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TO THE STUDENT: A Study Guide for the textbook is available through
your college bookstore under the title Study Guide to accompany MODERN
AUDITING 6th edition by William C. Boynton and Walter G. Kell. The Study
Guide can help you with course material by acting as a tutorial, review, and
study aid. If the Study Guide is not in stock, ask the bookstore manager to
order a copy for you.
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PREFACE

Modern Auditing is designed primarily for the first course in auditing either at the
undergraduate or graduate level. Materials in selected chapters and appendices,
and cited in chapter bibliographies, may also serve as the core for a second or
advanced course in auditing. Throughout the book, every effort has been made to
integrate auditing theory and concepts with auditing methodology and practice.
In addition, emphasis is given to the professional responsibilities of independent
auditors, including the role of auditing in business, government, society, and the
international arena.

Our goals in preparing this edition were to (1) make refinements in the style
and clarity of presentation to maximize the effectiveness of the text as a learning
resource for students, (2) make further refinements in the organization of the text
to enhance its flexibility in accommodating different teaching schedules and pref-
erences, and (3) provide comprehensive and integrated coverage of the latest de-
velopments in the environment, standards, and methodology of auditing.

HIGHLIGHTS OF CHANGES FROM THE PREVIOUS EDITION

In seeking the goals just enumerated, changes made in this edition include the
following;:

* A brief historical perspective on the auditing profession has been added to
the first chapter.

* New material on general ethics and an ethical decision-making model pre-
cedes the completely updated presentation of the Code of Professional Conduct.

* The chapter on legal liability provides a perspective on the so-called litigation
crisis, assesses the impact of important recent legal cases, and addresses the
profession’s call for additional legal reforms.

* All chapters containing material on internal controls have been updated to
conform to the five-component framework adopted in the COSO report enti-
tled Internal Control—Integrated Framework. (This framework is also being
incorporated into the Auditing Standards Board’s impending revision of
Statement on Auditing Standards No. 55.)

* Specific transaction class and account balance audit objectives are more
clearly defined and linked to tests of controls and substantive tests in each of
the cycle chapters.

* The discussion of governmental auditing includes key elements of the 1994
revision of the GAQO's Yellow Book.

* Increased attention is given to international auditing issues through ““global
boxes,” selected comparisons of U.S. and international auditing practices,
and citations to relevant international auditing standards in the chapter bibli-
ographies.

vii
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* End-of-chapter materials now include research questions that require stu-
dents to utilize a variety of professional publications, including the profes-
sional standards, professional journals, and SEC Accounting and Auditing En-
forcement Releases. These can be assigned to individuals or groups, and can
serve as a basis for individual or group class presentations by students to
complement text coverage on a variety of topics.

* A new appendix to the text discusses the role of auditing research and pro-
vides guidance on research tools and their use.

* To assist students to make self-assessments of their understanding of key
points, the 20 “review questions” formerly included in end-of-chapter mate-
rials are now interspersed throughout each chapter as “Learning Checks”
following each major chapter section.

ORGANIZATION

The organization of the text continues to provide maximum flexibility in choosing
the amount and order of material to be covered. For example, the entire-audit
process is covered outside the cycle chapters. The chapters dealing with ethics,
legal liability, and auditors’ reports can be covered early or late in the course. The
chapters on statistical sampling can be covered before the cycle chapters or be
interspersed with the cycle chapters.

The Sixth Edition is organized into five parts as follows:

Part Subject Chapters
1 The Auditing Environment 1-4
2 Audit Planning 5-8
3 Audit Testing Methodology 9-13
4 Auditing the Transaction Cycles 14-18
5 Completing the Audit, Reporting, and Other Services 19-23

As shown in the foregoing tabulation, Part 1, The Auditing Environment, in-
cludes four chapters. Chapter 1, “Auditing and the Public Accounting Profes-
sion,” provides an historical perspective on the auditing profession, differentiates
the types of services performed by CPAs, explains the roles of the key private and
public sector organizations that are associated with or influence the profession,
and describes the elements of the multilevel regulatory framework that have as
their objective enhancing the quality of services provided by the profession.
Chapter 2, entitled “Financial Statement Audits and Auditors’ Responsibilities,”
describes the role and limitations of financial statement audits, introduces audit-
ing standards and the types of auditors’ reports, and explains the expectation gap
and related responsibilities regarding the detection of errors and irregularities,
illegal client acts, and circumstances involving substantial doubt about the client’s
status as a going concern. Chapter 3, “Professional Ethics,” begins with a discus-
sion of ethics and morality from the perspective of both general and professional
ethics, and provides in-depth discussions of the profession’s Code of Professional
Conduct and its enforcement. Chapter 4, ““Auditor’s Legal Liability,” includes a
thorough discussion of the legal environment and the auditor’s exposure to liabil-
ity under the common law and statutory law.
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Part 2, Audit Planning, is also comprised of four chapters. Chapter 5, “Audit
Objectives, Audit Evidence, and Working Papers,” lays the foundation for audit
planning through explanations of these three fundamentals of auditing. Coverage
is given to the relationships among types of evidence, auditing procedures, classes
of audit tests, and audit objectives, and to the importance of properly prepared
working papers. Chapter 6, “’Accepting the Engagement and Planning the Audit,”
begins with an overview of the four phases of a financial statement audit. Next, the
factors that an auditor should evaluate before accepting an audit engagement are
explained. The chapter then identifies the steps that should be performed in plan-
ning the audit, and concludes with coverage of the use of analytical procedures in
audit planning. Chapter 7, “Materiality, Risk, and Preliminary Audit Strategies,”
provides a solid foundation in these three important auditing concepts. Part 2
concludes with Chapter 8, “Understanding the Internal Control Structure.” At-
tention is focused on the definition, fundamental concepts, components, and limi-
tations of internal control structures, and how the auditor obtains and documents
an understanding of internal control structures. An appendix to Chapter 8 sup-
plements the basic coverage of flowcharting that is provided within the body of
the chapter.

Part 3, Audit Testing Methodology, includes five chapters. Chapter 9, “As-
sessing Control Risk/Tests of Controls,” explains the auditor’s methodology for
meeting the second standard of field work under alternative audit strategies. At-
tention is given to the nature, timing, and extent of tests of controls and to docu-
mentating the assessed levels of control risk for assertions pertaining to transac-
tion classes. Consideration is then given to combining control risk assessments for
transaction class assertions to arrive at control risk assessments for account bal-
ance assertions. Chapter 10, ““Detection Risk and the Design of Substantive Tests,”
explains the application of the audit risk model to determine the acceptable level
of detection risk for account balance assertions. Consideration is then given to the
effects of detection risk on the nature, timing, and extent of substantive tests. The
chapter includes the development of a general framework that can be used in
designing substantive tests for assertions in each of the transaction cycles.

The use of statistical and nonstatistical sampling in auditing is explained in
Chapters 11 and 12. In Chapter 11, the focus is on tests of controls, whereas in
Chapter 12 it is on substantive tests. The latter includes both probability-propor-
tional-to-size, or dollar unit sampling, and classical variables sampling. Part 3
concludes with Chapter 13, ““Auditing Electronic Data Processing Systems.” Al-
though EDP considerations are now integrated throughout the text, this chapter
includes additional information on such topics as data organization and process-
ing methods, EDP controls, and computer-assisted audit techniques including
mainframe and microcomputer-based audit software.

Part 4, Auditing the Transaction Cycles, has five chapters. Chapters 14 and 15
deal with the revenue and expenditure cycles, respectively. Each chapter starts
with an overview of the transaction classes, accounts, and activities associated
with the cycle. The audit planning and testing methodologies developed in Parts 2
and 3 are then applied in (1) developing specific audit objectives for the cycle; (2)
considering materiality, risk, and audit strategy; (3) obtaining an understanding of
the internal control structure and assessing control risk; and (4) developing audit
programs to meet the acceptable levels of detection risk for assertions pertaining
to selected accounts. A similar pattern is followed in both Chapter 16, which
covers the production and personnel services cycles that focus on inventory and
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payroll assertions, respectively, and Chapter 17, which covers the investing and
financing cycles. Since transactions in five of the six cycles affect cash, the audit of
cash balances is covered separately in Chapter 18.

The Sixth Edition concludes with Part 5, Completing the Audit, Reporting, and
Other Services. Chapter 19 covers four topics: completing the field work, evaluat-
ing audit findings, communicating with the client, and fulfilling postaudit re-
sponsibilities. Chapter 20, ““Reporting on Audited Financial Statements,” provides
in-depth explanations of the four reporting standards, the auditor’s standard re-
port, and circumstances requiring departures from the standard report. The chap-
ter includes numerous illustrations of audit reports and a summary of the effects
of circumstances on auditors’ reports. Chapter 21, ““Other Reports and Services,”
emphasizes the standards and reports associated with other attest and accounting
services offered by CPAs. Chapter 22 is entitled “Internal, Operational, and Gov-
ernmental Auditing.” In addition to describing the standards applicable to each
type of auditing, extensive consideration is given under governmental auditing to
compliance auditing and the requirements of the Single Audit Act. Part 5 con-
cludes with Chapter 23, “The Independent Accountant and the Securities and
Exchange Commission.” This chapter continues our coverage of the accountant’s
auditing and reporting responsibilities under the 1933 and 1934 securities acts. A
final appendix to the text, which can be assigned at any point in the auditing
course, deals with auditing research.

CONTINUING FEATURES

The following popular features of earlier editions are continued in this edition:

* Learning objectives for each chapter, now referenced in the text margins as
well as being listed at the beginning of the chapter.

* Integration of material from authoritative auditing and professional litera-

ture throughout the text.

Abundant illustrations of key concepts, flowcharts, and audit reports.

Real-world vignettes illustrating contemporary applications of text materials

interspersed throughout the text.

Lists of key terms with page references, now located with the ““Learning

Checks” at the end of each major section of each chapter.

¢ Chapter bibliographies that include both relevant AICPA professional stan-
dards and selected readings from other official literature and accounting
journals.

END-OF-CHAPTER MATERIALS

As in previous editions, there is an abundance of end-of-chapter materials, in-
cluding numerous author-prepared questions, questions from professional exam-
inations, and case studies drawn primarily from practice. In addition to the 20
review questions now interspersed throughout each chapter in the ““Learning
Checks,” a typical chapter includes
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* 6 to 15 multiple choice questions drawn from the Uniform CPA Examination
unless stated otherwise.

10 to 15 comprehensive questions that include essay questions from profes-
sional examinations.

1 to 3 case studies that generally integrate several key concepts covered in the
chapter.

* 1 or more research questions.

Comprehensive questions from professional examinations are designated as fol-
lows: AICPA (Uniform CPA Examination), ICMA (Certified Management Ac-
countant Examination), ITA (Certified Internal Auditor Examination). In total,
there are over 900 questions and cases that have been carefully edited to related
chapter content.

SUPPLEMENTARY MATERIALS

The supplements to this edition of Modern Auditing consist of (1) an instructor’s
resource guide and solutions manual, (2) a test bank, (3) Microtest test-generating
software, (4) a Lotus-based software package, and (5) a student study guide.

The Instructor’s Resource Guide and Solutions Manual contains outlines of the text
chapters; suggestions for lectures, classroom activities, and assignments; trans-
parency masters; and references to videos and other supplementary aids the in-
structor may wish to use. As in previous editions, detailed solutions to the end-of-
chapter questions and case studies are provided.

The Test Bank is available in hard copy and electronic format (Microtest) to
facilitate test preparation on a personal computer. The test items are all original
and include a large selection of multiple choice questions, correct/incorrect state-
ments, matching questions, and short essay and analysis questions. Suggested
solutions are included.

The Lotus-based software package, entitted AUDSAMP: Statistical Sampling
Templates for Lotus 1-2-3, runs on IBM compatible personal computers. A master
copy of a diskette and a brief accompanying manual are provided free of charge to
adopters for local reproduction and distribution. The templates afford the student
an opportunity to design and evaluate statistical samples and produce related
working papers using a personal computer. Problems in several chapters of the
text that can be solved with these templates have been marked with a disk icon.

The student Study Guide to accompany the Sixth Edition includes for each text
chapter an expanded outline, 30 chapter highlights, 25 true/false statements, 15
completion questions, and 20 multiple choice questions. Solutions are included at
the end of each chapter.

ACKNOWLEDGMENTS

We take this opportunity to express our sincere appreciation to individuals who
have made significant contributions to the Sixth Edition of Modern Auditing.

First, we extend thanks to the many adopters of previous editions for their
comments and suggestions.



Xii PREFACE

Our sincere thanks are due to the following professors for comprehensive and
constructive critiques of the Fifth Edition: Marvin Albin, University of Southern
Mississippi; William Dilla, University of Illinois, Urbana-Champaign; and Mary
Loyland, University of North Dakota. Special thanks are due to the following
professors for comprehensive and constructive critiques of both the Fifth Edition
and the manuscript for the Sixth Edition: Willard Galliart, Loyola University of
Chicago, and T. Sterling Wetzel, Oklahoma State University.

We also gratefully acknowledge the permission given by the American Institute
of Certified Public Accountants, the Institute of Management Accountants, and
The Institute of Internal Auditors to use materials from their publications, includ-
ing their professional examinations.

Last, but not least, we express our appreciation to our editor Mike Reynolds;
Betty Pessagno, Copy Editor; Jeanine Furino, Production Editor; Linda Muriello,
Production Manager; Rosa Bryant, Illustration Coordinator; Dawn Stanley, De-
signer; and Karen Allman, Marketing Manager; all of John Wiley & Sons.

William C. Boynton
Walter G. Kell
March, 1995



CONTENTS IN BRIEF

PART |

A WN —

PART 2

w

0 N o

PART 3

10
I
12
I3

PART 4

14
15
16
17
18

PART 5

19
20
21
22
23

THE AUDITING ENVIRONMENT

AUDITING AND THE PUBLIC ACCOUNTING PROFESSION
FINANCIAL STATEMENT AUDITS AND AUDITORS’ RESPONSIBILITIES
PROFESSIONAL ETHICS

AUDITOR’S LEGAL LIABILITY

AUDIT PLANNING

AuDIT OBJECTIVES, EVIDENCE, AND VWORKING PAPERS
ACCEPTING THE ENGAGEMENT AND PLANNING THE AUDIT
MATERIALITY, RISK, AND PRELIMINARY AUDIT STRATEGIES
UNDERSTANDING THE INTERNAL CONTROL STRUCTURE

AUDIT TESTING METHODOLOGY
AssesSING CoNTROL Risk/TeEsTs oF CONTROLS
DETECTION RISk AND THE DESIGN OF SUBSTANTIVE TESTS
AUDIT SAMPLING IN TESTS OF CONTROLS

AUDIT SAMPLING IN SUBSTANTIVE TESTS

AUDITING ELECTRONIC DATA PROCESSING SYSTEMS

AUDITING THE TRANSACTION

CYCLES

AUDITING THE REVENUE CYCLE

AUDITING THE EXPENDITURE CYCLE

AUDITING THE PRODUCTION AND PERSONNEL SERVICES CYCLES
AUDITING THE INVESTING AND FINANCING CYCLES

AUDITING CASH BALANCES

COMPLETING THE AUDIT, REPORTING,

AND OTHER SERVICES

COMPLETING THE AUDIT/POSTAUDIT RESPONSIBILITIES
REPORTING ON AUDITED FINANCIAL STATEMENTS

OTHER SERVICES AND REPORTS

INTERNAL, OPERATIONAL, AND GOVERNMENTAL AUDITING
THE INDEPENDENT ACCOUNTANT AND THE SECURITIES AND
ExXCHANGE COMMISSION

APPENDIX X: AUDITING RESEARCH

xiii



CONTENTS

PART | THE AUDITING ENVIRONMENT |

AUDITING AND THE PuBLIC ACCOUNTING PROFESSION 2
INTRODUCTION TO CONTEMPORARY AUDITING 3
Auditing Defined, 4
Types of Audits, 4
Types of Auditors, 5
THE PuBLIC ACCOUNTING PROFESSION: AN HISTORICAL PERSPECTIVE 8
The Roots of Auditing, 8
Rise of the U.S. Profession, 9
SERVICES PERFORMED BY CPA FIRMs /0
Attest Services, 10
Nonattest Services, 12
ORGANIZATIONS ASSOCIATED WITH THE PUBLIC ACCOUNTING PROFESSION |3
Private Sector Organizations, 14
Public Sector Organizations, 16
REGULATORY FRAMEWORK FOR ENSURING QUALITY SERVICES /8
Standard Setting, 19
Firm Regulation, 20
Self-Regulation, 21
Government Regulation, 23
SUMMARY 25
BIBLIOGRAPHY 25
OBJECTIVE QUESTIONS 26
COMPREHENSIVE QUESTIONS 27
RESEARCH QUESTIONS 30

FINANCIAL STATEMENT AUDITS AND AUDITORS’
RESPONSIBILITIES 32
FUNDAMENTALS UNDERLYING FINANCIAL STATEMENT AUDITS 33

Relationship Between Accounting and Auditing, 33

Verifiability of Financial Statement Data, 34

Need for Financial Statement Audits, 35

Economic Benefits of an Audit, 36

Limitations of a Financial Statement Audit, 37
INDEPENDENT AUDITOR RELATIONSHIPS 38

Management, 38

Board of Directors and Audit Committee, 38

XV



XVi

CONTENTS

Internal Auditors, 39
Stockholders, 39

- AUDITING STANDARDS 40

Statements on Auditing Standards (SASs), 40
Generally Accepted Auditing Standards (GAAS), 41
Applicability of Auditing Standards, 44
Relationship of Auditing Standards to Auditing Procedures, 44
THE AUDITOR’S REPORT 45 /
The Standard Report, 45
Departures From the Standard Report, 49
Management Responsibility Report, 52
AUDITORS’ RESPONSIBILITIES AND THE EXPECTATION GAP 53
Narrowing the Expectation Gap, 54
Errors and Irregularities, 54
lllegal Client Acts, 56
Reporting Doubts as to an Entity’s Ability to Continue as a Going
Concern, 58
SUMMARY 59
BIBLIOGRAPHY 60
OBJECTIVE QUESTIONS 60
COMPREHENSIVE QUESTIONS 63
CAsEs 66
RESEARCH QUESTIONS 68

PROFESSIONAL ETHICS 70
ETHICS AND MoORALITY 70
General Ethics, 71
Professional Ethics, 71
AICPA Cobk of ProressioNAL CONDUCT 72
AICPA Professional Ethics Division, 72
Composition of the AICPA Code, 73
Code Definitions, 73
Principles, 74
RuLes oF CoNnbucT 77
Rule 101-Independence, 78
Rule 102-Integrity and Objectivity, 84
Rule 201-General Standards, 86
Rule 202-Compliance with Standards, 86
Rule 203-Accounting Principles, 87
Rule 301-Confidential Client Information, 87
Rule 302-Contingent Fees, 88
Rule 501-Acts Discreditable, 89
Rule 502-Advertising and Other Forms of Solicitation, 89
Rule 503-Commissions and Referral Fees, 90
Rule 505-Form of Organization and Name, 91



L

4

5 AuDIT OBJECTIVES, EVIDENCE, AND

ENFORCEMENT OF THE RULES 93
Joint Ethics Enforcement Procedures, 93
Joint Trial Board Procedures, 93
Automatic Disciplinary Provisions, 94

SUMMARY 95

BIBLIOGRAPHY 96

OBJECTIVE QUESTIONS 96

COoMPREHENSIVE QUESTIONS 98

Cases 101

RESEARCH QUESTIONS 02

AuUDITOR’S LEGAL LIABILITY
THE LEGAL ENVIRONMENT | 04
The Litigation Crisis, 105
The Need for Legal Reform, 107
LiaiLITY UNDER COMMON LAwW 08
Liability to Clients, 108
Liability to Third Parties, 111
Common Law Defenses, 115
LiABILITY UNDER SECURITIES LAWS |18
Securities Act of 1933, 118
Securities Exchange Act of 1934, 122
OTHER CONSIDERATIONS |27

CONTENTS

XVii

104

Liability Under Racketeer Influenced and Corrupt Organization Act, 127

Professional Standards and Legal Decisions, 128

Minimizing the Risk of Litigation, 129
SuMMARY 30

APPENDIX 4A: CHRONOLOGICAL SUMMARY OF ADDITIONAL SELECTED LEGAL

Cases 131

BIBLIOGRAPHY [34

OBJECTIVE QUESTIONS 35
COMPREHENSIVE QUESTIONS /36
CAse 141

RESEARCH QUESTIONS [42

PART 2 AUDIT PLANNING

WORKING PAPERS
AuDIT OBJECTIVES 44

(- Management’s Financial Statement Assertions, 145

Specific Audit Objectives, 148
AuUDIT EVIDENCE |50

Statement and Purpose of the Third Standard of Field Work, 151

143

144



XVili CONTENTS

Types of Corroborating Information, 156
AuUDIT PROCEDURES 16/
Types of Audit Procedures, 162
Relationships Among Audit Procedures, Types of Evidence, and
Assertions, 165
Classification of Audit Procedures, 165
Evaluation of Evidence Obtained, 167
WORKING PAPERS 169
Types of Working Papers, 169
Preparing Working Papers, 174
Reviewing Working Papers, 175
Working Paper Files, 175
Ownership and Custody of Working Papers, 175
SUMMARY 176
BIBLIOGRAPHY |77
OBJeCTIVE QUESTIONS [77
COMPREHENSIVE QUESTIONS [ 79
CAses 183
RESEARCH QUESTIONS 185

6 ACCEPTING THE ENGAGEMENT AND PLANNING
THE AUDIT 188
OVERVIEW OF A FINANCIAL STATEMENT AuDIT /88
Accepting the Audit Engagement, 189
Planning the Audit, 189
Performing Audit Tests, 189
Reporting the Findings, 190
ACCEPTING THE ENGAGEMENT /9]
Evaluating the Integrity of Management, 192
Identifying Special Circumstances and Unusual Risks, 193
Assessing Competence to Perform the Audit, 194
Evaluating Independence, 196
Determining Ability to Use Due Care, 196
Preparing the Engagement Letter, 198
PLANNING THE AuDIT 20/
Steps in Planning the Audit, 202
Obtaining Understanding of Client’s Business and Industry, 202
Performing Analytical Procedures, 206
SUMMARY 2[4
APPENDIX 6A: KEY FINANCIAL RATIOS USED IN ANALYTICAL PROCEDURES 214
BIBLIOGRAPHY 216
OBJECTIVE QUESTIONS 217
COMPREHENSIVE QUESTIONS 2 /8



CONTENTS XiX

Case 222
REseaRCH QUESTIONS 222

7 MATERIALITY, RISK, AND PRELIMINARY
AuUDIT STRATEGIES 224
« MATERIALITY 224
The Concept of Materiality, 225
Preliminary Judgments about Materiality, 225
Materiality at the Financial Statement Level, 226
Materiality at the Account Balance Level, 228
Allocating Financial Statement Materiality to Accounts, 229
I Relationship Between Materiality and Audit Evidence, 230
“AupiT Risk 23]
Audit Risk Components, 231
Relationship Among Risk Components, 235
Audit Risk at the Financial Statement and Account Balance Levels, 237
Relationship Between Audit Risk and Audit Evidence, 237
Interrelationships Among Materiality, Audit Risk, and Audit
Evidence, 238
Audit Risk Alerts, 238
PRELIMINARY AUDIT STRATEGIES 240
Components of Preliminary Audit Strategies, 240
Primarily Substantive Approach, 241
Lower Assessed Level of Control Risk Approach, 242
Relationship Between Strategies and Transaction Cycles, 242
SUMMARY 244
BIBLIOGRAPHY 244
OBgJECTIVE QUESTIONS 245
COMPREHENSIVE QUESTIONS 246
Case 250
RESEARCH QUESTIONS 25/

8 UNDERSTANDING THE INTERNAL CONTROL

STRUCTURE 252
INTRODUCTION TO INTERNAL CONTROL 253
Importance of Internal Control, 253
Definition, Fundamental Concepts, and Components, 254
Entity Objectives and Related Internal Controls Relevant to an
Audit, 255
Limitations of an Entity’s Internal Control Structure, 256
Roles and Responsibilities, 257
COMPONENTS OF AN INTERNAL CONTROL STRUCTURE 259
Control Environment, 259
Risk Assessment, 262



