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THE FIFTH EDITION is the most
substantive revision of the text since its
inception and mirrors the changes that
have taken place in the business and
auditing profession since 2002. We are
confident that students and instructors
using this book will be as up to date and
as prepared as possible for the new post-

Enron auditing and business environment.




In the first edition of this text, we adopted the theme “Concepts for a Changing
Environment.” Qur objective was to be ahead of the curve in preparing students in
technology, risk, and changing audit approaches. The environment has continued to
change, and we continue our dedication to keep auditing students ahead of new and
more challenging curves. The fifth edition incorporates all of the major changes that have
taken place in the past few years, including the Sarbanes-Oxley Act of 2002, the Public
Company Accounting Oversight Board (PCAOB) standard on reporting on internal
control, and the broad discussion of the auditor’s role in corporate governance. Moreover,
we have gone a step further by adding a new chapter on fraud and forensic accounting.
We continue to integrate computerized audit techniques and controls into our audit
illustrations.

We were proud to be the first textbook to adopt the business risk approach and to
integrate computerized audit techniques into all major audit illustrations. The text clearly
points out that audit risk is not to be used as an excuse to avoid auditing; rather, it is a
technique to improve the effectlveness of audits. We go a step further by integrating the
new COSO model of Faierprise Kisk Management into the text in Chapter 4 and illus-
trate it as a major part of an organization's overall control system.

The changing environment allows companies to both succeed and fail at an alarming
rate. Thus, the techniques for business risk analysis must be built into every audit.
Emphasis has increased on business risk, corporate governance, the quality of financial
reporting, and emerging forms of assurance services. More is being demanded of each
audit. Auditors are expected to detect material fraud. Companies are expected to present
financial reports on the Internet and to have the auditor attest to them on a real-time
basis. These trends present challenges to the auditing profession and continue as a major
theme in the fifth edition.

The following are some of the major changes in this the most substantive revision in the
book's history:

1. Complete Coverage of the Sarbanes-Oxley Act of 2002. Introduced in Chapter 1,
the concepts of Sarbanes are integrated throughout the text. We provide detail not
only on the specific components, such as the Section 404 evaluation of
controls; we also cover U.S. General Accounting Office (GAO) studies on changes
in the audit profession.

2. Extended Coverage of Internal Control Evaluation and Reporting. We have
provided extended discussion of internal control. Chapter 5 has been updated to
include PCAOB Standard No. 2 on the evaluation and reporting of internal
control. The COSO concepts of internal control have been integrated with the
COSO concepts of Enterprise Risk Management.

3. Increased Coverage of Corporate Governance. Chapter 2 on corporate governance
goes beyond Sarbanes-Oxley to discuss the factors that led to the initiation of the
Sarbanes legislation. We lay out the principles of good corporate governance and
the important roles played by the audit committee, the external auditor, and the
internal auditor.

4. NIV Chapter on Fraud. The public simply expects more of the auditing profes-
sion in detecting and reporting on fraud.We have developed a new Chapter 8 that
provides coverage of the types of fraud that have taken place through defalcations



and fraudulent financial reporting. We provide more detailed coverage of fraud
risk indicators, fraud investigation techniques, and analytical procedures that might
indicate the existence of fraud. We have also developed ACL problems with
subtle frauds built into the data that will encourage students to use their analytical
and reasoning skills. Additionally, Focus on Fraud boxes throughout the text give
additional coverage of this important topic.

Enhanced Discussion of Business Risk and Enterprise Risk. We go beyond the
audit risk model to discuss the development of Enterprise Wide Risk processes for
organizations and the integration of risk into the overall control process. We also
discuss the risks that should have been apparent in major frauds such as
WorldCom, Enron, and HealthSouth, but were apparently ignored by the
auditors. Finally, we increase the discussion of sources of entry into the general
ledger and talk about the need to review all journal entries that come from other
than underlying transaction processing.

Encouragement of Nonpredictable Audits Using Statistical Sampling. The PCAOB
and others have talked about the need for audits to be less ‘predictable. One way
to make audits less predictable is to encourage random selection of items to examine.
We provide enhanced coverage of statistical sampling in one combined Chapter 9
and emphasize throughout the text the importance of using statistical sampling to
both increase the representativeness of the samples taken and the unpredictability
of items examined.

VEVV and ENHANCEL Integration of Generalized Audit Software Now Using
ACL. Auditors of companies of every size must know how to use generalized
audit software to gather and analyze data. We have enhanced the problems from
the previous edition to allow the instructor to “seed” or choose the populations
that students will examine. To the students, the populations may all look the same,
but they will vary based on the types of misstatements that are built into them.

We understand that students do not learn best when simply
reading and rehashing the textbook. Thus, we have enhanced
our real-world exercises, including significant business risk
exercises using the Internet, and real-world computerized
exercises. With each new copy of the text, we have included
ACL" Desktop Edition (Full Educational Version), the most widely used
audit software packages in the world, to provide students with “hands-on” learn-
ing experiences and a competitive advantage when they graduate. Most of the Big
4 audit firms, most internal audit departments, and many other audit firms use
ACL.We continue to believe that an effective auditing curriculum must encour-
age students to develop a questioning attitude. But that questioning must be fol-
lowed up with an ability to gather and analyze data. The end-of-chapter problems
and end-of-book cases built around ACL encourage students to become proficient
with the software and in analyzing data in environments that range from good con-
trols to deficiencies that encourage fraud.

Data you can trust. Results you can see.

Practice Case. Many of our users have requested a practice case that can be
used to (a) get students into the detail of systems; and (b) illustrate the elements
of an audit throughout the text. We have adapted Biltrite Bicycle, Inc.:
A Continuous Practice Case and have integrated it throughout the text to provide
students with the opportunity to perform audit work. These
practice exercises mirror all of the major phases of the audit, from
planning to evaluating internal control, performing detailed tests
of account balances, and preparing the audit report. The case has
been thoroughly field-tested and demonstrates realistic audit
problems for the students.




It is well accepted that a business analysis approach will improve the effectiveness of most
audits. This is because most audit failures could have been identified had the
auditors thoroughly analyzed the nature of the business, how it generates cash, and how
competition and regulation affect the business. However, the major problem with most audit
approaches discussed in other texts is that they do not link the business risk analysis to the specific
audit procedures that need to be performed. We explicitly discuss such a linkage and illustrate
it through the audit risk model. The problems at the end of the chapter encourage a
further understanding of the risk and audit test linkage. There is also more etnphasis on
risk and monitoring controls throughout the text. We have new text boxes describing
major frauds and how the business risk approach would have identified the frauds.

INTEGRATION OF BACK-TO-BASICS AUDITING PRACTICES

The risk approach helps identify high-risk financial reporting areas. We go beyond iden-
tification to reinforce that auditors need to perform basic audit procedures. They need to
look at documents; they need to know that the documents they examine are authentic;
they need to ensure that procedures are random by using statistical sampling; and they
need to have sufficient sample sizes—again determined by using statistical sampling.

INTEGRATION OF CORPORATE GOVERNANCE CONCERNS

Auditing is an integral part of corporate governance. The pressures that existed to change
the profession will likely subside in a few years.We must understand why Sarbanes-Oxley
was passed into law. Students must understand why auditing must be built around the
pillars of professionalism, trust, objectivity, and integrity. We review governance initiatives
and bring the points back to the critical importance of auditing to our economy.

INTEGRATION OF GENERALIZED AUDIT SOFTWARE SKILLS USING ACL

Virtually every graduate will work with audit software. ACL is a very powerful software
package that can handle all but the very largest and most complex data systems. By using
ACL to manipulate and analyze data, students will gain familiarity with software that will
be utilized on audits. ACL APPLICATION boxes have been integrated throughout the text
and include situations in which the auditor should find fraud.

INTEGRATION OF STATISTICAL SAMPLING CONCEPTS

Attribute sampling has taken on added importance with the required reporting on
internal control. As we did with computer auditing, we have streamlined and focused the
sampling chapter on three major concepts: (a) fundamental statistical sampling principles;
(b) attribute sampling; and (c) PPS sampling. We also cover non-statistical sampling
because of its widespread use in practice and point out the reasons for its use along with
its potential disadvantages. '

INTEGRATION OF INTERNAL AUDITING SKILLS AND FUNCTIONS-

Internal auditing is defined as an objective assurance and consulting activity designed to
add value to the organization by examining the effectiveness of the organization's risk
management, control, and governance functions. Internal auditing has become a valuable
part of many organizations and may function under titles other than internal auditing.
Internal auditing is important to the student—much more so than traditional textbooks
convey, with their discussions centered on how the external auditor may rely on the work




of the internal auditor. The internal audit function is being called upon to provide
assurances to trading partners and service-users. Beyond that, many of the large public
accounting firms have targeted internal auditing as a growth area and it has already
become a significant line of business in most firms.

This edition is organized around three important themes: (a) auditing is an integral
part of corporate governance and the profession needs to win back the respect of the
investing public; (b) the business risk approach is fundamental to efficient and effective
auditing; and (c) students need to learn to apply judgment, not repeat definitions.

Chapters 1-3: Audit, Assurance, Governance, and Ethics. The first three chapters
discuss the importance of audit and assurance services in the context of corporate
governance and the economic market place. Chapter 3 introduces ethical principles
derived from the SEC instead of just focusing on the rules developed by the AICPA.

Chapters 4-6: Risk, Control, and Information Technology. Chapters 4-6 introduce
risk concepts and link them to internal control. The auditor’s understanding of
risk facilitates the evaluation of internal controls. Finally, auditors cannot
thoroughly understand internal controls if they ignore information technology.
Thus Chapter 6 is devoted to information technology.

Chapters 7-9: Fundamental Audit Concepts. Chapters 7-9 develop the concepts of
audit evidence, fraud detection, and audit sampling. The audit evidence chapter
(chapter 7) draws on the final exposure draft of the Auditing Standards Board in
developing an assertion approach for testing transactions and account balances.
Increased attention is paid to determining the reliability, rather than sufficiency, of
evidence. A new Chapter 8 develops an understanding of factors that make fraud
more likely to occur. Chapter 8 goes beyond a listing of the ‘red flags’ literature to
present the fraud risk model. Numerous illustrations from corporate frauds are
used to illustrate needed audit approaches. Chapter 9 follows the development of
these frameworks with a framework for answering the sufficiency of evidence
question.

Chapters 10-15: Auditing Account Balances. Chapters 10-15 focus on the
application of the concepts developed earlier to the tests of material account
balances. Traditional audit areas such as accounts receivable and inventory are
covered. However, we expand the coverage to include the EDI and e-commerce
environments as well as vendor-managed inventory (VMI) that is emerging in
some companies. Students are asked to develop audit- programs that identify
needed controls in these environments. The coverage is expanded to cover
high-risk areas that apparently have been overlooked on some audit engagements.
These include the need to review material journal entries. We also expand the
coverage of subjective estimates including an in-depth discussion of auditing
goodwill and fixed asset impairments.

Chapter 16: Communicating the Results. Chapter 16 discusses audit and assurance
reports and provides a broad overview of fundamental precepts that underscore all
reporting. Examples are given of various types of audit reports.

Chapter 17: The Liability Environment. Legal liability remains important.
However, taking on added importance are the regulatory environment and the
need to operate in an environment in which the principles may not uniformly
apply for each jurisdiction in which the auditor performs services.

Chapter 18: Internal Auditing and Outsourcing. Internal auditing is a dynamic and
growing profession. The Institute of Internal Auditors has over 95,000 members



in countries across the globe. Internal auditing is a growing field for the public
accounting profession. We discuss the new nature of internal auditing and focus
on providing value-added services to clients.

Biltrite Bicycle Case Appendix. This practice case, referenced where needed in
the end-of-chapter material of related chapters, is in an appendix of the book.
Excel worksheets needed to work the case appear on the Student Resources page
of the product support Web site (hitp/ritierberg.swiearning.com

ACL Cases Appendix. The ACL Appendix at the end of the text contains an
overview of the ACL basic functions followed by a brief tutorial to help students
learn how to use the basic features of ACL. These are followed by three ACL cases:

1. Pell Grants, a fraud investigation case related to this student grant program.

2. NSG Accounts Receivable, which includes an audit program of procedures
for which the students can use ACL and analyze the results.

3. NSG Inventory, which requires students to develop an audit program and
then perform those procedures and analyze the results.

Shorter ACL cases in Chapters 9-11 can be used as student assignments and/or
classroom demonstration. Data files for these cases appear on the Student Resources page
of the product support Web site (http:/rittenberg. swiearning.com).

The fifth edition is designed to fit virtually all one-semester courses in auditing or assurance
services. While there is still an emphasis on traditional financial statement audits, the audit
service is developed within the context of a wider array of assurance services. We have
retained material in end-of-chapter appendices should the reader want to expand
coverage of certain areas.

-~ ADDITIONAL AUDTING RESOURCES

Thomson South-Western offers instructors a range of auditing supple-
ments and coursepack options. Please go to the Instructor Resources
page at http://rittenberg.swlearning.com to learn more and order your
examination copies.
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