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PREFACE

The second edition of Auditing provides a carefully balanced presentation of auditing
theory and practice. Written in a clear and understandable manner, it is appropriate for
students with no audit experience. The text’s approach is to integrate auditing material
with that obtained by students in previous courses in accounting systems and in financial
and managerial accounting.

Auditing is well suited for the introductory one-semester or one-quarter course. Alter-
natively, key chapters may be covered in greater detail in a first course, with other chapters
being included in a subsequent auditing course. One way to divide the information is to
cover in the second course the second sampling chapter (Chapter 11), cycles other than the
revenue cycle (Chapters 14 through 17), and other responsibilities (Chapters 19 and 20).
In this way the first course would include professional responsibilities, design of an audit,
the fundamentals of audit sampling, and extensive coverage of the revenue cycle.

While the text stresses accounting systems with computerized applications throughout,
it recognizes the reality that most accounting systems are not computerized or manual, but
are composed of a combination of computerized and manual subsystems. Accordingly, the
text illustrates these types of systems.

ORGANIZATION OF TEXT

The textbook is divided into five major parts:

Part Title Chapters
L Professional Responsibilities 1-5
IL. The Design of Audits 6-8
III.  Technology and Sampling Approaches 9-11
IV.  Testing Controls and Performing Substantive Tests 12-18

V. Other Responsibilities 19-20
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The chapters are written to stand alone, with the exceptions of Chapters 11 and 13 on
sampling and the revenue cycle, respectively, which rely upon the chapter that precedes
them. Therefore, various combinations and ordering of chapters may be used.

Part I—Professional Responsibilities. ~ The opening chapters describe the role and pro-
fessional responsibilities of auditors. Rather than focus only on audits of financial state-
ments, the discussion in the first chapter covers the broad concepts of the attest function,
and illustrates how audits of financial statements relate to that function. Chapter 2 covers
the professional standards that provide the overall measures of performance for audits
and various other types of attest engagements. Chapter 3, on audit reports, presents the
various reporting responsibilities when audits of financial statements are performed.
Chapter 4 discusses ethical standards and emphasizes emerging and controversial issues
that illustrate the need for judgment in evaluating situations that might impair the
auditors’ independence. An up-to-date description of the legal liability of auditors in the
1990s, including the Private Securities Litigation Reform Act of 1995, is presented in
Chapter 5.

Part 1I—The Design of Audits.  Chapter 6 presents the audit risk model with its compo-
nents of inherent risk, control risk, and detection risk. It also describes the nature of audit
evidence and includes an integrated discussion of the relationships among audit risk, the
components of audit risk, financial statement assertions, and the nature, timing, and extent
of evidence. These relationships are emphasized throughout the remainder of the text.
Chapter 7 discusses the major factors to be considered in planning an audit, with an
emphasis on the critical aspect of assessing risk and has been updated to include discus-
sion of Statement on Auditing Standards (SAS) 82 on the auditor’s consideration of fraud
in a financial statement audit. Chapter 8 presents information on the auditors’ consider-
ation of internal control and has been reorganized to reflect changes made by SAS 78
which modifies SAS 55 to align the professional literature with the control criteria devel-
oped by the Committee of Sponsoring Organizations (COSO).

Part [1I—Technology and Sampling Approaches.  Chapter 9, on internal control in a
computer system, has been structured around the most recent professional pronounce-
ments (including SAS 78 and various recently issued Auditing Procedures Studies). While
all of the procedural chapters of the text incorporate discussions of accounting systems
with computerized operations, Chapter 9 emphasizes the auditors’ consideration of com-
puterized internal control systems ranging in sophistication from those using a single
microcomputer to those using complex, networked mainframe computers. Like Chapter 8,
it has been revised to reflect the COSO’s Integrated Framework.

Chapters 10 and 11 provide an easy-to-understand discussion of audit sampling, both
statistical and nonstatistical. Chapter 10, which many instructors may consider sufficient
topical coverage of the area, includes discussions of overall concepts, attributes sampling,
and the essentials of variables sampling. Chapter 11 has been restructured in the second
edition of the textbook to include three stand-alone modules on variables sampling—
classical methods, probability-proportional-to-size sampling, and nonstatistical sampling.
Any combination of these modules may be selected for inclusion in the course.
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Part IV—Testing Controls and Performing Substantive Tests. Information on testing
controls and performing substantive tests may be structured in several ways, including by
account or by transaction cycle. This text provides a cycles-based approach that attempts
to capture the essence of SAS 55 and 78 on internal control and the earlier SAS 3/ on
evidential matter. Since SAS 55 and 78 require auditors to assess control risk by assertion,
the text deals directly with assertions and avoids the intermediate stage of *‘internal
control” objectives.

Chapter 12 on the auditors’ consideration of internal control for the revenue cycle
illustrates a computerized system similar to those one might expect to encounter in
practice. The illustration is described in simple terms so students with a limited back-
ground in systems and computers can understand it. The inclusion of detailed systems
flowcharts in Chapter 12 facilitates very specific coverage of the cycle. Alternatively, the
flowcharts may be quickly covered in class, with increased emphasis on the broader
concepts. The material on substantive tests of the revenue cycle accounts, including sales,
receivables, and cash is presented in Chapter 13. Chapters 14 through 17 provide similar
coverage for the other accounting cycles. All of these chapters have been revised to reflect
the CSO framework. Finally, Chapter 18 includes information about auditing the opera-
tions of the company and completing the audit.

Part V—Other Responsibilities. ~ Chapter 19 presents a discussion of other attest and
nonattest services provided by Certified Public Accountants. Chapter 20, on internal,
operational, and compliance auditing, describes the professional standards of internal
auditors, the purpose and nature of operational audits, and various types of compliance
audit engagements. Compliance auditing continues to gain importance as auditors receive
increasing requests from Congress and regulatory agencies to audit for compliance with
laws and regulations, especially those relating to the use of taxpayers’ funds.

FEATURES OF THIS TEXT

This text includes a variety of features to enhance the learning experience:

Chapter Objectives provide a concise presentation of each chapter’s most important
concepts.

Keystone Computers & Networks, Inc. is the text’s Illustrative Audit Case. It is
based on an actual company and begins in the planning chapter (Chapter 7). It continues in
Chapters 12, 13, 14, and 18 (case only). Keystone both illustrates audit methods and
provides realistic, thought-provoking case exercises. Although each portion of the case is
designed to stand alone, if used in combination, it will help the student develop problem-
solving activities in planning (Chapter 7), asessing internal control over the revenue and
acquisition cycles (Chapters 12 and 14), testing account balances (Chapter 13), and
completing the audit (Chapter 18). In addition to incorporating the use of computerized
accounting applications, the case integrates the fundamentals of audit sampling.

Illustrative Cases use actual business and accounting examples to illustrate key chap-
ter concepts. The cases are boxed and appear throughout the text.
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Industry Focus Cases, new to this edition, use examples from specific industries to
provide students with detailed “‘real world™ illustration of points being emphasized in the
text. These cases show the importance of having a thorough knowledge of the audit
client’s business. Like the illustrative cases, these cases are boxed and appear throughout
the text.

International Auditing Standards are discussed as appropriate. These standards are
becoming increasingly significant as countries attempt to create international markets for
securities.

Key Terms Introduced or Emphasized is a glossary of each chapter’s most important
terms. The terms are boldface within the chapter and are defined at the end of the chapter.
Placing the definitions at the end of each chapter allows the student to quickly find the
meaning of unfamiliar terms while reading the material. The glossary also serves as an
excellent review tool and helps the student see how well he or she understands the major
ideas presented.

Illustrations, tables, and flowcharts are used throughout to enhance and clarify the
presentation. Chapter Summaries recap the most important information presented in the
chapter.

END-OF-CHAPTER PROBLEM MATERIAL

WWWw.

A combination of questions carefully selected to address each chapter’s objectives have
been written by the authors and adapted from various professional examinations. The
questions at the end of each chapter are segregated as follows: Review Questions, Ques-
tions Requiring Analysis, Problems, Research and Discussion Cases, and Audit Case
Exercises.

The Review Questions are closely related to the material in the chapter and provide a
convenient means of determining whether students have grasped the major concepts and
details contained in that chapter.

The Questions Requiring Analysis call for thoughtful consideration of realistic audit-
ing situations and the application of generally accepted auditing standards. A number of
these questions are taken from CPA and other professional examinations, and others
describe real-world audit situations. These questions, generally shorter than Problems,
tend to stress value judgments and conflicting opinions. New to this edition is a group of
questions in Chapters 7 and 13 that require students to use the Infernet to perform audit
research. The Internet problems are identified with a WWW logo in the margin.

Many of the Problems have been drawn from CPA and CIA examinations. In selecting
these problems, consideration was given to ones appearing in recent professional exams.
However, older questions are included when they are superior to others available.

Research and Discussion Cases involve controversial situations that do not lend
themselves to clear-cut answers. Students are required to research appropriate auditing and
accounting literature and to then apply critical thinking skills to logically formulate and
justify their personal positions on the issues involved in each case. The cases acquaint
students with the professional literature, develop research and communication skills, and
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demonstrate that several diverse, yet defensible, positions may be argued persuasively in a
given situation.

The Audit Case Exercises all pertain to the text’s continuing integrated case, Key-
stone Computers & Networks, Inc. While each exercise may stand alone, when used in
combination these case exercises lead the students from the original planning of an audit
through the process of performing tests of controls and substantive tests to evaluating the
audit results. Audit Case Exercises are included in Chapters 7, 12, 13, 14, and 18. A
Computer Disk of Spreadsheet Templates is available to be used in conjunction with
selected audit case exercises. The exercises with templates available may be identified by
a floppy disk logo in the margin.

REFERENCES TO AUTHORITATIVE SOURCES

Numerous references are made to the pronouncements of the American Institute of Certi-
fied Public Accountants (AICPA), the Institute of Internal Auditors (IIA), the Financial
Accounting Standards Board, the Governmental Accounting Standards Board, and the
Securities and Exchange Commission. The cooperation of the AICPA and the IIA in
permitting the use of their published materials and of questions from the CPA and CIA
examinations brings to an auditing text an element of authority not otherwise available.

SUPPLEMENTS

A Study Guide, written by the text’s authors, enables students to review text material and
to test their understanding. The guide includes a summary of each chapter’s highlights and
an abundance of objective questions and exercises. Since the guide includes answers to the
questions and exercises, it provides immediate feedback to students.

Our Instructor’s Lecture Guide includes topical outlines of each chapter, the authors’
personal comments on each chapter, and numerous instructional aids, including transpar-
ency masters. A Solutions Manual includes thorough and up-to-date solutions to the
text’s questions, problems, and exercises.

The Test Bank includes both original questions and problems, and questions adapted
from various professional examinations. It has been significantly expanded in this edition
by the inclusion of more than 100 additional multiple choice questions, with approxi-
mately 1/2 author-prepared and 1/2 from recent professional exams; in addition, the
number of essay type questions has been significantly increased.

Computest3 is the computerized version of the test bank. This advanced-feature test
generator allows the instructor to add and edit questions; save and reload tests; create up to
99 versions of each test; attach graphics to questions and answers; import and export
ASCII files; and select questions based on type, level of difficulty, or keyword. Com-
putest3 provides password protection of saved tests and question databases and can run on
a network. It is available on 5.25 and 3.5 disks.

Powerpoint Presentations are available to assist in classroom presentations.
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CONTRIBUTIONS BY OTHERS

Many people have made valuable contributions to this textbook. Special thanks are offered
to John Broughton, CIA, CISA, CMA, for his assistance in the revision of Chapter 9 on
internal control in a computerized system. The work of Donald A. Schwartz, J.D., CPA, of
National University in developing the software supplement for the audit case exercises is
especially appreciated. In addition, our sincere thanks is extended to the many professors,
practitioners, and governmental regulators who have offered helpful suggestions for this
text. Especially helpful were the advice and suggestions of the following reviewers:

Professor Sherri Anderson
Sonoma State University

Professor Rich Brody

Central Connecticut University
Professor Randy Elder
Syracuse University

Professor Steve Kaplan
Arizona State University
Professor Keith Moreland
University of Michigan—rFlint
Professor Jane F. Mutchler
Penn State University
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