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Preface

AUDITING: A PROFESSION IN TRANSITION

The accounting profession has entered a period of rapid and extensive change
and accountants are struggling to formulate a strategy for coping with the
economic forces confronting the profession in the 1990s and beyond. The nature
of information available to investors, and the rate at which new information
influences investment decisions, has created new challenges for accountants and
auditors who must meet the expectations of information producers and users.
The threat of litigation and pressure from clients to minimize fee increases is
causing many accounting firms to seriously rethink and reengineer how they
plan and perform the audit and how they deliver their services to their clients.
At the same time, accountants are investing in technology and skills that allow
them to expand the set of services available to the client. One indication of this
trend is the increased emphasis on specialization by focusing on industry issues
and/or consulting skills. Information technology is impacting every facet of the
practice of accounting and auditing as evidenced by a trend to paperless audits,
the use of Internet communications and utilization of large databases.

One area where these forces are most potent and immediate is in the area
of internal control. With the publication of Internal Control: Integrated Framework
by the Committee of Sponsoring Organizations (COSO) of the Treadway Com-
mittee, accountants have acknowledged that they must be alert to the nature of
internal control in all facets of a client’s organization, not simply as it relates
to the reliability of financial information. Issues of efficiency, effectiveness and
compliance with laws and regulations must be adequately considered in design-
ing and evaluating internal control within an organization. Uncontrolled busi-
ness risks that confront an organization have a potential impact on the audit,
even if the connection between the risk and the financial statements is indirect
or delayed. Auditors can no longer close their eyes to issues of control and hide
behind the idea that they are performing “substantive” audits.

The planning and execution of an audit is changing quickly. Risk assessment
has become the driving force behind the way an audit is conducted. Auditors
are being forced to more directly address the issue of fraud and the acceptability
of clients is now closely examined. Controls are obviously critical to preventing
and detecting fraud. Furthermore, the emphasis on controls and technology is
causing the auditor to look more seriously at the internal controls that relate to
audit planning. Voluminous, routine transactions tend to be processed accu-
rately when appropriate information technology is in place and subject to good
controls. By recognizing this fact in audit planning, the auditor can redirect his
or her resources to risky areas that are nonroutine, uncommon and subjective.
This perspective has led to a reduction in the tests of transactions and tests of
account details performed by auditors. On the other hand, the use of analytical
and computer-assisted procedures have increased because auditors have recog-
nized the power of such tests at the same time that the technology for performing
such tests has improved.
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iv Preface

This book was written with many of these forces in mind. A textbook has
the potential to influence the way that the next generation of professionals think
about their responsibilities and abilities; it should not be limited to reciting
current practice. It is hoped that the topics and structure of this book will strike
an effective balance among the “why it is s0” of auditing theory, the “how it
is done” of current auditing practice and the “what’s next” of the profession’s
future.

UNIQUE FEATURES

This book has numerous unique features:

Comprehensive but streamlined coverage of the audit process: A primary
feature of this book is that it provides comprehensive coverage of the audit
process, including some topics that are not well developed in most other text-
books, while remaining relatively short. This is accomplished by emphasizing
the conceptual and judgmental nature of the audit process and minimizing the
presentation of minutia that tends to obscure the essence of the process. Nev-
ertheless, all key concepts and aspects of the audit are presented with realistic
and practical illustrations.

Emphasis on auditing as a judgment process: The audit process is presented
as a complex judgment and decision process, rather than a standards-driven
mechanical process. The foundation for the audit process is presented in Chapter
2, where the key elements (assertions, objectives, procedures and evidence) and
concepts (risk, materiality and evidence) are presented and illustrated. In vir-
tually every chapter, key decisions are presented conditional on factors that
must be evaluated using professional judgment. Chapter 13 develops the issues
of professional judgment in greater detail by presenting auditing as a decision
process subject to a set of individual (personal ethics), institutional (code of
conduct) and economic constraints (legal liability).

Emphasis on understanding the client’s operations and risks: An effective
audit requires a thorough understanding of the client’s operations and the
industry in which it operates. This perspective is mentioned in all textbooks but
other texts rarely provide guidance on how such an understanding should be
obtained. Chapter 4 presents an in-depth, structured approach for identifying
the critical processes and risks within the client’s organization that may have
an impact on audit planning. This approach is based on models of strategic
planning that have been adapted to the concerns of the auditor and provide an
excellent foundation for understanding the forces that affect the client. Also,
Chapter 3 discusses understanding the client in the context of engagement
acceptance.

Heavy emphasis on the role of internal control: Auditors are becoming more
sensitive to the need for good internal control in all organizations, as well as
the impact of internal control on good audit planning. This is partially due to
the nature of many unfortunate audit failures that have occurred in the past.
This book adopts the broad approach to internal control that is embodied in the
COSO report and has been accepted as part of the professional standards of
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auditing (Statement on Auditing Standards No. 78). Broad-based discussions of
internal control appear throughout the book. Controls used by management to
increase the effectiveness and efficiency of the organization are discussed in
Chapter 4 as part of understanding the client’s operations. Process controls
related to transaction flows are discussed in Chapter 5. Furthermore, internal
controls are presented and discussed in the context of audit planning for each
segment of the audit (Chapters 8 through 10).

In-depth discussion of analytical procedures: The approach to audit planning
and evidence gathering presented in this book presumes that auditors will
utilize analytical procedures as a significant source of audit evidence whenever
possible. Chapter 6 is devoted to preliminary analytical procedures that are used
for risk assessment prior to audit planning. This chapter presents a comprehen-
sive and in-depth illustration of how an auditor can use such procedures to
identify risk areas in the audit. Substantive analytical procedures are also dis-
cussed in each audit segment (Chapters 8, 9 and 10).

Integration of information technology in the discussion of client processes:
There are very few organizations that do not rely to some extent on information
technology. The distinction between “manual” and “computer” systems is
becoming meaningless and artificial as organizations adopt information technol-
ogy throughout their processes. One of the presumptions underlying the audit
process as presented in this book is that the auditor must be comfortable in a
wide range of technology environments, ranging from simple desktop systems
to fully integrated mainframe systems. The attributes and concepts of auditing
apply to the entire range of information systems. This book does not make an
explicit distinction between manual systems and computer-based systems. This
perspective is reflected in the numerous examples of transaction processing and
internal controls presented throughout the text which intermingle manual and
computer-based activities.

Integration of audit research results where appropriate: The results from various
lines of auditing research have been integrated into the text where appropriate.
All chapters include a list of suggested readings of appropriate academic ar-
ticles. Of particular interest is the discussion of bankruptcy prediction models
in Chapter 11 and auditor judgment research in Chapter 13. Appreciation of this
material does not require a research background, however.

Introduction of expanded assurance services: Many accounting firms are
working to expand their revenue base by offering assurance services that go
beyond the traditional audit of financial statements. Attestation in general
may provide many such opportunities. The expansion of such services and the
general characteristics that make attestation feasible are the specific topics of
Chapter 14.

Integration of original cases: Since this book emphasizes auditing as a judgment
and decision process, numerous complex cases have been provided that cover
virtually all of the major topics in the book. These cases are designed to be
integrative, often simultaneously drawing on material presented in different
chapters. The instructor’'s manual cross-references each case to the appropriate
chapters and provides many suggestions on how the cases may be used effec-
tively. Unlike many auditing cases that are currently available, these cases do
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not emphasize audit failures but focus on specific decisions within the audit
process. Many of the cases include facsimile workpapers for the student to
evaluate.

ORGANIZATION

The organization of this book is based on the logical flow of the audit process
and has four main sections:

An overview of the conceptual structure of the audit process
Risk assessment in the audit process

Evidence gathering and evaluation

Special topics

Chapters 1 and 2 present the conceptual structure of the audit process and
highlight the logical approach to audit planning, evidence gathering and evi-
dence evaluation that is the foundation for any attest engagement. These
chapters introduce the significant elements of the audit process: assertions,
objectives, audit procedures and audit evidence. They also define and illustrate
the three key concepts of audit judgment that influence all auditor decisions:
risk, materiality and evidence.

Chapters 3 through 7 cover the risk assessment procedures of the audit,
culminating with the audit plan for gathering substantive evidence. Specifically,
Chapter 3 discusses the auditor’s responsibilities, evaluation of prospective
clients and preliminary risk assessment procedures. Chapter 4 illustrates tech-
niques for obtaining an understanding of the client’s industry and operations
and, in conjunction with Chapter 5, addresses the critical issue of evaluating
internal control. The discussion of internal control incorporates the COSO per-
spective. An appendix to Chapter 5 discusses the relationship of information
technology to internal control in detail. Chapter 6 introduces analytical tech-
niques for assessing risks. An appendix to this chapter introduces the use of
regression modeling as an analytical audit technique. Finally, Chapter 7 dis-
cusses how to integrate the auditor’s understanding of risk and materiality so
as to prepare an audit plan for obtaining substantive evidence.

Chapters 8 through 11 cover the substantive portion of the audit, ending
with a discussion of evidence evaluation and the auditor’s reporting require-
ments. Each major area of the client is discussed in a separate chapter: revenue
processes (Chapter 8), resource acquisition processes (Chapter 9) and inventory
and financing processes (Chapter 10). Chapter 11 discusses wrapping up the
audit and reporting the results to interested parties. An appendix to Chapter
11 discusses the auditor’s evaluation of going concern issues in detail, including
predictive modeling approaches.

The final section of the book covers a number of topics in greater depth. In
Chapter 12, we discuss the use of statistical methods for evaluating audit evi-
dence including sampling for tests of controls (attribute sampling), sampling for
tests of account details (dollar unit sampling) and judgmental sampling. Chapter
13 reexamines the issue of auditing as a judgment process. This chapter presents
the audit process as a sequence of judgments and decisions subject to constraints
imposed by personal ethics, the professional code of conduct and responsibilities



Preface vii

imposed by the legal system. The final chapter, Chapter 14, addresses the ex-
pansion of attestation services to other areas beyond the traditional audit of
financial statements.
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