302

Documenting Computerized Internal Control 302

Assessing Control Risk—Testing Computer System
Controls 304

Substantive Testing with Computers 308
Using Audit Software: An Illustration 310

Computer Service Centers and Outsourced Computer
Processing 310

Audit Sampling 325
Comparison of Statistical and Nonstatistical
Sampling 326

Selecting a Random Sample 327

Other Methods of Sample Selection 330
Stratification 330

Types of Statistical Sampling Plans 331
Allowance for Sampling Risk (Precision) 332
Sample Size 332

Audit Sampling for Tests of Controls 333

Sampling Risk for Tests of Control 333

Attributes Sampling 334

Determine the Objective of the Test 335

Define the Attributes and “Deviation”
Conditions 335

Define the Population 336

Specify the Risk of Assessing Control Risk Too Low
and the Tolerable Deviation Rate 336

Estimate the Expected Population Deviation
Rate 336

Determine the Sample Size 337

Select the Sample 339

Test the Sample Items 339

Evaluate the Sample Results 339

Document the Sampling Procedure 341
Detailed Illustration of Attributes Sampling 341

Other Statistical Attributes Sampling
Approaches 343

Nonstatistical Attributes Sampling 345

Audit Sampling for Substantive Tests 345

Sampling Risk for Substantive Tests 346

Classical Variables Sampling 346

Mean-per-Unit Estimation 347
Controlling Sampling Risk 347
Determination of Sample Size 348
Evaluation of Sample Results 349



10

11

CONTENTS

Ilustration of Mean-per-Unit Estimation 350

Ratio and Difference Estimation 354

[llustration of Ratio and Difference Estimation 355
Nonstatistical Sampling for Substantive Tests 356

Illustration of Nonstatistical Sampling 357
Appendix 9A: Probability-Proportional-to-Size (PPS)
Sampling 370

Determination of Sample Size 370

Controlling Sampling Risk 371

Method of Sample Selection 372

Evaluation of Sample Results 372

Ilustration of PPS Sampling 373

Considerations in Using PPS Sampling 375
Appendix 9B: Audit Risk 376

Cash and Financial Investments 382
Cash 383
Sources and Nature of Cash 383
The Auditors’ Objectives in the Audit of Cash 383
How Much Audit Time for Cash? 385
Internal Control over Cash Transactions 385
Internal Control over Cash Receipts 386
Internal Control over Cash Disbursements 388
Audit Working Papers for Cash 392
Audit Program for Cash 394
Interim Audit Work on Cash 407
Financial Investments 407

The Auditors’ Objectives in Examination of Financial
Investments 408

Internal Control over Financial Investments 409
Internal Control Questionnaire 410

Audit Program for Financial Investments 410
Substantive Tests for Financial Investments 411

Accounts Receivable, Notes Receivable, and
Revenue 429
Receivables 430
Sources and Nature of Accounts Receivable 430
Sources and Nature of Notes Receivable 430

xiii

The Auditors’ Objectives in Auditing Receivables and
Revenue 430

Internal Control of Accounts Receivable and
Revenue 431

Control Environment 431

Risk Assessment 432

Monitoring 432

Revenue Cycle—Accounting System and Control
Activities 432

Internal Control over Notes Receivable 436

Audit Working Papers for Receivables and
Revenue 437

Audit Program for Receivables and Revenue 437

Interim Audit Work on Receivables and
Revenue 463

Appendix 11A Illustrative Audit Case: Keystone Computers
& Networks, Inc. 477

Part II: Consideration of Internal Control 477

Obtaining and Documenting an Understanding of the
Revenue and Cash Receipts Cycle 478

Testing Controls and Assessing Control Risk 478

Appendix 11B Illustrative Audit Case: Keystone Computers
& Networks, Inc. 492

Part I1I: Substantive Tests—Accounts Receivable and
Revenue 492

12 Inventories and Cost of Goods Sold 496

Sources and Nature of Inventories and Cost of Goods
Sold 497

The Auditors’ Approach to Auditing Inventories and
Cost of Goods Sold 497

Internal Control over Inventories and Cost of Goods
Sold 499

Control Environment 499

Risk Assessment 499

Monitoring 500

Purchases and Production Cycles—Accounting
System and Control Activities 500

Audit Working Papers for Inventories and Cost of
Goods Sold 505



