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The 19th edition of Principles of Auditing & Other Assurance Services provides a care-

fully balanced presentation of auditing theory and practice. Written in a clear and under-

standable manner, it is particularly appropriate for students who have had limited or no 

audit experience. The approach is to integrate auditing material with that of previous 

accounting f nancial, managerial, and systems courses.

The text’s f rst nine chapters emphasize the philosophy and environment of the audit-

ing profession, with special attention paid to the nature and economic purpose of auditing, 

auditing standards, professional conduct, legal liability, audit evidence, audit planning, 

consideration of internal control, and audit sampling. Chapters 10 through 16 (the “pro-

cedural chapters”) deal with internal control and obtaining evidence about the various 

f nancial statement accounts, emphasizing a risk-based approach to selecting appropriate 

auditing procedures. Chapter 17 presents the auditors’ reporting responsibilities when 

performing f nancial statement audits. Chapter 18 provides detailed guidance on inte-

grated audits of public companies performed in accordance with the Sarbanes-Oxley 

Act of 2002 and SEC requirements. Chapters 19 and 20 present the auditors’ reporting 

responsibilities and other attestation and accounting services, such as reviews and compi-

lations of f nancial statements and reports on prospective f nancial statements. Chapter 21 

presents coverage of internal compliance and operational auditing.

The text is well suited for an introductory one-semester or one-quarter auditing course. 

Alternatively, it is appropriate for a two-course auditing sequence that covers the mate-

rial in greater detail. For example, an introductory course might emphasize Chapters 1 

through 10, 16, and 17. A second course may include coverage of the other procedural 

chapters (Chapters 11 through 15); integrated audits (Chapter 18); other attestation and 

accounting services; and internal, operational, and compliance auditing (Chapters 19, 20, 

and 21). The instructor might also wish to consider covering portions of Chapter 9 on 

sampling in the second course, with or without ACL software. Overall, the text and sup-

porting materials provide:

 1. A balanced presentation. The text provides a carefully balanced presentation of 

auditing and assurance theory and practice. The concepts are written in a clear, con-

cise, and understandable manner. Real company examples are integrated throughout 

the text to bring this material to life. Finally, Keystone Computers & Networks, Inc., 

the text’s illustrative audit case, is integrated into selected chapters, providing students 

with hands-on audit experience.

 2. Organization around balance sheet accounts emphasized in previous accounting 
courses. Organizing the text around balance sheet accounts is a particularly straight-

forward and user-friendly way to address the risk assessment–based approach to audit-

ing required by both U.S. and international auditing standards. These standards require 

an in-depth understanding of the audited company and its environment, a rigorous 

assessment of the risks of where and how the f nancial statements could be materially 

misstated, and an improved linkage between the auditors’ assessed risks and the par-

ticulars of audit procedures performed in response to those risks. Chapters 5 through 

7 of the text describe the risk assessment approach in detail. Chapters 10 through 16 

are aligned with the risk assessment approach presented in the professional standards. 

Accordingly, the suggested audit approach and procedures of the professional stan-

dards f ow smoothly from the approach suggested in earlier chapters of the text. In 

short, our organization of the book facilitates student learning of the risk assessment 

process in a very straightforward manner. Also, although the text chapters are struc-

tured around balance sheet accounts, they include a signif cant amount of material on 

transaction cycles. For example, Chapters 10 through 13 include detailed coverage of 

revenue, cash receipts, acquisitions, and disbursements cycles.

Preface
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 3. CPA examination support. Both the text’s emphasis on current auditing standards 

and its many objective questions (both multiple choice and other objective format) are 

aimed at helping students pass the CPA exam. As discussed in detail in the following 

section, this edition has signif cantly expanded the number of task-based simulations 

like the ones included on the CPA exam.

 4. Strong student and instructor support. Both Connect® Accounting and the Online 

Learning Center provide instructors and students with a wealth of material to help 

keep students up-to-date. The Center also contains quizzes and other resources 

to help students in this course. The address of the Center (and the text Web site) is 

www.mhhe.com/whittington19e.

We are conf dent that the 19th edition of Principles of Auditing & Other Assurance 
 Services will provide students with a clear perspective of today’s auditing environment.

O. Ray Whittington
Kurt Pany

whi25613_fm_i-xxxii.indd   vwhi25613_fm_i-xxxii.indd   v 20/11/12   1:46 PM20/11/12   1:46 PM



Rev.Conf rming Pages

vi

 1 The Role of the Public Accountant in the 
American Economy

 2 Professional Standards

 3 Professional Ethics

 4 Legal Liability of CPAs

 5 Audit Evidence and Documentation

 6 Audit Planning, Understanding the Client, 
Assessing Risks, and Responding

 7 Internal Control

Key Features of the Book

Students in auditing need familiarity with auditing standards 

promulgated by three different bodies: (1) the AICPA’s Auditing 

Standards Board, (2) the Public Company Accounting Oversight 

Board, and (3) the International Auditing and Assurance Standards 

Board. While similar in most respects, key differences exist among 

these sets of standards. The text integrates discussions of the 

various standards, focusing on the differences, in a very readable 

manner.

This edition of the text has signif cantly expanded the number 

of task-based simulations included in the after-chapter problem 

material. These questions are designed to help students both to 

learn the material presented in the text and to prepare them to 

complete such questions on the CPA exam. Many of the task-based 

simulations are adapted from CPA exam questions released by the 

AICPA, and others were written by the authors to be similar to 

those released by the AICPA.

The fi rst nine chapters of the text emphasize 
the philosophy and environment of the 
profession, with special attention paid to the 
nature and economic purpose of auditing and 
assurance services, professional standards, 
professional conduct, legal liability, audit 
evidence, audit planning, consideration 
of internal control, audit sampling, audit 
documentation, and general records.

Chapter 1: Emphasizes the role of the public 
accountant, the structure of CPA fi rms, and 
the various types of audits and auditors. It also 
introduces the important concept of corporate 
governance and includes a brief history of 
the auditing profession, including up-to-date 
coverage of the Sarbanes-Oxley Act of 2002 
and the Public Company Accounting Oversight 
Board. 

Chapter 2: Includes detailed coverage of the 
new Principles Underlying an Audit Conducted 
in Accordance with Generally Accepted 
Auditing Standards, which replace the 10 
generally accepted auditing standards for 
audits of nonpublic companies. An appendix 
highlights a number of differences between 
international and U.S. standards.

Chapter 3: Updated to refl ect the most recent 
AICPA and PCAOB requirements.

Chapter 4: Clear, concise coverage of CPA 
legal liability based on suggestions by legal 
scholar Professor Marianne Jennings of 
Arizona State University.

Chapters 5 through 7: Material from the risk 
assessment standards is thoroughly integrated 
throughout.

Chapter 5: The discussion of evidence has been 
streamlined to parallel the presentation of 
evidence in recently issued auditing standards.

Chapter 6: The risk assessment approach to an 
audit is concisely summarized in a summary of 
the audit process.

Chapter 7: Discusses internal control and 
how it is considered in an audit of fi nancial 
statements. It also includes a brief overview 
of integrated audits (audits of internal control 
integrated with fi nancial statement audits) 
required for certain public companies under 
PCAOB Standard No. 5, with more detailed 
coverage provided in Chapter 18. The chapter 
includes a section on the audit requirements 
when a client outsources its computer 
processing to a service organization. Finally, 
it presents the auditors’ internal control 
communication responsibilities.
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Chapter 8: Emphasizes the impact of IT on 
audits. It includes concepts such as “off-the-
shelf” software packages through the use of 
cloud computing.

Chapter 9: Includes attributes and variable 
sampling. For variables sampling there are 
standalone discussions of classical methods 
and probability-proportional-to-size sampling.

Chapters 10 through 16: These “procedural 
chapters” deal with internal control and 
obtaining audit evidence for the various 
fi nancial statement amounts. The chapters 
emphasize the risk-based approach stressed 
in recent AICPA, PCAOB, and international 
standards.

Chapter 17: Refl ects new reporting 
requirements of the AICPA clarity standards, as 
well as coverage of PCAOB and international 
audit reports. Coverage of audits of group 
fi nancial statements is updated in response to 
these standards.

Chapter 18: Refl ects PCAOB Standard No. 5 
on the audit of internal control over fi nancial 
reporting required for public companies.

Chapter 19: Updated to include current 
coverage of compilation and review 
engagements, auditor reporting on fi nancial 
statements prepared using a special-purpose 
framework, and other changes due to the 
AICPA clarity standards.

Chapter 20: Discusses a variety of attestation 
and other assurance services. The material 
on attestation services describes the 
current professional standards. Recent 
pronouncements on service organization 
control (SOC) reports are included. Other 
assurance services are included at both a 
conceptual and practical level.

Chapter 21: Includes a discussion of compliance 
auditing based on the suggestions of Mr. 
Norwood J. Jackson, former Deputy Controller, 
Offi ce of Federal Management, U.S. Offi ce of 
Management and Budget. It is updated for the 
2007 revision to the “Yellow Book.”

Keystone Computers & Networks, Inc., is the text’s Illustrative 
Audit Case. This feature has been updated in this edition and 

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, the case will help the 

student develop problem-solving skills in planning (Chapter 6), in 

considering internal control and testing account balances (Chapters 

11 and 14), and in completing the audit (Chapter 16). The case 

incorporates the use of computerized accounting applications and 

also integrates the fundamentals of audit sampling from Chapter 9.

 8 Consideration of Internal Control in an 
Information Technology Environment

 9 Audit Sampling

 10 Cash and Financial Investments

 11 Accounts Receivable, Notes Receivable, 
and Revenue

 12 Inventories and Cost of Goods Sold

 13 Property, Plant, and Equipment: 
Depreciation and Depletion

 14 Accounts Payable and Other Liabilities

 15 Debt and Equity Capital

 16 Auditing Operations and Completing the Audit

 17 Auditors’ Reports

 18 Integrated Audits of Public Companies

 19 Additional Assurance Services: Historical 
Financial Information

 20 Additional Assurance Services: Other Information

 21 Internal, Operational, and Compliance Auditing
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The 19th edition has been revised to ref ect a number of events, to make the material more understandable, and to 

increase the scope of objective question coverage, including:

 • Clarity Standards. The 18th edition of our text was the f rst on the market to comprehensively ref ect the 

results of both the Auditing Standards Board and the International Auditing and Assurance Standards Board 

“clarity projects.” These projects completely revised and recodif ed both organizations’ standards in an effort 

to make them easier to read, understand, and apply. Yet, when the 18th edition was published, neither group 

had completed its recodif cation. This edition, published after completion of the clarity project, ref ects all 

of the revised standards—standards that are now effective for both audits performed under the AICPA and 

international standards. 

 • Audit Evidence. The discussion of audit evidence in Chapter 5 has been shortened and follows the clarity 

standards more closely. This change is meant to make it easier for students to learn about the concepts related 

to audit evidence, concepts that carry over into the text’s procedural chapters (10 through 16).

 • Group Audits. The clarity standards result in additional auditor responsibility in certain areas, including when 

a CPA f rm has audited most but not all components of a company. In that situation, ordinarily, another audit 

f rm (the component auditor) audited the remaining portion of the company. The audit requirements in this area 

are diff cult for students to grasp. Accordingly, we have thoroughly revised the discussion of group audits in 

Chapter 17 of the text.

 • Service Organizations. CPAs have long reported on activities of service organizations that provide processing 

services to customers who decide to outsource their processing of data. The text includes detailed coverage of 

the three recently developed forms of reports. Chapter 7 presents guidance on restricted-use reports on controls 

at a service organization relevant to a user entity’s internal control over f nancial reporting. Chapter 20 provides 

guidance on two additional types of reports, restricted-use and general-use reports on controls at a service 

organization related to security, availability, processing, integrity, conf dentiality and/or privacy. 

 • Objective Questions. Throughout the text we have added objective questions, including task-based simulations. 

These questions address key concepts and are structured in the form students may expect to see on the CPA 

exam. They are also included in Connect®, thus making it easy for you to assign as work to be turned in and 

electronically graded. Details on Connect are provided later in this preface. 

Additional changes include

 • Corporate Governance. Chapter 1 includes an enhanced discussion of corporate governance as we expect 

that auditors in the future will work even more directly with audit committees (and equivalent organizations). 

Indeed PCAOB Auditing Standard No. 16 on reporting to audit committees is a move in that direction.

 • PCAOB Standard Coverage. PCAOB pronouncements up to and including Auditing Standard No. 16 are 

included. Also, as indicated, coverage of Auditing Standards Board and International Auditing and Assurance 

Standards Board is updated.

 • Code of Professional Conduct Interpretation 101-3 Revision. Chapter 3 includes the recent revision of 

Interpretation 101-3 relating to auditor independence.

New to This Edition
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Features of This Edition

Illustrative Cases
Actual business and accounting examples are used to illustrate key 

chapter concepts. The cases are boxed and appear throughout the text. 

New cases have been added for recent alleged audit failures. They are 

now subtitled for easy reference.

 Illustrative Case 

 John Bates, a partner and 
covered member in the pub-
lic accounting f rm of Reyn-

olds and Co., owns shares in a regulated mutual investment 
fund, which in turn holds shares of stock in audit clients of 
Reynolds and Co. The public accounting f rm inquired of 
the AICPA Professional Ethics Division whether this f nancial 
interest by Bates affected his independence with respect to 
the clients. 

 The response was that this indirect interest would not 
normally impair the independence of the CPA, because 
investment decisions are made only by the mutual fund’s 
management. However, if the portfolio of the mutual fund 
were heavily invested in securities of a client of Reynolds 
and Co., the indirect interest could become material to 
Bates and thereby impair his independence. Since Bates was 
found to be independent, his f rm is independent. 

 Indirect Financial Interests  Illustrative Case 

whi25613_ch03_066-106.indd   77 07/11/12   10:32 AM

Industry Focus Cases
These cases use examples from specif c industries to provide 

students with a 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 and industry. 

Like the Illustrative Cases, these cases are boxed and appear throughout 

the text.

Auditing Fair Value Information
As the accounting profession continues to value more assets and liabilities at 

their fair values, diff cult audit issues often arise. The text includes integrated 

coverage of fair value accounting in Chapters 5, 10, 11, 13, and 16.

  Focus on the Airline Industry 
 Electronic ticketing has become basic to the airline industry. Under these systems a passenger 
may book a f ight over the telephone or by computer and be assigned a reservation number 
rather than being issued a physical ticket. Since no ticket is created until the passenger checks in 
for the f ight, the auditor is limited in the extent to which he or she can examine “paper” support 
for transactions. Accordingly, audit procedures should be developed relating to the associated 
revenues and receivables. Auditors often choose to test the computer controls in such situations.  

whi25613_ch11_431-499.indd   447 08/11/12   9:12 AM

whi25613_fm_i-xxxii.indd   ixwhi25613_fm_i-xxxii.indd   ix 20/11/12   1:46 PM20/11/12   1:46 PM



Rev.Conf rming Pages

x

Illustrative Documents
Documents included in the various 

procedural chapters (Chapters 10 through 

16) provide concise, realistic examples of 

the documents associated with the various 

transaction cycles.

PURCHASE ORDER
Pilot Stores
1425 G St.

Irvine, CA 92345

To: ____________________
     ____________________
     ____________________

Wood Supply Co.
21 Main St.
Suisun, CA 95483

Date: ____________________
     
Ship via: _________________
     
Terms: ____________

Nov. 10, 20X0

     Jon Trucking

  2/10, n/40

Enter our order for

 Qty

20 doz.

10

Description

Q Clamps
#26537489
120 hp
Generators
#45983748

  Price

$235.00

  355.00

    Total

$4700.00

  3550.00

Wood Supply Co.

By: ____________________

78644

Bill Jones

SALES ORDER

Wood Supply Co.
21 Main St.

Suisun City, CA 95483

To: ____________________
     ____________________
     ____________________

Cust. No.: ______________

Pilot Stores
1425 G St.
Irvine, CA 92345

         12654

Date: ____________________
     
Credit Approval: __________

Nov. 23, 20X0

       Description

Q Clamps
120 hp Generators

 Part No.

26537489
45983748

  Quantity

20 doz.
10

476538

MS

BILL OF LADING

Shipped to: 
     ____________________
     ____________________
     ____________________

Wood Supply Co.
21 Main St.
Suisun, CA 95483 Date: ____________________

     
Order No.: _______________
     
Shipper: _________________

Nov. 25, 20X0

      476538

    Jon Trucking

Quantity

5 Boxes

10 Crates

       Description

20 doz. Q Clamps
#26537489
10 hp Generators
#45983748

   Weight

      142

     2560

     ____
     2702

Shipper’s Acceptance: ____________________

10026574

Pilot Stores
1425 G St.
Irvine, CA 92345

Bill Warren

Sales

                               Remittance Advice
Wood Supply Co.

Inv. #7462537                                               $8085.00

Jackie Cohen

Pilot Stores
1425 G St.
Irvine, CA 92345                                Date: Dec. 5, 20X0

Eight thousand eighty-five and no/100

First National Bank
California

Pilot Stores
________________

Pay to the
order of  _______________________________   ____________

_____________________________________________________.

Wood Supply Co.                           $8085.00

Check

Cash Receipts

whi25613_ch11_431-499.indd   444 08/11/12   9:12 AM

Audit Objectives
The use of Audit Objectives is a basic tool in audit program design. These help 

the auditor focus on the reason a procedure is being done and provide a check to assure 

that all management assertions in the f nancial statements are audited.

   2. Obtain Analyses of Notes Receivable and Related Interest and Reconcile to the 
General Ledger. 
 An analysis of notes receivable supporting the general ledger control account may be pre-

pared for the auditors by the client’s staff. The information to be included in the analysis 

normally will include the name of the maker, date, maturity, amount, and interest rate. 

In addition to verifying the accuracy of the analysis prepared by the client, the auditors 

should trace selected items to the accounting records and to the notes themselves.  

  3. Inspect Notes on Hand and Conf rm Those with Holders. 
 The inspection of notes receivable on hand should be performed concurrently with the 

count of cash and securities to prevent the concealment of a shortage by substitution of 

Primary Audit 

Objectives:

Valuation           ✓

Accuracy            ✓

Primary Audit 

Objectives:

Existence           ✓

O

whi25613_ch11_431-499.indd   450 08/11/12   9:12 AM
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Illustrations, Tables, and Flowcharts
These are used throughout to enhance and clarify the presentation. In this edition, f owcharts have been color-

coded consistently to help students see and better understand the concepts.

ACL Software and Related Materials
CPAs in public practice and internal auditors are increasingly using ACL data analytics software to perform 

audit procedures, including fraud detection. Accordingly, we have integrated ACL analytic software and related 

materials with the text at no extra cost. The text’s Web site (www.mhhe.com/whittington19e) includes two stand-

alone modules: (1) audit sampling and (2) overall ACL coverage that integrates ACL analytics into the text. 

Either or both of these modules may be incorporated into the course to supplement traditional coverage.

Fraud
Because fraud is such an important aspect of today’s auditing environment, we’ve included a logo wherever 

we talk about its implications in the auditing process.

the fundamental con
trols over receivables 
and revenue. 

   LO 11-4                  Use the understand-
ing of the client and 
its environment to 
consider inherent risks 
(including fraud risks) 
related to receivables 
and revenue. 

   LO 11-5                  Obtain an understand-
ing of internal control 
over receivables and 
revenue. 

   LO 11-6                  Assess the risks of 
material misstatement 
of receivables and rev

pp

 Trade notes and accounts receivable usually are relatively 

large in amount and should appear as separate items in the 

current assets section of the balance sheet at their net realiz-

able value. Auditors are especially concerned with the presentation and disclosure of 

loans to off cers, directors, and aff liated companies. These related party transactions 

are commonly made for the convenience of the borrower rather than to benef t the 

lending company. Consequently, such loans are often collected only at the conve-

nience of the borrower. It is a basic tenet of f nancial statement presentation that trans-

actions not characterized by arm’s-length bargaining should be fully disclosed.  

  Notes receivable are written promises to pay certain amounts 

at future dates. Typically, notes receivable are used for han-

dling transactions of substantial amount; these negotiable 

documents are widely used. In banks and other f nancial 

i tit ti t i bl ll tit t th i l t i t t t

Sources and 
Nature of Notes 
Receivable

Describe the nature of receivables.

LO 11-1

whi25613_ch11_431-499.indd   431 08/11/12   9:11 AM

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

They are numbered and referenced in the chapter.

 Auditing standards def ne    errors    as unintentional misstatements or omissions of 

amounts or disclosures in the f nancial statements. Errors may involve mistakes in 

gathering or processing data, unreasonable accounting estimates arising from oversight 

or misinterpretation of facts, or mistakes in the application of applicable accounting 

principles. 

    Fraud,    as the term is used in AICPA AU 240 (PCAOB 316), relates to intentional acts 

that cause a misstatement of the f nancial statements. Misstatements due to fraud may 

occur due to either (1) fraudulent f nancial reporting or (2) misappropriation of assets 

(also referred to as “defalcation”). 

Errors and Fraud

whi25613_ch02_033-065.indd   40 02/11/12   7:58 PM
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END-OF-CHAPTER MATERIAL
The material at the end of each chapter includes a combination of: Review Questions, Questions Requiring 

Analysis, Objective Questions, Problems, In-Class Team Cases, Research and Discussion Cases, and/or Ethics 

Cases. Appendixes to Chapters 6, 11, and 14 include the case material and exercises for the Keystone Computers 

& Networks, Inc., the illustrative audit case. Also included with certain end-of-chapter materials are Spreadsheet 

Templates, Internet Assignments, and ACL Assignments.

Review Questions
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.

Questions Requiring Analysis
The Questions Requiring Analysis require thoughtful consideration of a realistic auditing situation and the 

application of professional standards. A number of these questions are taken from CPA and CIA examinations, 

and others describe actual practice situations. These questions, which are generally shorter than the problems, 

tend to stress value judgments and conf icting opinions.

Objective Questions
The Objective Questions are similiar in format to the CPA exam. The f rst Objective Question in each chapter is 

composed of at least 12 multiple choice questions. Following that question are a number of task-based simulations 

and other objective questions.  As indicated previously, the task-based simulations are from two sources—AICPA 

released questions (as adapted) and questions developed by the authors. All of the task-based simulations are 

meant to provide students with both a learning experience relating to the material in the chapter and a realistic 

example of CPA exam testing. The other objective questions address basic concepts and information covered by 

AICPA simulations but may be less complete or may address a more limited content area than  is typically the 

subject of an AICPA simulation. The Objective Questions are available for assignment within McGraw-Hill’s 

online homework management system, Connect Accounting.

Problems
Many of the Problems are drawn from CPA and CIA examinations. These problems are retained because they 

require a relatively detailed analysis of audit situations. Problems are keyed to the chapter’s Learning Objectives. 

All applicable Problems are available with McGraw-Hill’s Connect Accounting.

   2–38. Hide-It (HI), a family-owned business based in Tombstone, Arizona, builds custom homes 

with special features, such as hidden rooms and hidden wall safes. Hide-It has been an audit 

client for three years.

  You are about to sign off on a “clean” opinion on HI’s current annual f nancial statements 

when Art Hyde, the VP-Finance, calls to tell you that the Arizona Department of Revenue 

has seized control of a Hide-It bank account that includes about $450,000 of company funds; 

the account is not currently recorded in the accounting system and you had been unaware of 

it. In response to your questions about the origin of the funds, Art assures you that the funds, 

though not recorded as revenue, had been obtained legitimately. He explains that all of the 

LO 2-3  In-Class 
Team Case 
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 In-Class Team Cases 
 These cases are meant to be solved in class either by teams of students or, if the instructor 

prefers, by individuals. They help provide the student with an active learning environment in 

which to apply key concepts included in each chapter. 
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Research and Discussion Cases
These cases involve controversial situations that do not lend themselves clear-cut answers. Students are required 

to research appropriate professional literature and 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 required on the new CPA exam, and 

demonstrate that several diverse, yet defensible, positions may be argued persuasively in a given situation.

Research
and Discussion 
Case

 3–46. The International Bank of Commerce (IBC) is an audit client of your public accounting f rm. 

IBC is a multinational f nancial institution that operates in 23 countries. During the current 

year’s audit, you have discovered the following problems:

 a. Improper loans were made to stockholders and other related parties.

 b. Loans were recorded on the books that appear to be either false or deceitful.

You are especially concerned about these f ndings because it appears that members of 

senior management were aware of, and participated in, these illegal activities. In accordance 

with professional standards, you have communicated these illegal acts to IBC’s audit commit-

tee of the board of directors. However, you are not satisf ed with the committee’s reaction to 

LO 3-4
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Appendix 6C

Illustrative Audit Case: Keystone  
Computers & Networks, Inc.

Part I: Audit Planning
The Keystone Computers & Networks, Inc. (KCN) case is used throughout the text to illustrat

procedures and methodology. KCN is a company that sells and installs computer workstations a

working software to business customers. The CPA frm of Adams, Barnes & Co. has audited the

cial statements of KCN for the past three years. This part of the case illustrates selective audit pl

ki d b th t ff f Ad B & C f thi ’ dit Y h

Illustrative Audit Case Exercises
These exercises all pertain to the text’s updated continuing integrated case, Keystone Computers 
& Networks, Inc. While each exercise may “stand alone,” when used in combination, these case 

exercises take the student from the original planning of an audit through the testing of controls, 

substantive testing, and accumulation and analysis of uncorrected misstatements. Exercises are 

included in Chapters 6, 11, 14, and 16.

 11–48. You are an assistant auditor with Zaird & Associates, CPAs. Universal Air (UA), your f fth 

audit client in your eight months with Zaird, is a national airline based in your hometown. 

UA has continued to grow while remaining healthy f nancially over the eight years of its exis-

tence. Indeed, as you start the audit, you notice that (unaudited) sales are up 30 percent this 

year (20X1), with earnings up 40 percent. Your f rm, Zaird & Associates, has been UA’s only 

auditor.

During the audit you noticed that UA records sales when tickets are sold—debit receivable 

(or cash), credit sales. In performing substantive procedures relating to receivables, you also 

found that some of the “sales” are for 20X2 f ights—generally in January and early February. 

LO 11-1, 2, 6

Ethics Cases
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Ethics Cases
Ethics Cases allow the instructor to discuss ethical issues in an integrated manner throughout the course. 

The cases present a series of situations that result in ethical dilemmas of the type that beginning accountants 

may expect to encounter in practice. These cases are included in selected chapters.
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6–37. The text of the Securities Exchange Act of 1934 may be accessed on the Internet, usi

following address: 

 www.law.uc.edu/CCL/34Act/index.html

 a. Use the Internet to access the text of the Securities Exchange Act of 1934.

 b. Read and summarize the internal control requirements of Section 13(b)(2) of the ac

LO 6-3

Required:

cuss the courses of action you take.

9–30. In performing a test of controls for sales order approvals, the CPAs stipulate a tolerable devia

tion rate of 8 percent with a risk of assessing control risk too low of 5 percent. They anticipat

a deviation rate of 2 percent.

 a. What type of sampling plan should the auditors use for this test?

 b. Using the appropriate table or formula from this chapter, compute the required sample siz

for the test.

LO 9-5

Required:

Internet Assignments
Internet assignments are included among the end-of-chapter problem material for selected chapters. These 

assignments require students to use the Internet to do audit research and are identif ed with a logo in the 

margin.

ACL Analytics Assignments
The text’s ACL materials are included on the text’s Web site (www.mhhe.com/whittington19e). Those materials 

are composed of two stand-alone modules—(1) audit sampling and (2) overall ACL analytics skills coverage—

that integrate ACL analytics into text and course coverage. Either or both of these modules may be incorporated 

into the course to supplement traditional coverage. Also, Chapter 9 identif es with the ACL Logo problems, 

which the Web site supplements with ACL analytics requirements.

Spreadsheet Templates
Spreadsheet templates are available on the text’s Web site to be used in conjunction 

with selected audit case exercises. The exercises with templates are identif ed by a logo 

in the margin.
g p

6C–4. A partially completed analytical ratios working paper for Keystone Computers & Networks, 

presented on page 239.

 a. Complete the working paper by computing the fnancial ratios for 20X5.

 b. After completing part (a), review the ratios and identify fnancial statement accoun

should be investigated because the related ratios are not comparable to prior-year 

industry averages, or your knowledge of the company.

 c. For each account identifed in part (b), list potential reasons for the unexpected ac

balances and related ratios.

LO 6-3, 4

Required:
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Technology

McGraw-Hill’s Connect® Accounting

Less Managing. More Teaching. Greater Learning.
McGraw-Hill’s Connect Accounting is an online assignment and assessment solution 

that connects students with the tools and resources necessary to achieve success through 

faster learning, more eff cient studying, and higher retention of knowledge.

Online Assignments
Connect Accounting helps students learn more eff ciently by providing feedback and practice material when and 

where they need it. Connect Accounting grades homework automatically and gives immediate feedback on any 

questions students may have missed.

Simple Assignment Management

With Connect Accounting, creating assignments is easier than ever, so you can spend more time teaching and less 

time managing. The assignment management function enables you to:

 • Create and deliver assignments easily with selectable end-of-chapter or Study Guide questions and test 
bank items.

 • Streamline lesson planning, student progress reporting, and assignment grading to make classroom management 

more eff cient than ever.

 • Go paperless with the media-rich eBook that allows you to highlight and take and share notes and online 

submission and grading of student assignments.

 • Have assignments scored automatically, giving students immediate feedback on their work and comparisons 

with correct answers.

 • Access and review each response; manually change grades or leave comments for students to review.

 • Reinforce classroom concepts with Interactive Applications such as Drag & Drop activities and 
Comprehension Cases, which ask students to apply their understanding of auditing 

material in an interactive, fun environment and then answer related critical thinking questions. 

TM
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Instructor Library

The Connect Accounting Instructor Library is your repository for additional resources to improve student 

engagement in and out of class. You can select and use any asset that enhances your lecture. The Connect 
Accounting Instructor Library includes:

 • Instructor’s Lecture Guide

 • Keystone Case and Solutions

 • Solutions Manual

 • Test Bank

 • eBook Version of the Text

Student Library

 • The Connect Accounting Student Library is the place for students to access additional resources, such as 

lectures, practice materials, an eBook, and more.

Student Progress Tracking

Connect Accounting keeps instructors informed about how each student, section, and class is performing, 

allowing for more productive use of lecture and off ce hours. The progress-tracking function enables you to:

 • View scored work immediately and track individual or group performance with assignment and grade reports.

 • Access an instant view of student or class performance relative to learning objectives.

 • Collect data and generate reports required by many accreditation organizations, such as AACSB and AICPA.

McGraw-Hill’s Connect® Plus Accounting
McGraw-Hill reinvents the textbook learning experience for the modern student with Connect Plus Accounting, 
which provides seamless integration of the eBook and Connect Accounting. Connect Plus Accounting provides all 

of the Connect Accounting features plus the following:

 • An integrated media-rich eBook, allowing for anytime, anywhere access to the textbook.

 • Dynamic links between the problems or questions you assign to your students and the location in the eBook 

where that problem or question is covered.

 • A powerful search function to pinpoint and connect key concepts in a snap.

 • The ability to highlight and take and share notes for more eff cient studying.

In short, Connect Accounting offers you and your students powerful tools and features that optimize your time 

and energies, enabling you to focus on course content, teaching, and student learning. Connect Accounting also 

offers a wealth of content resources for both instructors and students. This state-of-the-art, thoroughly tested 

system supports you in preparing students for the world that awaits.

For more information about Connect, go to www.mcgrawhillconnect.com or contact your local McGraw-Hill 

sales representative.

Tegrity Campus: Lectures 24/7
Tegrity Campus, a new McGraw-Hill company, is a service that makes 

class time available 24/7 by automatically capturing every lecture. With 

a simple one-click start-and-stop process, you capture all computer 

screens and corresponding audio in a format that is easily searchable, 

frame by frame. Students can replay any part of any class with easy-to-use browser-based viewing on a PC or 

Mac, an iPod, or other mobile device.
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Educators know that the more students can see, hear, and experience class resources, the better they learn. 

In fact, studies prove it. Tegrity Campus’s unique search feature helps students eff ciently f nd what they need, 

when they need it, across an entire semester of class recordings. Help turn your students’ study time into learning 

moments immediately supported by your lecture. With Tegrity Campus, you also increase intent listening and 

class participation by easing students’ concerns about note-taking. Lecture Capture will make it more likely for 

you to see students’ faces, not the tops of their heads.

To learn more about Tegrity, watch a two-minute Flash demo at http://tegritycampus.mhhe.com.

Online Course Management
McGraw-Hill Higher Education and Blackboard have teamed up. What does this mean for you?

1.  Your life, simplif ed. Now you and your students can access McGraw-Hill’s 

Connect® and CreateTM right from within your Blackboard course—all with one 

single sign-on. Say goodbye to the days of logging in to multiple applications.

2.  Deep integration of content and tools. Not only do you get single sign-on with 

Connect® and CreateTM, but you also get deep integration of McGraw-Hill content 

and content engines right in Blackboard. Whether you’re choosing a book for your

course or building Connect® assignments, all the tools you need are right where you want them—inside of 

Blackboard.

3.   Seamless gradebooks. Are you tired of keeping multiple gradebooks and manually synchronizing grades into 

Blackboard? We thought so. When a student completes an integrated Connect® assignment, the grade for that 

assignment automatically (and instantly) feeds your Blackboard grade center.

4.  A solution for everyone. Whether your institution is already using Blackboard or you just want to try 

Blackboard on your own, we have a solution for you. McGraw-Hill and Blackboard can now offer you easy 

access to industry-leading technology and content, whether your campus hosts it or we do. Be sure to ask your 

local McGraw-Hill representative for details.

In addition to Blackboard integration, course cartridges for whichever online course 

management system you use (e.g., WebCT or eCollege) are available for Whittington 19e. 

Our cartridges are specif cally designed to make it easy to navigate and access content online. 

They are easier than ever to install on the latest version of the course management system 

available today.

McGraw-Hill/Irwin Customer Experience Group
At McGraw-Hill/Irwin, we understand that getting the most from new technology can be challenging. That’s why 

our services don’t stop after you purchase our book. You can contact our Technical Support Analysts 24 hours 

a day, get product training online, or search our knowledge bank of Frequently Asked Questions on our support 

Web site. For Customer Support, call 800-331-5094 or visit www.mhhe.com/support. One of our Technical 

Support Analysts will assist you in a timely fashion.
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Assurance of Learning Ready
Many educational institutions today are focused on 

the notion of assurance of learning, an important 

element of some accreditation standards. Principles 
of Auditing & Other Assurance Services, 19e, is 

designed specif cally to support your assurance 

of learning initiatives with a simple, yet powerful 

solution. Each test bank question for Principles of 
Auditing & Other Assurance Services, 19e, maps to 

a specif c chapter learning outcome/objective listed 

in the text. You can use our test bank software, EZ 

Test Online, to easily query for learning outcomes/

objectives that directly relate to the learning 

objectives for your course. You can then use the 

reporting features of EZ Test Online to aggregate 

student results in similar fashion, making the 

collection and presentation of assurance of learning 

data simple and easy.

AACSB Statement
The McGraw-Hill Companies is a proud corporate 

member of AACSB International. Recognizing the 

importance and value of AACSB accreditation, we 

have sought to recognize the curricula guidelines 

detailed in AACSB standards for business 

accreditation by connecting selected questions in 

Principles of Auditing & Other Assurance Services, 
19e, to the general knowledge and skill guidelines 

found in the AACSB standards. The statements 

contained in Principles of Auditing & Other 
Assurance Services, 19e, are provided only as a 

guide for the users of this text. The AACSB leaves 

content coverage and assessment clearly within 

the realm and control of individual schools, the 

mission of the school, and the faculty. The AACSB 

does also charge schools with the obligation of 

doing assessment against their own content and 

learning goals. While Principles of Auditing & Other 
Assurance Services, 19e, and its teaching package 

make no claim of any specif c AACSB qualif cation 

or evaluation, we have, within the Test Bank, labeled 

selected questions according to the six general 

knowledge and skills areas.

McGraw-Hill’s Connect® 
Accounting
Connect Accounting offers a number of powerful tools 

and features to make managing your classroom easier. 

Connect Accounting with Whittington 19e offers 

enhanced features and technology to help both you and 

your students make the most of your time inside and 

outside the classroom. See page xv for more details.

Online Learning Center
(www.mhhe.com/
whittington19e)
The password-protected instructor side of the book’s 

Online Learning Center (OLC) houses all of the 

instructor resources you need to administer your 

course, including:

 • Instructor’s Lecture Guide

 • Solutions Manual

 • Keystone Case and Solutions

 • ACL Instructor Materials

 • Test Bank

 • EOC Conversion Guide

 • Text Updates

 • Digital Image Library

 • PowerPoint Presentation

If you choose to use Connect Accounting with 

Whittington, you will have access to these same 

resources via the Instructor Library.

Instructor’s Lecture Guide 
and Solutions Manual
Our Instructor’s Lecture Guide includes 

topical outlines of each chapter, the authors’ 

comments on each chapter, and numerous 

instructional aids. A Solutions Manual includes 

thorough and up-to-date solutions to the text’s 

questions, problems, and exercises. These are 

included on the Online Learning Center.

Instructor Supplements
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EZ Test
Available on the Instructor’s OLC and within the 

Connect Instructor Library. McGraw-Hill’s EZ 

Test Online is a f exible electronic testing program. 

The program allows instructors to create tests from 

book-specif c items. It accommodates a wide range 

of question types, plus instructors may add their 

own questions and sort questions by format. EZ Test 

Online can also scramble questions and answers for 

multiple versions of the same test.
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McGraw-Hill’s Connect® 
Accounting

McGraw-Hill’s Connect 
Accounting helps prepare 

students for their future by 

enabling faster learning, more 

eff cient studying, and higher 

retention of knowledge. See page xv for more details.

Online Learning Center 
(www.mhhe.com/
whittington19e)
The Online Learning Center (OLC) follows 

Whittington 19e chapter by chapter, offering 

supplementary help for students as they read. The 

OLC includes the following resources to help students 

study more eff ciently:

 • Online Quizzes

 • Student PowerPoint Slides

 • Keystone Case

 • ACL Materials

 • Auditing weblinks

If Connect Accounting is used in this course, students 

will have access to these same resources via the 

Student Library.

Student Supplements

REFERENCES TO AUTHORITATIVE SOURCES
Numerous references are made to the pronouncements of the American Institute of Certif ed Public Accountants 

(AICPA), The Institute of Internal Auditors (IIA), the Financial Accounting Standards Board (FASB), the 

Governmental Accounting Standards Board (GASB), the Public Company Accounting Oversight Board 

(PCAOB), the Securities and Exchange Commission (SEC), and the International Federation of Accountants 

(IFAC). Special attention is given to the AICPA Code of Professional Conduct, Statements on Standards for 
Accounting and Review Services, Statements on Standards for Attestation Engagements, Statements on Auditing 
Standards, and guidelines developed for other types of assurance services. 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 the text an element of authority not otherwise available.

TM
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   Learning Objectives 

 After studying this chapter, you 
should be able to: 

   LO 1-1  Describe the nature of 
assurance services. 

   LO 1-2  Identify assurance 
services that involve 
attestation. 

   LO 1-3  Describe the nature 
of fi nancial statement 
audits. 

   LO 1-4  Explain why audits are 
demanded by society. 

   LO 1-5  Describe how the 
 credibility of the 
accounting profes-
sion was affected by 
the large number of 
companies reporting 
accounting irregularities 
in the beginning of this 
century. 

   LO 1-6  Contrast the various 
types of audits and types 
of auditors. 

   LO 1-7  Explain the regulatory 
process for auditors of 
public companies and 
auditors of nonpublic 
companies. 

   LO 1-8  Describe how public 
accounting fi rms are 
typically organized 
and the responsibili-
ties of auditors at the 
various levels in the 
organization.  

1 
 Chapter 

 The Role of the Public 
Accountant in the 
American Economy 

  Dependable information is essential to the very existence of 

our society. The investor making a decision to buy or sell secu-

rities, the banker deciding whether to approve a loan, the gov-

ernment in obtaining revenue based on income tax returns—all 

are relying upon information provided by others. In many of these situations, the goals of 

the providers of information may run somewhat counter to those of the users of the infor-

mation. Implicit in this line of reasoning is recognition of the social need for independent 

public accountants—individuals of professional competence and integrity who can tell us 

whether the information that we use constitutes a fair picture of what is really going on. 

 Our primary purpose in this chapter is to make clear the nature of independent audits 

and the accounting profession. We begin with a discussion of the broader concept of 

assurance services. Next, we describe those assurance services that involve attesta-

tion, of which audits of f nancial statements are an important type. Another purpose 

of this chapter is to summarize the inf uence exerted on the public accounting profes-

sion by the American Institute of Certif ed Public Accountants (AICPA), the Financial 

Accounting Standards Board (FASB), the Governmental Accounting Standards Board 

(GASB), the Federal Accounting Standards Advisory Board (FASAB), the Public Com-

pany Accounting Oversight Board (PCAOB), the Securities and Exchange Commission 

(SEC), and the International Federation of Accountants (IFAC). We will also explore 

various types of audits and note the impact of The Institute of Internal Auditors (IIA) 

and the Government Accountability Off ce (GAO). Finally, we will examine other types 

of professional services and the nature and organization of public accounting f rms.  

   What Are Assurance Services? 

  The name    assurance services    is used to describe the broad range of information 

enhancement services that are provided by certif ed public accountants (CPAs). The 

accountant must be “independent” to perform these services. In general, assurance 

services consist of two types: those that increase the reliability of information and 

those that involve putting information in a form or context that facilitates decision 

making. In this chapter, we will focus on the f rst type—audit and assurance services 

that involve reliability enhancement.  

   The Attest Function 

 A major subset of assurance services is called  attestation 
services.  To attest to information means to provide assur-

ance as to its reliability. The profession’s attestation 

 standards def ne an    attest engagement    as one in which: 

  a practitioner is engaged to issue or does issue an examination, a review, or an agreed-

upon procedures report on subject matter or an assertion about subject matter that is the 

 responsibility of another party (e.g., management).  

Describe the nature of assurance 

services.

LO 1-1

Identify assurance services that

involve attestation.

LO 1-2
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2 Chapter One

 CPAs attest to many types of subject matter (or assertions about subject matter), 

including f nancial forecasts, internal control, compliance with laws and regulations, and 

advertising claims. 

  Figure 1.1  describes the attest function, which begins with the subject matter that is the 

responsibility of another party, usually management. As an example, consider the situation 

in which the CPAs attest to a company’s internal control over f nancial reporting. The sub-

ject matter of this engagement is internal control over f nancial reporting—internal con-

trol is the responsibility of management. The CPAs may be engaged to report directly on 

the internal control and express an opinion on whether a company’s internal control over 

f nancial reporting follows certain  standards  (benchmarks). Alternatively, they may report 

on an assertion made by management that the company’s internal control follows certain 

standards. In this second case, the audit report would include an opinion on whether man-

agement’s    assertion    is accurate. Managements of public companies are now required to 

include in their annual reports an assertion about the effectiveness of internal control over 

f nancial reporting and to engage their auditors to attest to the effectiveness of internal 

control. This form of reporting is described in detail in Chapters 7 and 18. 

 What standards should the subject matter follow? The standards are those established 

or developed by groups composed of experts and are referred to as    suitable criteria.    
In an internal control engagement, the standards may be those that have been established 

by a committee of experts on internal control. In a f nancial statement audit, another term 

arises— fi nancial reporting framework.  The suitable criteria in a f nancial statement 

audit are set forth in the f nancial reporting framework selected by management, often 

   generally accepted accounting principles (GAAP).    The CPAs perform a f nancial 

 FIGURE 1.1 
 The Attest Function 

Users

Management May
Present:
• Nothing,
• A Description of the
 Subject Matter, and/or
• An Assertion

Suitable
Criteria

CPA’s
Attest

Report*

Client
Management
(Responsible

Party)

Subject
Matter

Propose
Necessary

Adjustments

Issue
 Report on
Findings

CPA

Gather and
Evaluate
Evidence

Consider
Presenting
Assertion

Subject
Matter

   * If the criteria are not generally available to the users, they should be presented in the CPA’s report or management’s presentation.  
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statement audit to gather suff cient evidence to issue an audit report with their opinion on 

whether the f nancial statements (the subject matter) follow the applicable fi nancial 
reporting framework (that is, the f nancial reporting framework chosen by manage-

ment, often GAAP). 

 The def nition of an attest engagement refers to reports arising from three forms of 

engagements—examinations, reviews, and the performance of agreed-upon procedures. 

An    examination,    referred to as an  audit  when it involves historical f nancial statements, 

provides the highest form of assurance that CPAs can offer. In an examination, the CPAs 

select from all available evidence a combination that limits to a  low level  the risk of unde-

tected misstatement and provides  reasonable assurance  that the subject matter (or asser-

tion) is materially correct. A    review    is substantially lesser in scope of procedures than 

an examination and is designed to lend only a moderate (limited) degree of assurance. 

If an examination or review does not meet the client’s needs, the CPAs and specif ed 

user or users of the information may mutually decide on specif c agreed-upon procedures 

that the CPAs will perform. An    agreed-upon procedures engagement    results in a 

report by the CPAs that describes those procedures and their f ndings.  Figure 1.2  sum-

marizes the three forms of attestation engagements. 1 

  It is important to understand the relationships among the range of services that are 

offered by CPAs, because different professional standards apply to each type of ser-

vice.  Figure 1.3  illustrates the universe of services that may be offered by CPAs and the 

 Assurance and 
Nonassurance 
Services 

 CPAs have attested that a 
supermarket chain in Phoe-
nix has the lowest overall 

prices in that city. The CPAs selected a sample of approxi-
mately 1,000 items and compared the prices to those of 

the various other major supermarkets. Representatives
of the supermarket chain stated that the credibility added 
by the CPAs has helped to convince consumers that the 
chain’s prices are indeed the lowest. 

 Illustrative Case  The Value of Attest Services 

Type of 
Engagement

Level of Assurance 
Provided

Risk of Material 
Misstatement

Nature of Assurance 
in Report Procedures

Examination* High 
(“reasonable”)

Low “In our opinion . . .” Select from all avail-
able procedures any 
combination that 
can limit attestation 
risk to a low level

Review Moderate (limited) Moderate “We are not aware of 
any material modifi -
cations that should 
be made . . .”

Generally limited
to inquiry and
analytical
procedures

Agreed-Upon 
Procedures

Summary of 
fi ndings

Varies by 
specifi c 
engagement

Includes a summary of 
procedures followed 
and fi ndings

Procedures agreed 
upon with the 
specifi ed user or 
users

 FIGURE 1.2   Forms of Attestation 

   * Referred to as an  audit  when the subject matter is historical f nancial statements.  

1 In addition, as discussed in Chapter 19, the professional standards relating to compilation of fi nancial 
statements (i.e., assisting management in their preparation) refer to compilations as attest engagements.
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relationships among these services. As shown, CPAs provide both assurance and non- 

assurance services but a few, specif cally of the management consulting type, overlap. 

Certain management consulting services have assurance aspects. Later in this chapter, we 

will provide a brief description of the prevalent types of nonassurance services offered 

by CPA f rms. 

    Figure 1.3  also illustrates that attestation services are only a portion of the assurance 

services that are offered by CPAs. A few examples of assurance services that do not 

involve attestation include:

    • CPA  PrimePlus/ElderCare  services—providing assurance to individuals that their 

elderly family members’ needs are being met by institutions and other professionals.  

   •  XBRL Services —providing assurance on XBRL-related documents.    

 Throughout the f rst 17 chapters of this textbook, we will focus primarily on the attest 

function as it relates to the audit of f nancial statements. Other types of attestation and 

assurance services are discussed in Chapters 18 through 21.   

  Financial Statement Audits 

 In a f nancial statement audit, the auditors undertake to gather evidence and provide a 

high level of assurance that the f nancial statements follow generally accepted accounting 

principles, or some other appropriate basis of accounting. An audit involves searching 

and verifying the accounting records and examining other evidence supporting the f nan-

cial statements. By gathering information about the company and its environment, includ-

ing internal control; inspecting documents; observing assets; making inquiries within and 

outside the company; and performing other auditing procedures, the auditors will gather 

the evidence necessary to issue an audit report. That audit report states that it is the audi-

tors’ opinion that the f nancial statements follow generally accepted accounting princi-

ples. The f owchart in  Figure 1.4  illustrates an audit of f nancial statements. 

 The evidence obtained and evaluated by the auditors focuses on whether the f nancial 

statements are presented in accordance with the applicable f nancial reporting framework, 

usually generally accepted accounting principles. More specif cally, an audit addresses 

management’s assertions that the assets listed in the balance sheet really exist, that the com-

pany has title (rights) to the assets, and that the valuations assigned to the assets have been 

Describe the nature of f nancial 

statement audits.

LO 1-3

ASSURANCE SERVICES

• CPA PrimePlus/ElderCare Services
• XBRL Services
• Others

Other Assurance Services

NONASSURANCE SERVICES

• Bookkeeping
• Others

Other Nonassurance Services

Tax
Services

• Fraud Investigations
• Information Technology
   Consulting
• Others

Management Consulting
Services

• Audits of Financial Statements
• Examinations of Internal Control
• Trust Services, e.g., WebTrust and
   SysTrust
• Reviews of Financial Statements
   or Other Information
• Agreed-Upon Procedures
   Engagements
• Others

Attestation Services

 FIGURE 1.3 
 Relationships among 
Assurance Services, 
Attestation Services, and 
Nonassurance Services 
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established in conformity with generally accepted accounting principles.  Evidence is gath-

ered to show that the balance sheet contains  all the liabilities  of the company;  otherwise 

the balance sheet might be grossly misleading because certain important liabilities have 

been accidentally or deliberately omitted. Similarly, the auditors gather evidence about the 

transactions recorded in the income statement. They demand evidence that the reported 

sales really occurred, that sales have been recorded at appropriate amounts, and that the 

recorded costs and expenses are applicable to the current period and all expenses have 

been recognized. Finally, the auditors consider whether the f nancial statement amounts 

are accurate, properly classif ed, and summarized and whether the notes are informative 

and complete. Only if suff cient evidence is gathered in support of all these signif cant 

assertions can the auditors provide an opinion on whether the f nancial statements are pre-

sented in accordance with generally accepted accounting principles. 

 The procedures included in an audit vary considerably from one engagement to the 

next. Many of the procedures appropriate to the audit of a small retail store would not be 

appropriate for the audit of a giant corporation such as General Motors. Auditors perform 

audits of all types of businesses, and of governmental and nonprof t organizations as well. 

Banks and breweries, factories and stores, colleges and churches, school districts and 

labor unions—all are regularly visited by auditors. The selection of the procedures best 

suited to each audit requires the exercise of professional skill and judgment. 

 Reliable accounting and f nancial reporting aid society in allocating resources in an eff -

cient manner. A primary goal is to allocate limited capital resources to the production of 

those goods and services for which demand is great. Economic resources are attracted 

to the industries, the geographic areas, and the organizational entities that are shown 

by f nancial measurements to be capable of using the resources to the best advantage. 

Inadequate accounting and reporting, on the other hand, conceal waste and ineff ciency, 

thereby preventing an eff cient allocation of economic resources. 

 The contribution of the independent auditor is to provide  credibility  to information. 

Credibility, in this usage, means that the information can be believed; that is, it can be 

relied upon by outsiders, such as stockholders, creditors, government regulators,  customers, 

 What Creates 
the Demand for 
Audits? 

Explain why audits are demanded 

by society.

LO 1-4
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  FIGURE 1.4 
 Audit of Financial 
Statements  
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and other interested third parties. These third parties use the information to make various 

economic decisions, such as decisions about whether to invest in the organization. 

 Economic decisions are made under conditions of uncertainty; there is always a risk 

that the decision maker will select the wrong alternative and incur a signif cant loss. The 

credibility added to the information by auditors actually reduces the decision maker’s 

risk. To be more precise, the auditors reduce information risk, which is the risk that the 

f nancial information used to make a decision is materially misstated. 

 Audited f nancial statements are the accepted means by which business corporations report 

their operating results and f nancial position. The word  audited,  when applied to f nancial 

statements, means that the balance sheet and the statements of income, retained earnings, and 

cash f ows are accompanied by an audit report prepared by independent public accountants, 

expressing their professional opinion as to the fairness of the company’s f nancial statements. 

 Financial statements prepared by management and transmitted to outsiders without f rst 

being audited by independent accountants leave a credibility gap. In reporting on its own 

administration of the business, management can hardly be expected to be entirely impar-

tial and unbiased, any more than a football coach could be expected to serve as both coach 

and referee in the same game. Independent auditors have no material personal or f nancial 

interest in the business; their reports can be expected to be impartial and free from bias. 

 Unaudited f nancial statements may have been honestly, but carelessly, prepared. Lia-

bilities may have been overlooked and omitted from the balance sheet. Assets may have 

been overstated as a result of arithmetical errors or due to a lack of knowledge of generally 

accepted accounting principles. Net income may have been exaggerated because expenses 

were capitalized or because sales transactions were recorded in advance of delivery dates. 

 Finally, there is the possibility that unaudited f nancial statements have been deliber-

ately falsif ed in order to conceal theft and fraud or as a means of inducing the reader to 

invest in the business or to extend credit. Although deliberate falsif cation of f nancial 

statements is not common, it does occur and can cause devastating losses to persons who 

make decisions based upon such misleading statements. 

 For all these reasons (accidental errors, lack of knowledge of accounting principles, 

unintentional bias, and deliberate falsif cation), f nancial statements may depart from 

generally accepted accounting principles. Audits provide organizations with more cred-

ible f nancial statements to allow users to have more assurance that those statements do 

not materially depart from generally accepted accounting principles. 

 Illustrating the Demand for Auditing 
A decision by a bank loan off cer about whether to make a loan to a business can be used 

to illustrate the demand for auditing. Since the bank’s objective in making the loan is to 

earn an appropriate rate of interest and to collect the principal of the loan at maturity, 

the loan off cer is making two related decisions: (1) whether to make the loan at all, and

(2) what rate of interest adequately compensates the bank for the level of risk assumed. 

The loan off cer will make these decisions based on a careful study of the company’s 

f nancial statements along with other information. The risk assumed by the bank related 

to this customer has two aspects:  2  

     1.  Business risk —the risk associated with a company’s survival and prof tability. This 

includes, for example, the risk that the company will not be able to make the interest 

payments and repay the principal of the loan because of economic conditions or poor 

management decisions. Business risk is assessed by considering factors such as the 

f nancial position of the company, the nature of its operations, the characteristics of 

the industry in which it operates, and the quality and integrity of its management.  

   2.  Information risk —the risk that the information used to assess business risk is not 

accurate. Information risk includes the possibility that the f nancial statements might 

contain material departures from generally accepted accounting principles.    

   2  For all loans, the banker also assumes  interest rate risk,  which varies depending on the terms of 
the loan. Interest rate risk refl ects the risk due to potential changes in the “risk-free” interest rate.  
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While auditing normally has only a limited effect on a company’s business risk,  3   it can 

signif cantly affect the level of information risk. If the loan off cer has assurance from the 

auditors that the company’s f nancial statements are prepared in accordance with gener-

ally accepted accounting principles, he or she will have more conf dence in his or her 

assessment of business risk. In addition, periodic audits performed after the loan has been 

made provide the loan off cer with a way of monitoring management performance and 

compliance with the various loan provisions. By reducing information risk, the auditors 

reduce the overall risk to the bank; the loan off cer is more likely to make the loan to the 

company and at a lower rate of interest. Therefore, management of the company has an 

incentive to provide audited f nancial statements to the loan off cer to obtain the loan and 

to get the best possible interest rate.

The millions of individuals who have entrusted their savings to corporations by invest-

ing in securities rely upon annual and quarterly f nancial statements for investment deci-

sions and for assurance that their invested funds are being used honestly and eff ciently. 

An even greater number of people entrust their savings to banks, insurance companies, 

and pension funds, which in turn invest the money in corporate securities.

Various regulatory agencies also demand audit services. As an example, consider 

the income tax reporting system in the United States. The information provided on tax 

returns is provided by taxpayers and may be biased because of the self-interest of the 

providers. The government attempts to compensate for this inherent weakness through 

verif cation by audits carried out by agents of the Internal Revenue Service.

Corporate Governance and Auditing

The term corporate governance refers to the rules, processes, and laws by which busi-

nesses are operated, regulated, and controlled. Effective corporate governance requires that 

the interests of a company’s management, shareholders, creditors, and other stakehold-

ers be properly balanced. Shareholders elect boards of directors to oversee the corpora-

tion’s activities. In the United States public companies must establish audit committees 

of their board of directors, ordinarily composed of between three and six independent 

(non management) board members.4 Although details of responsibilities differ among com-

panies, audit committees are charged with areas such as oversight of f nancial reporting, 

regulatory compliance, and risk management. Included in the audit committee’s responsi-

bilities is appointment, compensation, and oversight of the work of the company’s external 

 auditors. Chapter 7 provides more information on the relationship of corporate governance 

to internal control, including auditor responsibilities to communicate with audit committees.

  Although the objectives and concepts that guide present-day audits were almost unknown 

in the early years of the 20th century, audits of one type or another have been performed 

throughout the recorded history of commerce and government f nance. The original mean-

ing of the word  auditor  was “one who hears” and was appropriate to the era during which 

governmental accounting records were approved only after a public reading in which the 

accounts were read aloud. From medieval times on through the Industrial Revolution, 

audits were performed to determine whether persons in positions of off cial responsibility 

in government and commerce were acting and reporting in an honest manner. 

 During the Industrial Revolution, as manufacturing concerns grew in size, their own-

ers began to use the services of hired managers. With this separation of the ownership 

and management groups, the absentee owners turned increasingly to auditors to protect 

 Major Auditing 
Developments of 
the 20th Century 

   3  Possible effects of an audit on business risk include modifi cations of management’s operating 
decisions either due to knowledge that an audit will be performed or due to operating recommen-
dations made by auditors. Accordingly, an audit  may  reduce business risk.  
4 Specifi cally, independent board members include those that are not employees of the company 
and do not receive consulting or other compensatory fees from the company (other than fees for 
serving on the board of directors and the audit committee). In addition, all members of the audit 
committee must be fi nancially literate, while one member must be considered a “fi nancial expert.”
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themselves against the danger of unintentional errors as well as fraud committed by man-

agers and employees. Bankers were the primary outside users of f nancial reports (usu-

ally only balance sheets), and they were also concerned with whether the reports were 

distorted by errors or fraud. Before 1900, consistent with this primary objective to detect 

errors and fraud, audits often included a study of all, or almost all, recorded transactions. 

 In the f rst half of the 20th century, the direction of audit work tended to move away 

from fraud detection toward a new goal of determining whether f nancial statements gave 

a full and fair picture of f nancial position, operating results, and changes in f nancial 

position. This shift in emphasis was a response to the increasing number of sharehold-

ers and the corresponding increased size of corporate entities. In addition to the new 

shareholders, auditors became more responsible to governmental agencies, the stock 

exchanges representing these new investors, and other parties who might rely upon the 

f nancial information. No longer were bankers the only important outside users of audited 

f nancial data. The fairness of reported earnings became of prime importance. 

 As large-scale corporate entities developed rapidly in both Great Britain and the 

United States, auditors began to sample selected transactions, rather than study all trans-

actions. Auditors and business managers gradually came to accept the proposition that 

careful examination of relatively few selected transactions would give a cost-effective, 

reliable indication of the accuracy of other similar transactions. 

 In addition to sampling, auditors became aware of the importance of effective internal 

control. A company’s internal control consists of the policies and procedures established 

to provide reasonable assurance that the objectives of the company will be achieved, 

including the objective of preparing accurate f nancial statements. Auditors found that 

by studying the client’s internal control they could identify areas of strength as well as 

of weakness.  The stronger the internal control, the less testing of f nancial statement 
account balances required by the auditors.  For any signif cant account or any phase of 

f nancial operations in which controls were weak, the auditors expanded the nature and 

extent of their tests of the account balance. 

   With the increased reliance upon sampling and internal control, professional standards 

began to emphasize limitations on auditors’ ability to detect    fraud.    The profession rec-

ognized that audits designed to discover fraud would be too costly. Good internal control 

and surety bonds were recognized as better fraud protection techniques than audits. 

 Beginning in the 1960s, the detection of large-scale fraud assumed a larger role in 

the audit process. Professional standards, which used the term  irregularities  in place 

of fraud, described fraudulent f nancial reporting and misappropriation of assets. This 

shift in emphasis to taking a greater responsibility for the detection of fraud resulted 

from (1) a dramatic increase in congressional pressure to assume more responsibility for 

large-scale frauds, (2) a number of successful lawsuits claiming that fraudulent f nan-

cial reporting (management fraud) had improperly gone undetected by the independent 

auditors, and (3) a belief by public accountants that audits should be expected to detect 

 material  fraud. 

 As a result of a number of instances of fraudulent f nancial reporting, the major 

accounting organizations  5   sponsored the  National Commission on Fraudulent Financial 
Reporting  (the Treadway Commission) to study the causes of fraudulent reporting and 

make recommendations to reduce its incidence. The commission’s f nal report, which 

was issued in 1987, made a number of recommendations for auditors, public companies, 

regulators, and educators. Many of the recommendations for auditors were enacted by the 

AICPA in a group of  Statements on Auditing Standards  known as the  expectation gap  

standards. The commission’s recommendations about internal control led to the develop-

ment of an internal control framework, titled  Internal Control—Integrated Framework,  
to be used to evaluate the internal control of an organization. The development of these 

   5  The sponsoring organizations included the American Institute of Certifi ed Public Accountants, 
the American Accounting Association, the Financial Executives Institute, The Institute of Internal 
 Auditors, and the Institute of Management Accountants.  

whi25613_ch01_001-032.indd   8whi25613_ch01_001-032.indd   8 12/10/2012   5:35 PM12/10/2012   5:35 PM



Rev.Conf rming Pages

The Role of the Public Accountant in the American Economy 9

internal control criteria increased the demand for attestation by auditors to the effec-

tiveness of internal control. As an example, the Federal Deposit Insurance Corporation 

(FDIC) Improvement Act of 1991 was passed requiring management of large f nancial 

institutions to engage CPAs to attest to the effectiveness of assertions by management 

about the effectiveness of the institution’s controls over f nancial reporting.

  In the late 1980s and early 1990s, the billions of dollars in federal funds that were 

required to “bail out” the savings and loan industry caused a movement toward increased 

regulation of federally insured f nancial institutions. Congress and regulatory agencies 

believed that the key to preventing such problems was enacting effective laws and regu-

lations and requiring reports by auditors on compliance with provisions of these laws and 

regulations. An important example of this type of legislation is the FDIC Improvement 

Act of 1991. In addition to requiring reporting on internal control, the law also requires 

management of large f nancial institutions to engage its CPAs to attest to management’s 

assertion about the institution’s compliance with laws and regulations related to the 

safety and soundness of the institution. 

 In 1996, in response to a continuing expectation gap between user demands and audi-

tor performance, the AICPA issued guidance to auditors requiring an explicit assessment 

of the risk of material misstatement in f nancial statements due to fraud on all audits. 

This auditing standard was replaced in 2002 with an even more stringent standard that 

requires auditors to def nitively design procedures to address the risk of fraudulent f nan-

cial reporting. 

 A factor overlaying a number of changes has been fast-paced changes in informa-

tion technology. From small computer accounting systems to large mainframe computers 

to networked enterprise-wide information systems to the use of the Internet to initiate 

and process transactions, auditing methods have had to adapt. While technology has not 

changed the basic objective of the f nancial statement audit, it has resulted in the need to 

develop innovative computer testing techniques and tools to assure audit effectiveness. 

 Many of the ideas mentioned in this brief historical sketch of the development of 

auditing will be analyzed in detail in later sections of this book. Our purpose at this point 

is merely to orient you with a quick overall look at some of the major auditing develop-

ments of the 20th century. These many developments, while signif cant, may be over-

shadowed by what has and will occur in the 21st century as the accounting profession 

faces signif cant challenges to its viability.  

  In 2000, at the request of the Securities and Exchange Commission, the accounting pro-

fession established the Panel on Audit Effectiveness. The panel was charged with the 

responsibility of reviewing and evaluating how independent audits of f nancial statements 

are performed and assessing whether recent trends in audit practices serve the public inter-

est. Recommendations from the panel resulted in changes in auditing standards related to 

the detection of fraud, documentation of audit evidence and judgments, risk assessments, 

and the linkage of audit procedures to audit risks. However, even before these changes in 

audit requirements could be implemented, a series of events in the capital markets pro-

duced a chain reaction that caused unprecedented reforms in the accounting profession. 

 In December 2001, Enron Corporation f led for bankruptcy shortly after acknowledg-

ing that accounting irregularities had been used to signif cantly inf ate earnings in the 

current and preceding years. Shortly thereafter, it was disclosed that WorldCom had used 

accounting fraud to signif cantly overstate its reported income. In addition to these two 

very visible cases, a record number of public companies restated prior-period f nancial 

statements, and almost weekly the Securities and Exchange Commission announced 

a new investigation into another company’s accounting practices. Investor uncertainty 

about the reliability of f nancial statements rocked an already weak f nancial market dur-

ing the latter part of 2001 and the f rst half of 2002. It brought into question the effective-

ness of f nancial statement audits and created a crisis of credibility for the accounting 

profession. More signif cantly, the highly publicized conviction of Andersen LLP, one 

 The Accounting 
Profession’s 
Credibility Crisis   

Describe how the credibility of the 

accounting profession was affected 

by the large number of companies 

reporting accounting irregularities 

in the beginning of this century.

LO 1-5

whi25613_ch01_001-032.indd   9whi25613_ch01_001-032.indd   9 12/10/2012   5:35 PM12/10/2012   5:35 PM




