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Preface

The guiding principle of this edition of Auditing Concepts and Methods is the
same as that of the first two editions: An understanding of concepts makes the
methods of audit practice more meaningful and provides a foundation for
continuing study. However. this edition is changed substantially in several
ways:

—

. Experience in teaching auditing has demonstrated the usefulness of
certain devices to aid students in learning the diverse and technical
subjects they are exposed to for the first time in an auditing course. These
devices should make this book easier to use.

. Developments in audit practice and auditing standards have resulted in a
basic approach to the conduct of audits that has substantial similarities for
most CPA firms and most client companies. This approach is used as a
framework for presenting auditing concepts and methods.

. Use of computers and statistical sampling in audit practice has developed
sufficiently to permit presentation in a manner similar to the coverage of
accounting standards and accounting systems. Emphasis is placed on the
auditing aspects of these subjects. This approach is a significant departure
from past editions and most other auditing textbooks.

. Official pronouncements play an increasingly important role in current
audit practice. Coverage of pronouncements is more extensive and specific
in this edition and is as up to date as possible.

- Audit practice is subject to rapid change, and controversy abounds. Recent
years have been filled with turmoil. This edition attempts to capture the
flavor of controversy and change that is a normal part of audit practice.

S
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Each chapter begins with a list of major topics to allow the student to
anticipate the subjects to be learned. Assignments for each chapter begin
with review questions which specifically cover the essential details of major
topics. Students may use the review questions to test their own understand-
ing, or the questions may be used as surprise quizzes by the instructor.
Assignments are an integral part of this book. Discussion problems in each
chapter involve the thoughtful application of concepts rather than repetition
of matters explained in the chapter. The relation between discussion problems
and chapter coverage has been strengthened. Most chapters also contain one
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or more cases, which are more comprehensive or more involved than discus-
sion problems.
The book is divided into the same four parts as past editions:

1. The Audit Profession
2. The Audit Process

3. Audit Examinations
4. Audit Reports

Part One, on the audit profession, is relatively unchanged except for being
updated for current developments. Significant additions are explanations of
congressional interest in the profession and prominent legal cases.

Part Two is substantially changed. There are three chapters:

1. Elements of the Audit Process
2. Audit Planning
3. Computer, Statistical, and Other Specialists

The elements of the audit process are evidence, procedures, work papers, and
the components of the accounting process and its relation to auditing.

The chapter on audit planning is substantially new. It covers audit strategy,
detailed program planning, and assigning and scheduling audit staff. Audit
strategy introduces the major steps in the audit:

1. Understanding the client

2. Study and evaluation of accounting control
3. Tests of transactions

4. Tests of balances

5. Completion and review

These steps in the audit provide the framework for Part Three, on audit
examinations. The discussion of alternative audit strategies includes consid-
eration of materiality and audit risk and related decisions that must be made
in planning and scheduling audit tests.

The chapter on computers and statistical sampling is a departure from past
editions and from the approach in most other auditing textbooks. The subjects
are presented as specialties that require expert knowledge and advanced
training to apply in practice. For some time it has been accepted that there are
too many important topics to cover in an auditing course to permit review of
topics covered in other courses. For example, accounting systems and ac-
counting standards are covered in auditing only to the extent needed to
explain the auditor’s interest in them.

The emphasis in the chapter on computers and statistical sampling is on the
auditing aspects of the subjects. It is assumed that students have had a
statistics course and are familiar with random-number tables and formulas to
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compute standard deviation and sample size. These details are not repeated.
No auditing textbook has ever equipped students to apply statistical sampling
or to run a computer audit program. In practice, specialists are needed for
most applications. The effect of EDP on internal control is explained in the
chapter on the study and evaluation of accounting control. However, for use
of both computers and statistical sampling in audit tests coverage is confined
to basic concepts.

For those with a particular interest in developing more detailed knowledge
of statistical sampling, we recommend Donald M. Robert’s Statistical Audit-
ing, published by the AICPA in 1978. There are also several fine books
available on computers and auditing. We do not discourage attention to these
subjects. However, we believe the first auditing course should concentrate on
the basics of auditing,.

Part Three presents the audit of financial statements using the framework
introduced in Part Two. We believe this approach has several advantages. The
student is able to achieve an integrated understanding of the logic of the
audit. This understanding is fragmented by the traditional approach organ-
ized around specific general ledger accounts.

The framework is suitable for almost all audits. The size of the client firm
and that of the CPA firm conducting the audit do not make the framework
inapplicable. The approach to auditing which emphasizes the accounting
system and organizes the audit around transaction cycles is explained and fits
within the framework. However, the framework presented also accommo-
dates other approaches. Thus, the framework is flexible and adequately
describes the approaches used by most CPA firms; it is not tailored to the
practice of any one firm.

Finally, this framework creates economies in the coverage of material
which permit saving space in the book and time in teaching the course. One of
the biggest problems in teaching auditing is still cramming into one course all
the essential knowledge on the rapidly expanding field of auditing.

Statements on Auditing Standards published by the American Institute of
Certified Public Accountants are the official literature of auditing in the
United States. A thorough understanding of SASs is an indispensable part of
the working knowledge of an independent auditor. Since the publication of the
second edition of this book, twenty-one additional SASs have been issued. All
of them are covered in this edition. Inevitably, there will be many more SASs
before the next edition. We recommend that instructors supplement the book
by assigning current SASs. There is no substitute for first-hand contact with
pronouncements.

The Auditing Standards Executive Committee, the senior technical com-
mittee of the AICPA that issues SASs, is discussed in Chapter 3. Other
chapters introduce relevant SASs. For ease of presentation, this book refers
only to original pronouncements. SASs are also available in codified volumes.
The loose-leaf service Professional Standards (Volume 1) is continually
updated as new SASs are released. The AICPA publishes a bound version of
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the loose-leaf service annually and also publishes a separate codification of
current SASs. The choice between original pronouncements and one of the
codified versions is a matter of personal preference. To avoid long and
cumbersome citations we have not included dual references. Original pro-
nouncements can easily be located in the codified versions. For example, SAS
No. 2 is now AU Section 509, which can be determined by reference to
Appendix B of one of the codified versions.

One of the advantages of an official literature is uniformity of terms. In this
book, extensive reliance is placed on the terms for audit tests and the basic
approach to auditing found in SASs. This book introduces a minimum of
original terms. Particularly in the chapters on the study and evaluation of
accounting control, tests of transactions, and tests of balances the discussion
rests on the basic concepts and terms introduced in SAP No. 54, and now
found in SAS No. 1, Section 320.

The discussion of tests of transactions and tests of balances emphasizes the
auditor’s objectives in making tests and contains expanded coverage of the
auditor’s approach to reviewing management’s selection and application of
accounting principles and evaluating management’s judgments in making
accounting estimates.

Part Four, on audit reports, has been substantially rewritten to reflect
changes in reporting practice and new SASs. The last chapter includes
coverage of the final report of the Commission on Auditors’ Responsibilities.

As in past editions, we owe a substantial debt to the AICPA for permission to
use its copyrighted materials. The importance of SASs has been mentioned.
The AICPA’s Code of Professional Ethics is reproduced in its entirety.
Concepts of Professional Ethics appear in Chapter 3. The Rules of Conduct
and Interpretations of Rules of Conduct appear in the Appendix, along with
proposed changes to the Code that were being voted on by the AICPA
membership as this book went to press. Assignments for each chapter contain
many problems from past Uniform CPA Examinations.

In addition, we thank the Canadian Institute of Chartered Accountants for
allowing us to use problems from Canadian CA examinations, and the
Institute of Management Accounting of the National Association of Account-
ants for use of CMA problems.

For convenience the pronoun “he” has been used throughout this book to
refer nonspecifically to the auditor. We are aware that many women are also
active and successful in auditing practice and we do not intend to exclude
them through the traditional choice of pronoun. In fact, we take pleasure in
noting that public accounting is increasingly an excellent career opportunity
for women. However, for ease of expression we have adopted the practice,
which is predominant in auditing literature, of using the pronoun “he.”

John J. Willingham
D. R. Carmichael
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Part
One

The Audit Profession




Our society is an organizational society.
We are born in organizations, educated by
organizations, and most of us spend much
of our lives working for organizations. We
spend much of our leisure time paying,
playing, and praying in organizations.
Most of us will die in an organization, and
when the time comes for burial, the larg-
est organization of all—the state—must
grant official permission.

In contrast to earlier societies, modern
society has placed a high moral value on
rationality, effectiveness, and efficiency.
Modern civilization depends largely on
organizations as the most rational and
efficient form of social grouping known.
By coordinating a large number of human
actions, the organization creates a power-
ful social tool. It combines its personnel
with its resources, weaving together lead-
ers, experts, workers, machines, and raw
materials. At the same time it continually
evaluates how well it is performing and
tries to adjust itself accordingly in order
to achieve its goals. . .. All this allows
organizations to serve the various needs
of society and its citizens more efficiently
than smaller and more natural human
groupings, such as families, friendship
groups, and communities.!
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Organizations achieve their goals through the use of human and economic
resources. Most often, economic resources are entrusted to the organization
by groups or individuals outside it; frequently these outsiders are quite remote
from internal operations. Thus, organizations must issue stewardship reports
on resource administration—source, quantity, allocation, accumulation, and
depletion.

A primary function of the public accounting profession is to render inde-
pendent and expert opinions on these stewardship reports based on an ex-
amination of the objective evidence underlying the data reported. This
examination—called an audit—is the central subject of this book.

This chapter explains some of the concepts that are important for under-
standing the audit function. Its topics include:

1. The origin of independent audits in the United States

2. The meaning and significance of the standard report issued at the comple-
tion of an audit

3. The nature of the independent auditor’s relationships to clients and other
users of his work

4. Other types of audits

HISTORY OF THE AUDIT FUNCTION

Audits have been performed at least since the fifteenth century. The exact
origin of audits of financial reports is in dispute, but it is known that as early
as the fifteenth century auditors were called on to assure the absence of fraud
in the records kept by stewards of wealthy household estates in Fngland.
While its origins are ancient, development of the audit function has occurred
most rapidly in the last century.

Independent Audits Prior to 1900

The origin of the audit function in North America is decidedly British.
Accountancy as a profession was introduced on this continent by the British
during the second half of the nineteenth century. North American account-
ants adopted the British form for audit reports and British procedures for
carrying out examinations.
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In the United Kingdom then, as todav, public corporations were formed
under a national law known as the Companies Act. All public companies must
abide by this law. When the audit function was exported to the United States,
the British form of reporting was adopted even though there were no compa-
rable United States statutes. In addition, while British public companies were
required to have audits, American companies were not. Even todav. the state
laws under which United States corporations are formed generally do not
require audits. Rather, audit requirements generally arise from requirements
of stock exchanges, regulations of the Securities and Exchange Commission,
and general acceptance of the usefulness of an independent auditor’s opinion
on financial representations,

The absence of statutory requirements for audits to be submitted to stock-
holders resulted in nineteenth-centurv audits that varied from balance sheet
audits to full, detailed examinations of all accounts of corporations. An auditor
was engaged usually by management or the board of directors of a corpora-
tion, and his report was addressed and directed to these insiders rather than
shareholders. Reports to shareholders on the representations of management
were not common. Instead, the corporate managers were interested in being
assured by the auditors that fraud and clerical errors had not occurred.

Twentieth-Century Developments

By 1900 the industrial revolution was approximatelv 50 years old and industri-
al companies had expanded greatly in size. There were many more absentee
stockholders, many of whom began to receive auditors’ reports. Many of these
new stockholders did not understand the significance of an auditor's work,
and misunderstanding was widespread even among businessmen and bank-
ers. In fact, it was widely believed that the auditor’s opinion was a guaranty of
the accuracy of financial statements.

The American accounting profession developed rapidly after World War 1.
Continued misunderstanding of the independent auditor’s function was so
widespread that in 1917 the Federal Reserve Board published in the Federal
Reserve Bulletin a reprint of a document prepared by the American Institute
of Accountants (which became the American Institute of Certified Public
Accountants in 1957) dealing with uniform accounting. This United States
technical pronouncement was the first of many to be issued by the American
profession throughout the twentieth century.

During a major portion of the current century CPAs drafted their reports
with little formal guidance. In this century, however, the profession rapidly
developed common report language through the AICPA. Common report
language is so well developed today that audit reporting is no longer a writing
exercise; it is a decision process. There are a limited number of alternative
types of reports from which an auditor can choose. and once he has made a
decision about the type of opinion to render in a specific situation, he can
select the report form designated to express that opinion.
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THE AUDIT REPORT

The contemporary audit report, like any other report, is essentially a commu-
nication device. Through the report the auditor conveys, in summary form, his
professional judgment on the client’s representations in the financial state-
ments. The auditor’s task is to clearly and concisely present a highly technical
subject to a variety of interested readers.

The Standard Report

The wording of the auditor’s standard report usually follows the pattern
recommended by the Committee on Auditing Procedure of the AICPA in 1948.
The wording has changed only slightly since that time to allow for changes in
financial reporting policies. The currently recommended report form is used
by almost all CPAs. Since the specific words and phrases in the report have an
established meaning, use of the precise wording serves the ends of concise-
ness and clarity.

A typical example of an auditor’s standard report is shown in Figure 1-1.
The standard report makes two general representations:

1. A statement of fact that the scope of the examination was adequate to
enable the auditor to form an opinion on the statements

2. An informed, expert opinion that the statements present fairly the finan-
cial position, results of operations, and changes in financial position in
conformity with generally accepted accounting principles consistently
applied

Report of Certified Public Accountants

The Board of Directors
Texas Instruments incorporated

We have examined the consolidated bai-
ance sheet of Texas Instruments Incorporat-
ed and subsidiaries at December 31, 1977
and 1976, and the related consolidated
statements of income and retained earnings
and changes in financial position for the
years then ended. Our examinations were
made in accordance with generally accepted
auditing standards and, accordingly, includ-
ed such tests of the accounting records and
such other auditing procedures as we con-
sidered necessary in the circumstances

In our opinion, the financial statements
referred to above present fairly the consoli-
dated financial position of Texas Instruments
Incorporated and subsidiaries at December
31, 1977 and 1976, the consolidated results
of its operations, and the changes in its
consolidated financial position for the years
then ended, in confarmity with generally ac-
cepted accounting principles applied on a
consistent basis during the period.

Arthur Young & Company
Dallas. Texas
January 30, 1978

Figure 1-1: A typical auditor's standard report




8 THE AUDIT FUNCTION

The auditor’s report contains two distinct parts: the scope paragraph and the
opinion paragraph. These paragraphs contain a number of key words and
phrases which concisely express the responsibility assumed by the auditor in
rendering his report.

The Scope Paragraph  In the scope paragraph the auditor makes certain statements of
fact about the audit.

“We have examined’ This phrase emphasizes the point that an audit was
performed. An auditor cannot express an opinion on financial statements
without first conducting an audit.

“The balance sheets . . . and the related statements of income and retained
earnings and changes in financial position” An auditor must clearly
identify the statements covered by his report. The financial statements
accompany the auditor’s report and should be securely bound under the same
cover. The standard report applies to profit-seeking organizations. For other
types of organizations, appropriate modification of the identification of the
statements and other aspects of the report is required.

“Of XYZ Company” This phrase directs attention to the fact that the
financial statements are the representations of the client, not the auditor.
Management, not the auditor, is primarily responsible for the adequacy and
accuracy of the statements. Although the auditor may draft the statements
himself, he does so on behalf of the client.

“Generally accepted auditing standards” By stating he has complied with
generally accepted auditing standards the auditor represents that an exami-
nation adequate to support an opinion on the financial statements was
performed with professional competence by properly trained persons. Gener-
ally accepted auditing standards are listed and discussed in detail in Chapter
3, and a major portion of this text is concerned with the meaning of these
standards.

“Tests of the accounting records” An audit does not involve an examination
of 100 percent of the accounting records. This phrase emphasizes the fact that
an audit involves tests of selected underlying data rather than a complete
review of all such data. The subordinate position of this phrase also indicates
that, while the examination includes tests of the records, it is centered on the
financial statements. The accounting records are examined because they
represent data underlying the statements.

“Procedures . . . considered necessary in the circumstances’ This phrase
emphasizes the importance of professional judgment. Tests and procedures
should be tailored to the specific circumstances of a particular engagement.
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On the other hand, generally accepted auditing standards are applicable to
everv engagement.

The Opinion Paragraph In contrast to the scope paragraph, the opinion paragraph is
not a statement of fact. This is made clear by the first key phrase.

“In our opinion” An auditor's opinion is an expression of his informed
judgment. His conclusions are not the same as absolute certainty. The
auditor is an expert in the fields of accounting and auditing. Therefore, his
opinion carries substantial weight. Nevertheless, he cannot ensure or warrant
the accuracy of the financial statements.

“Present fairly . . . generally accepted accounting principles” The audi-
tor does not state that the statements are true and correct. Financial state-
ments necessarily are the result of estimates and approximations, Their
precision cannot be absolute. On the other hand, the auditor can conclude that
the statements are free from material misstatements and omissions. Note
that the auditor must form a conclusion not only on the freedom of the
statements from material misstatement, but also on their freedom from
material omissions. Financial statements may be misleading if they do not
contain all the information necessary to interpret them properly. For example,
the existence of contingent liabilities might significantly influence decisions
based on the statements.

Recently, court decisions and critics of the public accounting profession
have raised the issue of whether the auditor's opinion includes a judgment
on fairness separate from conformity with generally accepted accounting
principles. Those who raise this issue confuse the broad concept of generally
accepted accounting principles with specific pronouncements on accounting
by an authoritative body. Unfortunately, there is some basis for the belief that
the letter of some accounting pronouncements has been adhered to while their
spirit has been violated. However, “fairness” is too loose a term to provide a
practical basis for evaluating the presentation of financial information with-
out some specific guide, such as generally accepted accounting principles.

Statement on Auditing Standards No. 5 was issued to explain the judgments
an auditor makes in forming an opinion on fair presentation in conformity
with generally accepted accounting principles. Paragraph 4 identifies the
following judgments:

1. The accounting principles selected and applied have general acceptance.

2. The accounting principles are appropriate in the circumstances.

3. The financial statements, including the related notes, are informative of
matters that may affect their use, understanding, and interpretation.

4. The information presented in the financial statements is classified and
summarized in a reasonable manner, that is, neither too detailed nor too
condensed.



