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OBJECTIVES

PREFACE

The sixth edition of Auditing: An Integrated Approach contains numerous changes
and revisions, but the objectives and emphasis remain essentially the same.

The book is an introduction to auditing for students who have not had signifi-
cant experience in auditing. It is intended for either a one-quarter or one-semester
course at the undergraduate or graduate level. The book is also appropriate for in-
troductory professional development courses for CPA firms, internal auditors,
and government auditors.

The primary emphasis in this text is on the auditor’s decision-making process.
We believe that the most fundamental concepts in auditing relate to determining the
nature and amount of evidence the auditor should accumulate after considering the
unique circumstances of each engagement. If a student of auditing understands the
objectives to be accomplished in a given audit area, the circumstances of the en-
gagement, and the decisions to be made, he or she should be able to determine the
appropriate evidence to gather and how to evaluate the evidence obtained.

Thus, as the title of the book reflects, our purpose is to integrate the most im-
portant concepts of auditing as well as certain practical aspects in a logical manner
to assist students in understanding audit decision making and evidence accumu-
lation. For example, the internal control structure is integrated into each of the
chapters dealing with a particular functional area and is related to tests of controls
and substantive tests of transactions; tests of controls and substantive tests of
transactions are, in turn, related to the tests of details of financial statement bal-
ances for the area; and statistical sampling is applied to the accumulation of audit
evidence rather than treated as a separate topic.

ORGANIZATION

The text is divided into six parts.

Part 1, The Auditing Profession (Chapters 1-4) The book begins with a descrip-
tion of the nature of auditing and auditing firms, the AICPA, and the SEC. In
Chapter 2, there is a detailed discussion of audit reports. It emphasizes the condi-
tions affecting the type of report the auditor must issue and the type of audit re-
port applicable to each condition under varying levels of materiality. Chapter 3 ex-
plains ethical dilemmas, professional ethics, and the AICPA Code of Professional
Conduct. Chapter 4 ends this part with an investigation of auditors’ legal liability.

Part 2, The Auditing Process (Chapters 5-10) The first two of these chapters deal
with auditors” and managements’ responsibilities, audit objectives, and general
concepts of evidence accumulation. In addition, Chapter 6 emphasizes analytical
procedures as an audit tool. The remaining chapters deal with planning the en-
gagement and the decision process the auditor goes through. Chapter 8 introduces
materiality and risk, and shows their effect on the audit. The study of the internal
control structure and assessment of control risk are discussed in Chapter 9, which
emphasizes a proper methodology for obtaining an understanding of the five
components of an internal control structure. Chapter 10 summarizes Chapters 5
through 9 and integrates them with the remainder of the text.
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Part 3, Application of the Auditing Process to the Sales and Collection Cycle
(Chapters 11-14) These chapters apply the concepts from Part 2 to the audit of
sales, cash receipts, and the related income statement and balance sheet ac-
counts. The appropriate audit procedures for accounts in the sales and collec-
tion cycle are related to the internal control structure and audit objectives for
tests of controls, substantive tests of transactions, and tests of details of bal-
ances. Students learn to apply attributes sampling to the audit of sales and cash
receipts, and monetary unit sampling and variables sampling to the audit of ac-
counts receivable.

Part 4, Auditing Complex EDP Systems (Chapter 15) This chapter covers un-
derstanding the internal control structure and assessing control risk for more
complex EDP systems, the audit of systems that include significant EDP appli-
cations, and auditing with or without the use of the computer. The emphasis in
this chapter is on the effect of more complex EDP on the way an audit is con-
ducted.

Part 5, Application of the Auditing Process to Other Cycles (Chapters 16-21)
Each of these chapters deals with a specific transaction cycle or part of a trans-
action cycle in much the same manner as Chapters 11 through 14 deal with the
sales and collection cycle. Each chapter in Part 5 is meant to demonstrate the re-
lationship of the internal control structure, tests of controls, and substantive
tests of transactions for each broad category of transactions to the related bal-
ance sheet and income statement accounts. Cash in the bank is studied late in
the text to demonstrate how the audit of cash balances is related to most other
audit areas.

Part 6, Completing the Audit and Offering Other Services (Chapters 22-24) This
set of chapters begins with summarizing all audit tests, reviewing working papers
and other aspects of completing the audit. The remaining two chapters deal with
various types of engagements and reports, other than the audit of financial state-
ments using generally accepted accounting principles. Topics covered include oth-
er audit engagements, attestation services, compilation engagements, internal au-
diting, governmental financial auditing, and operational auditing.

SUPPLEMENTS

XVi

PREFACE

Several supplements are available for faculty and/or students’ use.

Solutions Manual Solutions to all end-of-chapter review questions, multiple
choice questions, problems, and cases.

Instructor’s Resource Manual Items to assist the instructor in teaching the
course:

* Suggestions by the authors for effective ways to use each chapter
¢ Instructions for assignments and use of software templates

* Enlarged transparency masters for each chapter of key tables and figures in
the text

* Transparency masters for each chapter of figures not included in the text that
enhance learning.



Software Templates Problem materials from text converted to a computerized
format. Faculty members can assign identified problems for students to solve us-
ing their computer and the software templates. Available at no charge to adopters.

Test Items File Instructor-prepared multiple choice and matching questions and
answers. All questions are original and are not taken from professional examina-
tions.

Student Study Guide Prepared by Dennis L. Kimmell of Akron University. In-
cludes an outline of each chapter, multiple choice and other questions, and solu-
tions. It is available through book stores.

Computerized Practice Set—Lakeside Company: An Auditing Practice Case
Prepared by Joseph Hoyle and Richard Scott, includes actual practice in conduct-
ing an audit.
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LEARNING
OBJECTIVES

Thorough study of
this chapter will
enable you to:

1. Define and
explain auditing
(pages 1-3).

2. Distinguish be-
tween auditing and
accounting (pages
3-4).

3. Describe the three
primary types of
audits (pages 4-5).

4. Describe the pri-
mary types of au-
ditors (pages 6-7).

5. Discuss why
reducing information
risk is the prime eco-
nomic reason behind
the demand for
audits (pages 7-10).

6. Describe the re-
quirements for being
a CPA (pages 10-11).

7. Describe the
nature of CPA firms,
what they do, and
their structure
(pages 11-14).

8. Describe the key
functions performed
by the AICPA (pages
14-15).

9. Identify ways
CPAs are encouraged
to perform effec-
tively (page 16).

10. Use generally ac-
cepted auditing
standards as a basis
for further study
(pages 16-20).

11. Identify quality
control standards
and practices within
the accounting pro-
fession (pages 20-24).

12. Summarize the
role of the Securities
and Exchange
Commission in ac-
counting and audit-
ing (pages 24-25).

AN OVERVIEW OF
AUDITING

his chapter presents background information about the nature of

auditing and the major influences affecting auditing activities. The first

part of the chapter discusses auditing in the broad sense. It describes

what auditing is, why it is needed, and the various types of audits and
auditors. The remainder of the chapter focuses on audits performed for purposes of
external reporting by independent certified public accountants. It discusses the
nature of certified public accounting (CPA) firms, the influence of the American
Institute of Certified Public Accountants (AICPA), the nature of generally accepted
auditing standards and interpretations of the standards, quality control, and the role
of the Securities and Exchange Commission (SEC).

NATURE OF AUDITING

Auditing is the accumulation and evaluation of evidence about quantifiable infor-
mation of an economic entity to determine and report on the degree of correspon-
dence between the information and established criteria. Auditing should be done
by a competent independent person.

This definition includes several key words and phrases. Each is discussed in this
section and analyzed more extensively in later chapters. For ease of understanding,
the terms are discussed in a different order than they occur in the definition.

QUANTIFIABLE INFORMATION AND ESTABLISHED CRITERIA

To do an audit, there must be information in a verifiable form and some standards
(criteria) by which the auditor can evaluate the information. To be verifiable, the
information must be quantifiable. Quantifiable information can and does take
many forms. It is possible to audit such things as a company’s financial statements,
the amount of time it takes an employee to complete an assigned task, the total
cost of a government construction contract, and an individual’s tax return.



ECONOMIC ENTITY

ACCUMULATING
AND EVALUATING
EVIDENCE

COMPETENT,
INDEPENDENT
PERSON

REPORTING

The criteria for evaluating quantifiable information also vary. For example, in
the audit of historical financial statements by CPA firms, the criteria are usually
generally accepted accounting principles. To illustrate, this means that in the audit
of General Motors’ financial statements the CPA firm determines whether Gener-
al Motors’ financial statements have been prepared in accordance with generally
accepted accounting principles. For the audit of tax returns by the Internal Rev-
enue Service, the criteria are found in the Internal Revenue Code. In the audit of
General Motors’ corporate tax return by the Internal Revenue Service, the internal
revenue agent would use the Internal Revenue Code as the criteria for correctness,
not generally accepted accounting principles.

Whenever an audit is conducted, two aspects of the auditor’s responsibility must
be made clear: defining the economic entity and the time period. In most instances
the economic entity is also a legal entity, such as a corporation, unit of govern-
ment, partnership, or proprietorship. In some cases, however, the entity is defined
as a division, a department, or even an individual. The time period for conducting
an audit is typically one year, but there are also audits for a month, a quarter, sev-
eral years, and in some cases the lifetime of an entity.

Evidence is defined as any information used by the auditor to determine whether
the quantifiable information being audited is stated in accordance with the estab-
lished criteria. Evidence takes many different forms, including oral testimony of
the auditee (client), written communication with outsiders, and observations by
the auditor. It is important to obtain a sufficient quality and volume of evidence to
satisfy the purpose of the audit. Determining the types and amount of evidence
necessary and evaluating whether the quantifiable information corresponds to the
established criteria is a critical part of every audit. It is the primary subject of this
book.

The auditor must be qualified to understand the criteria used and competent to
know the types and amount of evidence to accumulate to reach the proper con-
clusion after the evidence has been examined. The auditor also must have an inde-
pendent mental attitude. It does little good to have a competent person who is biased
performing the evidence accumulation when unbiased information and objective
thinking are needed for the judgments and decisions to be made.

Independence cannot be absolute by any means, but it must be a goal that is
worked toward, and it can be achieved to the necessary degree. For example, even
though an auditor is paid a fee by a company, he or she is normally sufficiently in-
dependent to conduct audits that can be relied upon by users. Auditors may not
be sufficiently independent if they are also company employees.

The final stage in the audit process is the audit report, which is the communication
of the findings to users. Reports differ in nature, but in all cases they must inform
readers of the degree of correspondence between quantifiable information and es-
tablished criteria. Reports also differ in form and can vary from the highly techni-
cal type usually associated with financial statement audits to a simple oral report in
the case of an operational audit done of a small department’s effectiveness.

2 PART1 THE AUDITING PROFESSION



