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PREFACE

I'he eighth edition of Auditing: An Integrated Approach contains numerous changes and
revisions, but the objectives and emphasis remain essentially the same.

The book is an introduction to auditing for students who have not had significant ex-
perience in auditing. It is intended for either a one-quarter or one-semester course at the
undergraduate or graduate level. This book is also appropriate for introductory profes-
sional development courses for CPA firms, internal auditors, and government auditors.

The primary empbhasis in this text is on the auditor’s decision-making process. We be-
lieve that the most fundamental concepts in auditing relate to determining the nature and
amount of evidence the auditor should accumulate after considering the unique circum-
stances of each engagement. If a student of auditing understands the objectives to be ac-
complished in a given audit area, the circumstances of the engagement, and the decisions
to be made, he or she should be able to determine the appropriate evidence to gather and
how to evaluate the evidence obtained.

Thus, as the title of this book reflects, our purpose is to integrate the most important
concepts of auditing as well as certain practical aspects in a logical manner to assist stu-
dents in understanding audit decision making and evidence accumulation. For example,
internal control is integrated into each of the chapters dealing with a particular functional
area and is related to tests of controls and substantive tests of transactions; tests of con-
trols and substantive tests of transactions are, in turn, related to the tests of details of fi-
nancial statement balances for the area; and audit sampling is applied to the accumula-
tion of audit evidence rather than treated as a separate topic.

The two most important changes in this edition are (1) bringing in two contributing
authors and (2) adding a faculty member to manage the Internet site (www.
prenhall.com/arens). The two contributing authors are Randy Elder (Syracuse University)
and Mark Beasley (North Carolina State University), who have joined the team to
enhance current coverage in all aspects of this book, but especially technology. Both will
become coauthors in the ninth edition. Steve Glover (Brigham Young University) has

MOST IMPORTANT CHANGES IN THE EIGHTH EDITION

OBIJECTIVE

New
Contributing
Authors

and Internet
Information

XIX



Updates to Include
Information Technology

Chapter 1
on Assurance Services

Internet Updates
to Assist Faculty

Editing and Updating

added numerous in-text Internet references to current events, companies, and professional
standards. In addition, he has provided Internet-based case/homework assignments.

Every chapter contains extensive changes to reflect the role that information technology
(IT) plays in all accounting systems, whether those systems are relatively small or complex.
The chapter on auditing in an IT environment has been completely rewritten to address
how current technologies impact the auditing process at most companies.

This new chapter explores various types of assurance services, including CPA WebTrust,
and ElderCare services. This provides an introduction to the demand for all types of as-
surance services, including audit services. A later chapter highlights CPA WebTrust in even
greater detail.

Three times a year, adopters of the Eighth Edition will receive summaries of the most re-
cent changes to professional standards and summaries of major issues affecting the audit-
ing profession. This will help instructors easily stay abreast of emerging issues.

All chapters have been revised for clarity and technical updates with special emphasis on
technology.

ORGANIZATION

XX PREFACE

The text is divided into six parts.

Part |, The Auditing Profession (Chapters 1-5) This book begins with a study of
the demand for audit and assurance services. Much of Chapter 1 is completely new ma-
terial that emphasizes new assurance services being offered by CPA firms such as CPA
WebTrust and ElderCare Plus. Chapter 2 covers the CPA profession including organiza-
tion of CPA firms, the AICPA, and the SEC. In Chapter 3, there is a detailed discussion
of audit reports. It emphasizes the conditions affecting the type of report the auditor
must issue and the type of audit report applicable to each condition under varying lev-
els of materiality. Chapter 4 explains ethical dilemmas, professional ethics, and the
AICPA Code of Professional Conduct. Chapter 5 ends this part with an investigation of au-
ditors’ legal liability.

Part Il, The Audit Process (Chapters 6-12)  The first two of these chapters deal with
auditors’ and managements’ responsibilities, audit objectives, and general concepts of evi-
dence accumulation. In addition, Chapter 7 emphasizes analytical procedures as an audit
tool. Chapter 8 deals with planning the engagement and the preparation of audit working
papers. Chapter 9 introduces materiality and risk and shows their effect on the audit. The
study of internal control and assessment of control risk are discussed in Chapter 10, which
emphasizes a proper methodology for obtaining an understanding of the five components
of internal control. Chapter 11, The Impact of Information Technology on the Audit
Process, is completely new and addresses the most important effects of information tech-
nology on internal controls in businesses, risks the auditor must consider, and audit evi-
dence changes. This chapter also addresses such issues as microcomputer uses by auditors,
auditing network environments, database management systems, and outsourced computer
service centers. Chapter 12 summarizes Chapters 6 through 11 and integrates them with
the remainder of the text.

Part lil, Application of the Audit Process to the Sales and Collection Cycle (Chap-
ters 13-16) These chapters apply the concepts from Part II to the audit of sales, cash
receipts, and the related income statement and balance sheet accounts. The appropriate au-
dit procedures for accounts in the sales and collection cycle are related to internal control
and audit objectives for tests of controls, substantive tests of transactions, and tests of



details of balances. Students learn to apply audit sampling to the audit of sales, cash re-
ceipts, and accounts receivable.

In response to an increased emphasis on nonstatistical sampling by practitioners,
Chapters 14 and 16 now emphasize nonstatistical sampling rather than statistical methods.
Chapter 14 begins with a general discussion of audit sampling for tests of controls and sub-
stantive tests of transactions. Similarly, Chapter 16 begins with general sampling concepts
for tests of details of balances. The next topic in each chapter is extensive coverage of non-
statistical sampling. The last part of each chapter covers statistical sampling techniques.

Part IV, Application of the Audit Process to Other Cycles (Chapters 17-22) Each
of these chapters deals with a specific transaction cycle or part of a transaction cycle in much
the same manner as Chapters 13 through 16 cover the sales and collection cycle. Each chap-
ter in Part IV is meant to demonstrate the relationship of internal control, tests of controls,
and substantive tests of transactions for each broad category of transactions to the related
balance sheet and income statement accounts. Cash in the bank is studied late in the text to
demonstrate how the audit of cash balances is related to most other audit areas.

Part V, Completing the Audit (Chapter 23) This part includes only one chapter,
which deals with summarizing all audit tests, reviewing working papers, and all other as-
pects of completing an audit.

Part VI, Other Assurance and Nonassurance Services (Chapters 24 and 25)
The last two chapters deal with various types of engagements and reports, other than the
audit of financial statements using generally accepted accounting principles. Topics cov-
ered include review and compilation services, other audit engagements, attestation en-
gagements, agreed-upon procedures engagements, internal financial auditing, governmen-
tal financial auditing, and operational auditing.

The Prentice Hall Accounting and Taxation Hotline 1-800-227-1816  Prentice
Hall’s unique Accounting and Taxation Hotline is your direct link to satisfying all your
adoption needs! By calling our toll-free telephone number, you can receive information on
Prentice Hall's Accounting and Tax texts and supplements. The Hotline will also process
your orders and keep you up-to-date on the upcoming Prentice Hall Accounting Seminars
for Educators (PHASE) in your area.

Instructor’s Resource Manual This integrated source assists the instructor in teach-
ing the course. The features include instructions for assignments, as well as helpful sugges-
tions provided by the text authors on how to effectively teach each chapter. To enhance and
simplify course planning, chapter Learning Objectives are integrated throughout the prob-
lem material. This helpful manual also includes enlarged Transparency Masters on key text
tables and figures as well as additional exhibits to enhance learning.

Solutions Manual  This comprehensive resource provides detailed solutions to all the
end-of-chapter review questions, multiple choice questions, and cases.

Test Item File—prepared by David Kerr of Texas A&M University  The Test Item
File contains more than 2,500 test items, including true/false, multiple-choice, exercises/
problems, critical thinking/essay, questions adapted from CPA examinations, and ques-
tions on the chapter opening vignettes. Each test itemn in this effective testing tool includes
a difficulty level and has been content-reviewed for clarity and checked for accuracy.

Prentice Hall Custom Test—by Engineering Software Associates (ESA), Inc.
Available on Windows platform and Macintosh on request, this easy-to-use computerized

SUPPLEMENTS

Service to the Instructor

Supplements Available

for Faculty
and/or Students’ Use
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Supplements
for the Student
ACKNOWLEDGMENTS
axXn PREFACE

testing program is available on 3.5” diskettes. This user-friendly program allows you to cre-
ate an exam, as well as evaluate and track student results. The PH Custom Test also pro-
vides on-line testing capabilities. Test material is adapted from the Test Item File.

A Database of PowerPoint Slides A variety of PowerPoint slides are available for
each chapter of the text. This computerized supplement provides the instructor with an in-
teractive presentation that outlines the chapter material and reinforces text concepts using
colorful graphics and charts. Instructors have the flexibility to customize the existing slides
to meet their courses’ needs.

Auditing Cases—by Frank A. Buckless, Mark S. Beasley, Steven M. Glover, and
Douglas F. Prawitt  This collection of 28 auditing cases addresses most major activi-
ties performed during the conduct of an audit, from client acceptance to issuance of an au-
dit report. Many of the cases are based on actual companies, some of which were engaged
in financial reporting fraud. Several cases involve students working with realistic audit ev-
idence and preparing and evaluating audit working papers. Some cases expose students to
assurance and other value-added services.

The Auditor: An Instructional Novella—by James K. Loebbecke  The purpose of
this 120-page paperback is to teach students about various aspects of a typical career in
public accounting that students will most likely encounter during their own careers. The
novella forms a single, on-going, fictional case study of 14 situations that trace the profes-
sional life of Jack Butler, CPA.

Career Paths in Accounting—CD-ROM  Winner of the New Media INVISION Gold
Award in Education, this CD-ROM provides students with a dynamic, interactive job-
searching tool. Included are workshops in career planning, resume writing, and interview-
ing skills. Students can learn the latest market trends and facts as well as the skills required
to get the right job. In addition, the CD-ROM provides the student with salary informa-
tion, video clips describing specific jobs, and profiles of practitioners in the field.

The Audit: Its Environment and Application—by Gregory C. Yost  This hands-on
text is designed to simulate elements of the actual audit process, the accounting profession,
the public accounting firm, and the client. Used as a stand alone or as a supplement to a
traditional text, this text requires students to identify and resolve issues associated with the
auditing practice. An Instructor’s Guide is also available.

The Lakeside Company: Case Studies Auditing, Eighth Edition, prepared by John
Trussel, Pennsylvania State University at Harrisburg, and Joe Ben Hoyle, University
of Richmond  An efficient and effective Practice Set that guides the student tarough the
life cycle of an audit from beginning to end. The cases are designed to create a realistic view
of how an auditor organizes and carries out an audit. An Instructor’s Solutions Manual is also
available.

e acknowledge the American Institute of Certified Public Accountants for permission
to quote extensively from statements on auditing standards, the Code of Professional
Conduct, Accounting Principles Board Opinions, Uniform CPA Examinations. and other
publications. The willingness of this major accounting organization to permit the use of its
materials is a significant contribution to the book.
The continuing generous support of the PricewaterhouseCoopers Foundation is ac-
knowledged, particularly in regard to the word processing, editing, and moral support of
this text.



We gratefully acknowledge the contributions of the following reviewers for their sug-
gestions and support: Sherri Anderson, Sonoma State University; Stephen K. Asare, Uni-
versity of Florida; Brian Ballou, Auburn University; William E. Bealing, Jr., James Madison
University; Stanley F. Biggs, University of Connecticut; Joseph V. Calmie, Thomas Nelson
Community College; Eric Carlsen, Kean College of New Jersey; Freddie Choo, San Fran-
cisco State University; Frank Daroca, Loyola Marymount University; Barb Esteves, Univer-
sity of Michigan at Flint; William L. Felix, University of Arizona; David S. Gelb, Seton Hall,
University; Charles L. Holley, Virginia Commonwealth University; Gary L. Holstrum, Uni-
versity of South Florida; C. Randy Howard, Montana State University at Billings; Rita P.
Hull, Virginia Commonwealth University; James Jiambalvo, University of Washington;
David S. Kerr, Texas A & M University; Dennis Lee Kimmell, University of Akron; William
R. Kinney, Jr., University of Texas at Austin; W. Robert Knechel, University of Florida; Heidi
H. Meier, Cleveland State University; Alfred R. Michenzi, Loyola College in Maryland;
Charles R. (Tad) Miller, California Polytechnic State University; Lawrence C. Mohrweis,
Northern Arizona University; Frederick L. Neumann, University of Illinois; Kristine N.
Palmer, Longwood College; Vicki S. Peden, Cal Poly—Pomona; Philip H. Siegel, Long
Island University—CW Post; Robert R. Tucker, University of Illinois; D. Dewey Ward,
Michigan State University; Robert J. Warth, Rochester Institute of Technology; and Jeanne
H. Yamamura, University of Nevada, Reno.

A special recognition goes to Carol Borsum for her editorial, production, and moral
support throughout the last three editions. Her concern for quality is beyond the ordinary.
Thanks also to Mary Jo Mercer for excellence in word processing and final review and to
Steve Borsum for his final review of several chapters.

We especially thank Annie Todd, Executive Editor, of Prentice Hall who is both a ded-
icated book publisher and a good friend. We also thank the other members of the Prentice
Hall book team for their hard work and dedication, including Kathryn Sheehan, Assistant
Editor; Fran Toepfer, Editorial Assistant; Beth Toland, Executive Marketing Manager;
Sondra Greenfield, Associate Managing Editor; P. J. Boardman, Editor-in-Chief; Pat
Smythe, Design Manager; and Paul Smolenski, Senior Manufacturing Supervisor.
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THE AUDITING
PART | PROFESSION

(Chapters 1-5)

These first five chapters provide background for performing financial audits, which is our
primary focus. This background will help you understand why auditors perform audits the
way they do.

This book begins with a description of assurance services, including auditing, and the role of
certified public accounting (CPA) firms and other organizations in doing audits. The chapters
in Part | emphasize the regulation and control of CPA firms through auditing and ethical
standards as well as the legal responsibilities of auditors. We also present a detailed
discussion of audit reports, which are the final praducts of audits.
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Summary of the Audit Process

PHASE |
Plan and design an
audit approach

[ Preplan

|

I Obtain background information

|

Obtain information about
client's legal obligations
1

Perform preliminary
analytical procedures

Set materiality, and assess
acceptable audit risk and
inherent risk

1

Understand internal control
and assess control risk

Develop overall audit plan
and audit program

I

PHASE I}
Perform tests of
controls and
substantive tests
of transactions

Plan to
reduce
assessed level
of control
risk?

Yes

Perform tests of controls

I

Perform substantive tests
of transactions

I

Assess likelihood of misstatements
in financial statements

PHASE Il
Perform analytical
procedures and
tests of details

Low Medium
Perform analytical procedures

|
/l%

unknown

of balances Perform tests of key items

Perform additional tests

of details of balances

PHASE IV Review f . liabilit
Complete the eview for contingent liabilities
audit and .
issue an
audit report !

Accumulate final evidence

Evaluate results

[
{ Review for subsequent events
l
|
|

Issue audit report

|
|
|
|
]

1

Communicate with audit
committee and management
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