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PREFACE’

INTEGRATED APPROACH FOR RISK ASSESSMENT AND
AUDIT DECISION-MAKING ’

Auditing and Assurance Services: An Integrated Approach is an introduction to auditing
and other assurance services. 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 professional development courses for CPA firms, internal auditors, and
government auditors.

The primary emphasis in this text is on the auditor’s decision-making process in
both an audit of financial statements and an audit of internal control over financial
reporting. We believe that the most fundamental concepts in auditing concern deter-
mining the nature and amount of evidence the auditor should gather after considering
the unique circumstances of each engagement. If students of auditing understand the
objectives to be accomplished in a given audit area, the risks related to the engagement,
and the decisions to be made, they should be able to determine the appropriate evi-
dence to gather and how to evaluate the evidence obtained.

As the title of this book reflects, our purpose is to integrate the most important
concepts of auditing in a logical manner to assist students to understand audit decision
making and evidence accumulation in today’s complex auditing environment. For
example, the risk assessment standards issued by the Auditing Standards Board (SASs
103-111) are integrated into all of the planning chapters, as well as each chapter dealing
with a particular transaction cycle and related accounts. Internal control is related to
tests of controls and substantive tests of transactions that are performed in both an
audit of financial statements and an audit of internal control over financial reporting.
Tests of controls and substantive tests of transactions are, in turn, related to the tests of
details of financial statement balances for the area. Audit sampling is applied to the
evaluation of audit evidence rather than treated as a separate topic. Risk assessment,
technology, fraud, and auditing of internal control issues are integrated throughout the
chapters.

KEY FEATURES IN THE TWELFTH EDITION

New auditing standards are released without regard to textbook revision cycles. As
auditing instructors, we appreciate how critical it is to have the most current content
available. This edition includes coverage of the new risk assessment standards and the
new standards related to communications to those charged with governance (SAS Nos.
112 and 114). A supplement on the risk assessment standards, which are now incorpo-
rated in this edition, was provided for adopters after their release for use with the 11th
edition of the text. As we have since the adoption of the Sarbanes—Oxley Act, we are
committed to continually providing you with up-to-date content in this dynamic
auditing environment. We will keep you updated with highlights posted on our Web
site of major changes in new standards as they are issued.

Current Coverage
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Coverage of Risk
Assessment Standards

ACL Problems

Coverage of the
Sarbanes-Oxley Act and
Section 404 Reporting

Hiflsburg Hardware
Annual Report

Pinnacle Manufacturing
Integrated Case

Additional Features

The requirements of the risk assessment standards issued by the Auditing Standards
Board are integrated throughout the text. Chapter 2 includes changes to generally
accepted auditing standards, including the requirement in the second standard of
fieldwork that the auditor gain an understanding of the entity and its environment,
including internal control. We have always emphasized understanding the client’s
business and industry in planning, and incorporate the risk assessment procedures
required by the risk assessment standards in our coverage of planning in Chapter 8
and throughout the text.

The risk assessment standards include three categories of assertions related to
transactions and events, account balances, and presentation and disclosures. These are
described in Chapter 6, related to the phases of the audit in Chapter 13, and applied to
transaction cycles and tests of account balances throughout the text. Additional tests
the auditor performs to address presentation and disclosure objectives are discussed in
Chapter 24 on completing the audit.

CPA firms are increasingly using audit software to perform audit testing including tests
for fraud. We have included selected problems using ACL in several chapters in the text.
These problems are related to the topic of the chapter so that students can see how
audit software is used to perform specific types of audit tests. Additional guidance for
students on the use of ACL is included both on the text Web site and as an appendix to
the text. The educational version of ACL software is included with every new copy of
this edition.

The requirements of the Sarbanes—Oxley Act, including Section 404 and PCAOB
Auditing Standard 2, are integrated throughout the text. We provide extensive coverage
of internal controls to help provide students with the understanding of controls neces-
sary to perform a 404 audit, as well as meet the requirements of the risk assessment
standards.

The annual report for the Hillsburg Hardware Company is included as a four-color
insert to the text. Financial statements and other information included in the annual
report are used in examples throughout the text to illustrate chapter concepts. The
annual report also includes management’s report on internal control required by
Section 404.

The Pinnacle Manufacturing integrated case is based on a large, multi-division com-
pany. The case consists of six parts included at the end of the chapter to which that part
relates. Each part of the case is designed to give students hands-on experience, and the
parts of the case are connected so that students will gain a better understanding of how
the parts of the audit are integrated by the audit process.

Increased use of bullets and numbering and a larger font size enhance the readability of
the text and help students retain key concepts. All chapters include an Internet-based
case/homework assignment that requires students to use the Internet to research rele-
vant auditing issues. New or revised problems are included in most chapters.

ORGANIZATION

viii PREFACE

The text is divided into six parts. The chapters are relatively brief and designed to be
easily read and comprehended by students.

Part 1, The Auditing Profession (Chapters 1-5) The book begins with an opening
vignette, featuring the WorldCom fraud, to help students begin to see the connection
between recent frauds and the new responsibilities for auditing internal control and
other requirements of the Sarbanes-Oxley Act. Chapter 1 introduces key provisions of



the Act, including the creation of the PCAOB and Section 404 internal control report-
ing requirements. Chapter 2 covers the CPA profession, with particular emphasis on
the standards setting responsibilities of the PCAOB and how those responsibilities
differ from those of the Auditing Standards Board (ASB) of the AICPA. Chapter 3
provides a detailed discussion of audit reports, including a separate section on the
combined report for the integrated audit of financial statements and internal control
for a public company. The chapter also emphasizes conditions affecting the type of
report the auditor must issue and the type of audit report applicable to each condition
under varying levels of materiality. Chapter 4 explains ethical dilemmas, professional
ethics, independence, and the AICPA Code of Professional Conduct. Chapter 5 ends this
part with an investigation of auditors’ legal liability.

Part 2, The Audit Process (Chapters 6-13) The first two of these chapters deal with
auditor and management responsibilities, audit objectives, general concepts of evi-
dence accumulation, and audit documentation, including the management assertions
and evidence concepts in the risk assessment standards. Chapter 8 deals with planning
the engagement, including understanding the company’s business and its industry as
part of risk assessment procedures, and using analytical procedures as an audit tool.
Chapter 9 introduces materiality and risk and how the auditor responds to risks of sig-
nificant misstatement with further audit procedures. Chapter 10 shows how effective
internal controls can reduce planned audit evidence in the audit of financial state-
ments. Most of the chapter describes how public company auditors integrate evidence
to provide a basis for their report on the effectiveness of internal control over financial
reporting with the assessment of control risk in the financial statement audit. Fraud
auditing is the focus of Chapter 11 and describes the auditor’s responsibility for assess-
ing fraud risk and detecting fraud. The chapter also includes specific examples of fraud
and discusses warning signs and procedures to detect fraud. Chapter 12 addresses the
most important effects of information technology on internal controls in businesses,
risks the auditor must consider, and audit evidence changes. Chapter 13 summarizes
Chapters 6 through 12 and integrates them with the remainder of the text.

Part 3, Application of the Audit Process to the Sales and Collection Cycle (Chapters
14-17) These chapters apply the concepts from Part 2 to the audit of sales, cash
receipts, and the related income statement and balance sheet accounts. The appropriate
audit 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 in the context of both the audit of financial statements and
audit of internal control over financial reporting.

Students also learn to apply audit sampling to the audit of sales, cash receipts, and
accounts receivable. Chapter 15 begins with a general discussion of audit sampling for
tests of controls and substantive tests of transactions. Similarly, Chapter 17 begins with
general sampling concepts for tests of details of balances. The next topic in each chap-
ter is extensive coverage of nonstatistical sampling. The last part of each chapter covers
statistical sampling techniques.

Part 4, Application of the Audit Process to Other Cycles (Chapters 18-23) Each of
these chapters deals with a specific transaction cycle or part of a transaction cycle in
much the same manner as Chapters 14 through 17 cover the sales and collection cycle.
Each chapter in Part IV demonstrates the relationship of internal controls, tests of con-
trols, and substantive tests of transactions for each broad category of transactions to
the related balance sheet and income statement accounts. We integrate discussion of
implications related to the audit of internal control throughout all these transaction
cycle chapters. 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.

PREFACE
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Part 5, Completing the Audit (Chapter 24) This part includes only one chapter, which
deals with performing additional tests to address presentation and disclosure objec-
tives, summarizing all audit tests, reviewing audit documentation, obtaining manage-
ment representations in an integrated audit of financial statements and internal con-
trol, communicating with those charged with governance, and all other aspects of
completing an audit.

Part 6, Other Assurance and Nonassurance Services (Chapters 25 and 26) 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 covered
include assurance services, review and compilation services, agreed-upon procedures
engagements, attestation engagements, other audit engagements, internal financial
auditing, governmental financial auditing, and operational auditing.
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