


AUDITING

Eighth Edition

JACK C. ROBERTSON, PH.D., CPA, CFE

C.T. Zlatkovich Centennial Professor
The University of Texas at Austin

IRWIN

Chicago ¢ Bogotd * Boston ® Buenos Aires * Caracas
London ¢ Madrid ® Mexico City ® Sydney e Toronto



&9 IRWIN cConcerned about Our Environment
‘; In recognition of the fact that our company is a large end-user of fragile yet
replenishable resources, we at IRWIN can assure you that every effort is made to
meet or exceed Environmental Protection Agency (EPA) recommendations and require-
ments for a “greener” workplace

To preserve these natural assets. a number of environmental policies. both companywide
and department-specific, have been implemented. From the use of 50% recycled paper in
our textbooks to the printing of promotional materials with recycled stock and soy inks to our
office paper recycling program. we are committed to reducing waste and replacing environ-
mentally unsafe products with safer alternatives

This book includes quotations and adaptations from publications copyrighted by the American
Institute of Certified Public Accountants. Such passages have been reprinted or adapted with
permission of the AICPA. Material from the Uniform CPA Examinations and Unofticial Answers,
copyright 1962-1986 and 1989-1994 by the American Institute of Certificd Public Accountants. is
reprinted or adapted with permission.

Material from the Certificate in Management Accounting Examinations, copyright 1974 through 1984
by the Institute of Management Accounting, is reprinted or adapted with permission.

©Richard D. Irwin, a Times Mirror Higher Education Group. Inc. company. 1976, 1979, [982. 1985,
1988, 1990, 1993 and 1996

All rights reserved. No part of this publication may be reproduced. stored in a retrieval system., or
transmitted, in any form or by any means. electronic. mechanical. photocopying. recording. or
otherwise. without the prior written permission of the publisher.

Irwin Book Team

Sponsoring cditor: Mark Pfaltzgraf{

Associate marketing manager: Heather L. Woods
Project editor: Karen J. Nelson

Production supervisor: Dina L. Treadaway
Designer: Heidi J. Baughman

Compositor: Bi-Comp. Inc.

Typeface: 10/12 Times Roman

Printer: R. R. Donnelley & Sons Company

W Times Mirror
M Higher Education Group

Library of Congress Cataloging-in-Publication Data

Robertson, Jack C.
Auditing / Jack . Robertson.—=&th ed.
p. ecm.—(lrwin series in undergraduate accounting)
Includes index.
ISBN ()-256-18800-9
I. Auditing. I Title. 1L Series.
HF5667.R72 1996
657".45—dc20 9520776

Printed in the United States of America
234567890DO0O02109876



Auditors are assumed to have knowledge of the
philosophy and practice of auditing; to have the
degree of training, experience, and skill common
to the average independent auditor; to have the
ability to recognize indications of irregularities;
and to keep abreast of developments in the
perpetration and detection of irregularities.

R. K. Mautz and H. A. Sharaf
The Philosophy of Auditing

This book is dedicated to
Charles T. Zlatkovich
Professor Emeritus
C. Aubrey Smith Professorship
Educator
Mentor
The University of Texas at Austin
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PREFACE

The eighth edition of Auditing bridges the gap between students’ knowledge of
accounting principles and the professional practice of accounting and auditing in
the working world. The text covers both the concepts and the procedures of auditing.
On the conceptual level. students learn about the social role of auditing; the services
offered in internal, governmental. and public accounting practice: and the profes-
sional standards for behavioral and technical competence. On the technical level.
they learn about the programs and procedures for defining audit objectives, gather-
ing evidence, making decisions. and exercising professional skepticism.

Auditing reflects the challenges inherent in accounting and auditing practice.
particularly in public accounting firms. Clients who pay the fees expect value in the
form of consulting advice., recommendations for improvements in the business. and
an audit report. On the other hand. public users of these clients” financial statements
expect effective service, that is. they expect auditors to be objective skeptics working
to monitor the business management and blow the whistle on (raudulent financial
statements. These dual challenges of service to clients and service to the public
merge the business and professional aspects of public accounting practice.

Throughout the 1980s and 1990s, the practice of accounting and auditing cx-
panded its horizons. This book incorporates an important aspect of expansion—
Sraud auditing. Everyone is becoming more interested in fraud examination and
fraud auditing. Chapter 8 fills the textbook void with a concise introduction to fraud
awareness auditing.

The chapters are organized in sequence to start with an introduction to practice,
audit standards, and reports (Chapters 1-3): continue through basic concepts of
audit planning. analytical procedures. risk. materiality. control risk assessment,
sampling. and fraud awareness (Chapters 4-8): then proceed directly to technical
applications in several cycles and the completion of an audit (Chapters 9-13). The
remaining chapters deal with statistical sampling and computer auditing (Chapters
14-17) and with other services. operational auditing. professional cthics. and fegal
liability (Chapters 18--21). This organization is designed to facilitate a basic emphasis
on audit performance (Chapters 1-13). while providing other topics (Chapters
14-21) for insertion as instructors desire.

IMPORTANT FEATURES AND SUPPLEMENTS
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This eighth edition maintains an emphasis on financial auditors” decision-making
processes: (1) recognizing problems and developing audit objectives. (2) gathering
evidence with audit procedures. and (3) making judgments about control risk and
the fair presentation of financial statement assertions. The text is designed to guide
and direct students’ study. The features described below enhance students’ ability
to comprehend basic concepts and apply them in real case situations.

vii
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Preface

Fraud Auditing

The eighth edition contains full-chapter coverage of fraud auditing. until now un-
available in introductory auditing books. The basic purpose of the chapter is to
create awareness of, and sensitivity to. the signs and signals of potential errors,
irregularities, and frauds. The chapter contains some unique insights on extended
audit and investigation procedures.

Learning Aids

Each chapter and section in Auditing contains features that enhance readability,
study. and learning.

Professional Standards References

Each chapter opens with a list of professional standards references from the AICPA.
GAQO. and IIA standards relevant to the chapter topics. The inside front and back
covers list these standards and other library resources used by professional auditors.

Learning Objectives
Each chapter begins with the presentation of several learning objectives. These are
repeated as marginal notes within the chapters,

Anecdotes and Asides

Al the chapters contain illustrative anecdotes and asides, some of which are in the
flow of the chapter text, while others stand alone to add realism and intcrest. These
notes bring the real world into the textbook treatment of auditing.

Review Checkpoints

Instead of placing a long list of review questions at the end of cach chapter, review
checkpoints (questions) are placed inside each chapter in several sections so students
can test themselves as they proceed through a chapter. These checkpoint islands
make the text user-friendly by effectively breaking each chapter into smaller
sections.

Cases

The case stories in Chapters 8.9, 10. 11, and 12 are short stories structured to reveal
error, irregularity, or fraud in an account. An audit approach section follows each
story. The audit approach describes an audit objective. desirable controls. test of
controls procedures, and audit of balance procedures that can result in discovering
the situation.

The purpose of these case stories is to enliven the study of auditing. They replace
the typical lengthy exposition of audit fundamentals (often tedious and boring)
with illustrative situations based on real events. Twenty-five cases with audit ap-
proaches are in Chapters 8-12. Another 20 cases are in the end-of-chapter discussion
cases section. There, the case story is told. and the students’ assignment is to write
the audit approach section.

Subject Titles on Exercises and Problems

Each of the exercises. problems, and discussion cases at the end of the chapter is
identified with a topic title. The titles enable students and instructors to select
problems on topics of interest.
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Key Terms . .
Throughout the book. key terms are highlighted in boldface print. An alphabetical
key terms reference list with definitions is in the back of the book.

Kingston Company Case

The Kingston Company case is a practice case-within-a-textbook. The company
description starts in Chapter 4 and continues through Chapter 17. Assignments
related to Kingston connect many of the technical topics in a logical sequence of
audit engagement activities. However, the end-of-chapter material includes numer-
ous exercises. problems, and discussion cases that are unrelated to the Kingston
Company.

Behavioral Exercises

Robert Ashton (Duke University) published several thought-provoking behavioral
decision cases for use in auditing courses. Auditing reproduces a selection of these
cases and their variations for instructors and students who wish to probe the subtle
aspects of human information processing and decision making. They are found in
Problems 1.40. 2.43, 3.40. 14.37, 14.38. and 2] .46.

Computer-Assisted Homework

Some of the homework assignments can be done on an electronic spreadsheet. An
appendix at the end of the book contains the Solution Facilities Student Manual.
This is the student guide for using some Lotus® 1-2-3® templates for work on
selected assignments. At the end of many chapters. instructions and the Solurion
Facilities Logo B dircct students to these computer-assisted assignments. The
Solution Facilities disk is distributed in the Instructor’s Manual. Students can copy it.

Instructor’s Manual

The Instructor's Manual contains some sample course syllabi, descriptions of the
Kingston Company data. an index to the cases in Chapters 8-12, a few extra
cases and explanations, and summaries of the chapter learning objectives. These
summaries are prepared for reproduction in a student package where they can
serve as guides to lectures and notetaking. The instructor's manual also contains
numerous transparency masters for instructor and student use.

Solutions Manual

The Solutions Manual contains solutions to all the review checkpoints, Kingston
case problems. multiple choice questions, exercises. problems, and discussion cases.

Study Guide

The study guide was prepared by Lawrence P. Kalbers of John Carroll University,
Cleveland, Ohio. It contains a guide for CPA Examination study, an outline of
cach chapter, questions for study and review, and an outline of AICPA statements
on auditing standards.
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Test Bank and Software

The test bank available to instructors was prepared by Lawrence P. Kalbers of
John Carroll University. It contains numerous objective. short-answer, and essay
questions. The microcomputer version of the test bank allows editing of questions,
provides up to 99 versions of each test. and permits question selection based on
type of question and level of difficulty.

Auditing Standards and CPA Examination Integration

A new Richard D. Irwin product is Auditing: Integration of the AICPA Professional
Standards and the CPA Examination by Richard Roscher of the University of North
Carolina at Wilmington. This comprehensive review material presents numerous
objective and essay examination questions. The objective is to guide students
through the official professional standards and cite specific passages in answer to
questions. This form of study will become very important when the CPA Examina-
tion is no longer published.
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