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Preface

In the first edition of this text, we adopted the theme “Concepts for a Changing
Environment.” Our objective was to be ahead of the curve in dealing with technol-
ogy, risk, and changing audit approaches. 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. With the second edition, we revised those aspects
of the book that took advantage of this new business environment. Now, in the third
edition, we continue the theme of change with an increased emphasis on under-
standing business risk and the new business environment. For example, terms like
e-commerce and B2B were unheard of when we wrote the first edition, and we now
fully incorporate these topics into the discussion. Truly, the third edition reflects
these large shifts in the business environment more than ever before.

It is difficult to imagine anything that is changing the shape of business more
than the rapid advances in computer technology. Business plans for strategic
growth must be based on new and emerging technology, but at some risk. Paper
documents are eliminated and replaced with electronic signatures and images.
Companies become more interdependent through electronic commerce and need
assurance on the operational and integrity features of their trading partners. The
third edition fully incorporates these major changes in the business environment.

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 the audit. Auditors are expected to detect material fraud. Com-
panies are expected to present financial reports on the Internetand to have the au-
ditor attest to them on a real-time basis. These trends all present challenges to the
auditing profession. More importantly, we assume the continued development of
these trends as the foundation for the third edition.

We understand that students do not learn best when simply reading and rehash-
ing the textbook. Thus, we continue to emphasize real-world exercises, including sig-
nificant business risk exercises using the Internet, and real-world computerized ex-
ercises. We have included one of the most widely used audit software packages in the
world, IDEA™_ licensed through CaseWare International, Inc. (formerly licensed
through The Canadian Institute of Chartered Accountants), to provide students
with “hands-on” learning experiences and a competitive advantage when they leave
the auditing course. We continue to hold the belief that an effective auditing cur-
riculum must encourage students to develop a questioning attitude. Students must
work with integrity, understand the importance of the assurance function, and learn
how the assurance function will expand with changing business environments.

MAJOR CHANGES IN THE THIRD EDITION

The major changes in this edition reflect the latest changes in the business envi-
ronment:



1. 'We have adopted the business risk approach to auditing as a foundation for au-
dits, and we introduce it fully in Chapter 3.

2. We place more emphasis on corporate governance and the demand for a wide
array of assurance services in Chapter 2.

3. The text has been streamlined from 24 chapters to 17 chapters. Most chapters
have been shortened to better fit a one-semester course in auditing or assur-
ance services.

4. We have integrated IDEA, a commercially available generalized audit software
package, into Chapters 8, 9, and 11 to replace the more specialized AdVenture
software that accompanied the second edition.

5. We include a thorough discussion of both EDI and e-commerce in Chapter 6,
including coverage of trading partner assurances, key control concepts, and
audit approaches.

6. We discuss demand for assurance services in Chapter 1, along with the funda-
mental attributes of assurance and assurance providers.

7. We have consolidated coverage of statistical sampling concepts into a single
chapter (Chapter 10), with less emphasis on the more mechanical aspects of at-
tribute sampling and a greater emphasis on probability proportionate to size
(dollar-unit) sampling.

8. We have expanded coverage of computer-based controls (including Web-based
controls) and computerized audit techniques and also integrated these principles
into the remainder of the text. These topics appear primarily in Chapters 6 and 8.

9. We have added a new chapter on internal and value-added auditing (Chapter
17) to incorporate the recent change in the definition of internal auditing and
the profession’s increased role in corporate governance, risk management,
and control.

The Business Risk Approach to Auditing

It is well accepted that a business analysis approach will improve the effectiveness of
most audits, because most audit failures could have been identified had the audi-
tors 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. Unlike
other texts, 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 under-
standing of the risk and audit test linkage. There is also more empbhasis on risk and
monitoring controls throughout the text. In Chapters 3 and 4 we have added an ex-
panded discussion of analytical review, intelligent agents to search the Internet, and
publicly available information to assist the auditor in identifying the risks associated
with a specific audit client or industry.

Corporate Governance and Assurance Services

The SEC and two Blue Ribbon Committees on Audit Committee Effectiveness have
shown an increased concern about corporate governance. We thoroughly discuss the
recommendations of those committees in Chapter 2. The text identifies a number of
parties—including audit committees, management, vendors, trading partners, in-
vestors, and lenders—that need a wider array of assurance services. We illustrate the
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nature of these services, the attributes needed to provide these services, and the na-
ture of tests to be performed.

IDEA Software

Virtually every graduate will work with audit software. IDEA is a very powerful soft-
ware package that can handie all but the very largest and most complex data sys-
tems. By using IDEA to manipulate and analyze data, students will gain familiarity
with software that will be utilized on audits. IDEA applications have been integrated
throughout the latter part of the text and include situations where the auditor
should find fraud.

E-Commerce and ED]

E-commerce represents dramatic new control and audit challenges for the auditor.
Chapter 6 provides a discussion of the nature of e-<commerce, including B2B (busi-
ness-to-business), B2C (business-to-consumer), and EDI (electronic data inter-
change). We utilize SysTrust, a new form of assurance service developed by the
American Institute of Certified Public Accountants (AICPA), to illustrate the need
for expanded assurance services in an e-commerce environment. SysTrust principles
are covered in depth and serve as a basis for discussion of information system con-
trols and alternative forms of assurance services.

Concepts that are unique to e-commerce, such as firewalls, are covered in
depth, along with audit programs that are used to gain assurance on controls’ op-
erating effectiveness. However, we do not stop with control analysis—we illustrate
audit approaches to e-business and contrast audit issues with a discussion of alter-
native approaches to audit companies such as Priceline.com and Ford Motor Com-
pany, two distinctly different e-business companies.

Consolidation of Statistical Sampling

Statistical sampling continues to be important, but with the advent of systems de-
pendence, attribute sampling is becoming less prominent. Therefore, we have
moved most of the purely mechanical aspects of attribute sampling to Appendix
10A. The broad concepts of sampling are integrated across nonstatistical, attribute,
and probability proportionate to size (PPS) sampling. Thorough coverage of PPS
sampling remains, and the major concepts are fully illustrated both in the text and
in student problems at the end of the chapter. Chapter 10 expands the coverage of
nonstatistical sampling to reflect its significant use in practice. Classical variables
sampling continues to be covered in Appendix 10B.

Consolldation of Computer Audit Techniques

Computer audit techniques are thoroughly illustrated within a framework that is
composed of siatic testing of systems, concurrent audit testing, and data gathering
and analysis. Generalized audit software will remain very powerful, even in the
e-business environment. Students are provided the opportunity to use generalized
audit software in a number of exercises that utilize the IDEA program. We integrate
the use of these techniques throughout the discussion of the audits of specific ac-
counts or groups of accounts in Chapters 9 and 11.

Internal Auditing

We have redefined internal auditing as an objective assurance and consulting activ-
ity designed to add value to the organization by examining the effectiveness of the



organization’s risk management, control, and governance functions. Internal agdit—
ing 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 the 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 or
service-users. Beyond that, many of the large public accounting firms have targeted
internal auditing as a growth area with predictions that internal audit outsourcing
will become as large as 25% of the existing internal audit work by the year 2002.
Chapter 17 discusses the dynamics of an evolving profession and illustrates value-
added services through operational, compliance, and information systems audits.

MAJOR THEMES FOR THE THIRD EDITION

Despite changesin the business environment that are the focus of this edition, we con-
tinue to reflect themes developed in previous editions, The focus of these themes is to
encourage students to learn amid changing audit environments. Students should

1. Know how to apply audit procedures in computerized environmenis and how to use com-
puters to gain audit effectiveness and efficiency. This theme is adapted to e-commerce
and is integrated throughout the text.

2. Develop audit judgment and ethical frameworks to guide actions. These two themes
continue to be interwoven throughout the text. Complex audit judgment
encompasses risk analysis, identification of potential problems, specification
of causes of problems, and identification and testing of alternatives. The
philosophies of “substance over form,” the development of professionalism,
and the auditor’s role in society are examined in light of the auditor’s judg-
ment of “fairness” of financial statement presentations.

3. Understand the client’s business environment and how to apply the risk model to each
unique client. The business risk approach is emphasized throughout the text.
End-of-chapter problems encourage the instructor to have students use the
Web and other resources as a semester project to fully understand a company’s
risk and how that risk assessment affects the planning of an audit.

4. Use advanced audit techniques that emulate the real world. This edition has taken this
theme one step further with the integration of the IDFA software into the text
and problems. IDEA provides students with a real-world package to be used with
rich data sets that include scenarios of fraud as well as scenarios of good internal
control. Using this software, students can analyze the effect of internal controls
on the amount of audit work, evidenced by statistical sample sizes.

5. Embark on lifelong learning, research challenging issues, and develop new skills as the
environment changes. It is interesting to see how much the audit and assurance
environment has changed since we wrote the first edition, However, the re-
search problems incorporated into the previous editions would have systemati-
cally led students to anticipate and embrace the changes. The research ques-
tions in this edition are designed to encourage that same thought process.
Students are asked to anticipate the needed controls in Web-based e-commerce
with vendor-managed inventory and an entirely new foundation of control pro-
cedures. “Maintaining the Competitive Edge” and other special features con-
tinue to appear in most chapters.

Preface
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ORGANIZATION OF THE THIRD EDITION

The third edition is developed around one important theme: the need to understand
and implement a business risk approach to auditing in a rapidly changing technological en-
vironment. Integration of these topics throughout the text has been one of the
major purposes of this edition. However, for convenience, the text does incorporate
the following sections:

1. Audit and Assurance Environment. Chapters 1 and 2 discuss the evolving assur-
ance environment and the demand for more assurance services, especially in
e-commerce. The broader role of assurance services is discussed thoroughly,
and the traditional financial statement audit is developed as one aspect of
those services. SysTrust, a new form of assurance service developed by the
AICPA, is shown as an example of the kinds of assurances needed in an in-
creasingly electronic environment.

2. Fundamental Assurance Concepts. Chapters 3 through 8 develop the fundamental
concepts of audit evidence, assurance services, required communication, and
internal controls. The broad concepts are illustrated through application to
many different financial statement audit areas as well as different kinds of as-
surance services. We have emphasized computerized audit procedures and ask
students to develop an understanding of controls and audit approaches that
would be utilized in auditing dot-com companies such as Amazon.com or
Priceline.com.

3. Implemeniing the Business Risk Approach. Chapters 9 through 14 focus on the im-
plementation of the business risk approach for audits of financial statements.
Statistical sampling and analytical review techniques are introduced and dis-
cussed in relationship to the auditor’s risk analysis of a client. Traditional audit
areas such as accounts receivable and inventory are covered. However, we ex-
pand 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 to anticipate the needed controls in these
environments.

4. Communicating the Results. Chapter 15 discusses audit and assurance reports and
provides a broad overview of fundamental precepts that underscore all report-
ing. Examples are given of various types of audit reports.

5. The Liability Environment. Legal liability remains important. However, it is not
just the liability environment that is important—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. These latter points are discussed in Chapter 16,
which also presents an analysis of the evolution of legal liability for the auditing
profession.

6. Internal and Value-Added Auditing. Internal auditing is a dynamic and growing
profession. The Institute of Internal Auditors has over 70,000 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.
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SUITABILITY FOR ALTERNATIVE
PRESENTATION FORMATS

The third edition has been streamlined to fit virtually all one-semester courses in au-
diting or assurance services. While there is still an emphasis on traditional financial
statementaudits, 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. For example, we discuss analyti-
cal procedures throughout the text but have added additional coverage by discussing
linear and multiple regression techniques in an appendix to Chapter 4.

SUPPLEMENTARY MATERIALS

The textbook comes with supplementary materials to help the instructor and stu-
dents accomplish the learning objectives described:

1. A CD containing IDEA generalized audit software is shrinkwrapped with every
copy of the text. The IDEA “Getting Started” manual contained on the CD has
been reprinted in the text as an end-of-book appendix.

2. The Instructor’s Manual provides a course overview and sample syllabi, teaching
suggestions, homework assignments, a chapter outline, and transparency mas-
ters for each chapter.

3. The Solutions Manual, prepared by the textbook authors, provides ready access
to the solutions for end-of-chapter problems.

4. The Test Bank and Computerized Test Bank provide a full range of test items cor-
related to the text. Available in Windows format, the computerized version of
the printed test bank enables instructors to preview and edit test questions as
well as add their own. The tests and answer keys can also be printed in “scram-
bled” format.

5. For professors interested in supplementing classroom presentations with on-
line content or who are interested in setting up a distance leamz'ng course, Har-
court College Publishers can provide instructors with the industry’s leading
online courses. WebCT and Blackboard facilitate the creation of sophisticated
Web-based educational environments. Also available is an online course man-
agement tool that allows instructors to distribute study materials provided by
the publisher (supplemented by their own materials) to their students, com-
municate with them, and track their involvement in the course. For more in-
formation, contact your Harcourt sales representative. To view a demo of any
of Harcourt’s online courses, go to <webct.harcourtcollege.com>.

6.  On our book website, instructors will find additional resources. The data sets
required for the text’s computer analysis problems, as well as the data files for
both the authors’ IDEA cases and for IDEA’s own “Getting Started” student
manual, are downloadable from this site.
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