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CONTINUING
THE LEGACY OF
ALVIN A. ARENS

ALVIN A. ARENS: The author team of Randy Elder,
Mark Beasley, and newest member of the author team,
Chris Hogan, are pleased to continue the outstand-
ing legacy of our book’s founding author, Al Arens, in
this 16th edition of Auditing and Assurance Services: An
Integrated Approach. As was done for the 15th edition, we
again dedicate this new edition to Al's memory.

Randy and Mark joined Al as coauthors on this textbook
in the 8th edition, and have been honored to continue
Al's leadership in helping shape classroom instruction
and student learning about auditing concepts and their
practical implementation around the world. Since the
first edition was published, this textbook has impacted
audit education for over 30 years in the U.S. and glob-
ally, including seven different language translations.
Al's leadership at national and international levels and ~ November 24, 1935 — December 6, 2010
his commitment to expanding knowledge through the

development of educational materials, including this textbook, continue to inspire
us as we strive to advance his legacy for future generations of auditing professionals.

Al was the PricewaterhouseCoopers Auditing Professor and member of the Account-
ing & Information Systems faculty in the Eli Broad College of Business at Michigan
State University from 1968 through 2007. Thus, we are especially pleased to have Chris
Hogan, Professor at Michigan State University, join the author team on this edition,
continuing the Michigan State connection started by Al.

Among his many honors, Al was selected as one of five national auditing educators
to hold a Price Waterhouse Auditing professorship, was honored as AICPA Educator
of the Year, served on the AICPA Auditing Standards Board, and was President of the
American Accounting Association. Al taught accounting, mainly auditing, with a
passion that is legendary. He had a heart for sharing his knowledge of auditing with
students throughout his career.

This 16th edition continues his outstanding legacy in audit education.
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PREFACE ‘

INTEGRATED APPROACH FOR RISK ASSESSMENT
AND AUDIT DECISION MAKING

Auditing and Assurance Services: An Integrated Approach is an introduction to auditing and
other assurance services. It is intended for either a one-quarter or one-semester course
at the undergraduate or graduate level. This book is also appropriate for introductory
professional development courses for CPA firms, internal auditors, and government
auditors.

The primary emphasis in this text is on the auditor’s decision-making process
in a financial statement audit, as well as an integrated audit of both financial state-
ments and internal control over financial reporting required for accelerated filer
public companies. We believe that the most fundamental concepts in auditing con-
cern determining the nature and amount of evidence the auditor should gather after
considering the unique circumstances of each engagement. If students of auditing
understand the objectives to be accomplished in a given audit area, the risks related to
the engagement, and the decisions to be made, they should be able to determine the
appropriate evidence to gather and how to evaluate the evidence obtained.

Our objective is to provide up-to-date coverage of globally recognized audit-
ing concepts with practical examples of the implementation of those concepts in
real-world settings. The collective experience of the author team in the practice of
auditing is extensive. We have all worked in the auditing profession involving both
large international audit firms and regional firms. Members of our author team have
taught extensively in continuing education for either large international or small CPA
firms and have been involved in standards setting activities of the Auditing Standards
Board and the PCAOB. One author served over seven years as one of the board mem-
bers of the Committee of Sponsoring Organizations of the Treadway Commission
(COSO). These experiences provide unique perspectives about the integration of
auditing concepts in real-world settings.

As the title of this book reflects, our purpose is to integrate the most important
internationally recognized concepts of auditing in a logical manner to assist stu-
dents in understanding audit decision making and evidence accumulation in today’s
complex, global auditing environment. For example, developments related to issues
affecting auditing in a global and economically volatile environment are described
throughout the book and are emphasized in selected mid-chapter vignettes and
homework problems. Key concepts related to risk assessment as emphasized in stan-
dards issued by the Auditing Standards Board (ASB) and the International Auditing
and Assurance Standards Board (IAASB), including emphasis on significant risks,
are integrated into all of the planning chapters, as well as each chapter dealing with
a particular transaction cycle and related accounts. Our coverage of internal control
is related to tests of controls and substantive tests of transactions that are performed
in a financial statement audit and an integrated audit of financial statements and
internal control over financial reporting, with an emphasis on the requirements of
PCAOB Auditing Standards. Tests of controls and substantive tests of transactions
are, in turn, related to the tests of details of financial statement balances for the area.
Audit sampling is applied to the evaluation of audit evidence rather than treated as a
separate topic. Risk assessment, technology, fraud, and auditing of internal control
issues are integrated throughout the chapters.
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18 PREFACE

New auditing standards are released without regard to textbook revision cycles. As audit-
ing instructors, we appreciate how critical it is to have the most current content available.
This edition includes complete coverage of the AICPA Clarity Project, including guidance
in the recently issued SAS No. 130 An Audit of Internal Control Over Financial Reporting That Is
Integrated With an Audit of Financial Statements and new PCAOB standards including Standard
No. 18, Related Parties. We are committed to continually providing you with up-to-date
content in this dynamic global auditing environment and will keep you updated with
highlights posted on our Web site of major changes in new standards as they are issued.

As part of the effort to converge U.S. auditing standards with international standards, the
AICPA Auditing Standards Board (ASB) recently completed its Clarity Project to redraft
most of the existing GAAS standards to not only align them with the ISAs, but to also
make them easier to read, understand, and apply. Chapter 2 provides an overview of the
major implications of the clarified standards, including the new principles that provide
the framework to help auditors fulfill the objectives of the audit of financial statements
in accordance with AICPA auditing standards and the new Codification of Statements on
Auditing Standards. Chapter 3 contains examples of the new standard auditor’s report
format updated by the Clarified SASs. All remaining chapters of the textbook reflect the
various revisions resulting from the issuance of the Clarity standards.

The AICPA’s Accounting and Review Services Committee (ARSC) has largely
completed a similar Clarity Project affecting compilation and review standards with
the issuance of SSARS No. 21, Statement on Standards for Accounting and Review Services:
Clarification and Recodification. In redrafting SSARS, the ARSC used similar redrafting
standards as those used by the Auditing Standards Board. Changes resulting from the
redrafting of SSARS are addressed in Chapter 25. Additionally, that chapter also high-
lights forthcoming changes in Statements on Standards for Attestation Engagements
(SSAEs) resulting from the AICPA’s Clarity Project affecting attestation standards,
which was recently voted for final issuance by the ASB.

The AICPA recently restructured its Code of Professional Conduct to align it with inter-
national standards. The organization of the Code now presents the Principles as part
of the Preface and then includes Rules for members in public practice separately
from Rules for members in business and others. Chapter 4 has been substantially
revised to provide an overview of the key elements of the revised Code based on this
new structure.

With the profession’s continued focus on the importance of applying appropriate lev-
els of professional skepticism, we have expanded coverage of this topic in Chapter 6,
along with integrated coverage in later chapters, including Chapter 10, which ad-
dresses the auditor’s responsibilities for detecting fraud. We discuss the importance of
a questioning mindset and the need to critically evaluate audit evidence to strengthen
student awareness of the elements of effective professional skepticism.

To assist auditors with maintaining an appropriate level of professional skepti-
cism when making professional judgments during an audit, this edition features the
Center for Audit Quality’s Professional Judgment Resource, which outlines key elements
of a process that auditors apply when making professional judgments. Chapter 6
illustrates an effective decision-making process that guides auditors’ thinking to help
them be aware of their own judgment tendencies, traps, and biases. We have added
homework problems that expose students to this judgment framework and a number
of the common traps and biases.



The requirements of the Sarbanes—Oxley Act of 2002 and the PCAOB Auditing
Standard 5 (AS 5) that impact accelerated filer public companies, and the risk assess-
ment standards issued by the Auditing Standards Board are integrated throughout the
text. Chapter 2 emphasizes the importance of understanding the client’s business and
its environment, including internal control. Chapter 3 highlights reporting on internal
controls over financial reporting for auditors of accelerated filer public companies.

We have always emphasized understanding the client’s business and industry in
planning. For the 16th edition we reorganized Chapters 8-12 to include expanded
coverage of the auditor’s performance of risk assessment procedures, including the
identification of significant risks. Chapter 9 addresses the performance of risk assess-
ment procedures to address the risk of material misstatement, followed in Chapter 10
with discussion of assessing and responding to the risk of fraud.

Our coverage in Chapters 11 and 12 of internal controls, including coverage of
IT general and application controls, has been restructured to reflect key elements of
COSO’s 2013 revision of its Internal Control—Integrated Framework and to better inte-
grate the auditor’s consideration of both manual and automated controls. Chapter 11
introduces students to important elements of effective internal controls, including
those related to IT, while Chapter 12 outlines the auditor’s responsibilities to under-
stand the design and operating effectiveness of internal control, and also highlights
auditor reports on internal control over financial reporting. Subsequent chapters that
focus on the transaction cycles include extensive coverage of internal controls to help
students understand how the auditor’s consideration of internal controls is integrated
for audits of the financial statements and internal controls over financial reporting.

Chapter 1 introduces the importance of considering international auditing standards
developments, followed by discussion in Chapter 2 about the role of the International
Auditing and Assurance Standards Board (IAASB) in the issuance of international
standards on auditing (ISAs) and the Auditing Standards Board’s efforts to con-
verge U.S. standards to international standards. Chapter 3 highlights implications
for auditor reports on companies reporting under International Financial Reporting
Standards (IFRS). Several chapters throughout the book include text or mid-chapter
vignette coverage of international issues, and international issues are also addressed in
homework problems.

With the increasing volume and complexity of various types of financial instruments
and challenges associated with fair value accounting, Chapter 23 addresses issues as-
sociated with auditing financial instruments and obtaining sufficient appropriate
audit evidence for fair value account estimates. We believe this guidance will help
strengthen student understanding of the challenges associated with auditing financial
instruments.

With more organizations taking advantage of cloud computing options and third
party IT service providers, there is a greater need for information about the design and
operating effectiveness of internal controls provided by these external service pro-
viders. This 16th edition contains expanded coverage of service organization control
(SOC) reports issued by service center auditors. Both Chapters 12 and 25 reflect the
new guidance for service auditors reporting on internal controls at service organiza-
tions, including coverage of the different types of reports provided in SOC 1, SOC 2,
and SOC 3 engagements.

Expanded Coverage

on Risk Assessment
Procedures and
Understanding Internal
Control

Emphasis on
International Issues

Coverage of Financial
Instruments

Service Organization
Controls (SOC) Reports
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New Coverage of
Preparation Service
Engagements

New Concept Checks

Expanded Homework
Material

Data Analysis Problems

Hillsburg Hardware
Annual Report

Pinnacle Manufacturing
Integrated Case
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The issuance of SSARS No. 21 introduced a new type of nonattest engagement service
that allows nonissuers to engage a CPA to help management prepare monthly, quar-
terly, or annual financial statements without providing any assurance on the financial
statements or issuing a report, even if the financial statements are expected to be used
by, or provided to, a third party. Chapter 25 describes this new type of service and dis-
tinguishes it from compilation and review engagement requirements.

A new feature in the 16th edition is the inclusion of Concept Checks periodically
within each chapter that highlight short-answer questions to help students recap con-
tent covered within different sections of the chapter. These short in-chapter review
questions are intended to help call student attention to key concepts as they read the
material in the chapter.

We are excited about the inclusion of a number of changes to the end-of-chapter home-
work material for all chapters. For the 16th edition, we have partnered with Becker CPA
Review to include new multiple choice problems from their CPA exam preparation
materials. These problems, which are included in all 26 chapters, are labeled with the
Becker logo. Additionally, each chapter identifies new or revised Discussion Questions
and Problems that instructors can use in class to generate discussion about important
topics addressed in each chapter. These problems are highlighted by an “in-class” dis-
cussion icon in the margin next to the related homework problem. Each chapter also
identifies homework problems that require students to research standards and other
material using the Internet. While many of these research problems expose students
to standards, such as those on the PCAOB Web site, other problems require students to
examine recently issued financial statements or other corporate filings, or they expose
students to best practices thought papers as part of the assignment. Sample problems,
assignable in MyAccountingLab, provide an introduction to the CPA Exam format and
an opportunity for early practice with CPA exam-style questions.

CPA firms expect auditors to analyze data using spreadsheets and audit software. A
number of the problems in the text can be completed using Excel templates avail-
able on the text Web site. These problems are indicated by a spreadsheet icon in the
margin next to the problem. CPA firms increasingly emphasize data analytics and
increasingly use audit software to perform audit testing including tests for fraud.
We have included selected problems using ACL in several chapters in the text. These
problems are related to the topic of the chapter so that students can see how audit
software is used to perform specific types of audit tests. Guidance for students on the
use of ACL is included on the text Web site.

The annual report for the Hillsburg Hardware Company is included as an insert to the
text. Financial statements and other information included in the annual report are
used in examples throughout the text to illustrate chapter concepts. The annual re-
port also includes management’s report on internal control required by Section 404a
and the auditor’s report required by Section 404b, consistent with PCAOB Auditing
Standard No. 5.

The Pinnacle Manufacturing integrated case is based on a large, multi-division com-
pany. The case has been revised and expanded to now consist of seven parts included
at the end of the chapter to which that part relates. Each part of the case is designed
to give students hands-on experience, and the parts of the case are connected so that
students will gain a better understanding of how the parts of the audit are integrated
by the audit process.



ORGANIZATION

The text is divided into six parts. The chapters are relatively brief and designed to be
easily read and comprehended by students.

Part |, The Auditing Profession (Chapters 1-5) The book begins with an open-
ing vignette featuring a Big 4 public accounting firm’s assurance report contained
in the Corporate Sustainability Report issued by United Parcel Service (UPS), to
help students see the increasingly important role of auditors in providing assur-
ance on a broad range of information important to key stakeholders. Chapter 1 in-
troduces key provisions of the Sarbanes—Oxley Act, including the creation of the
PCAOB and Section 404 internal control reporting requirements. Chapter 2 covers
the CPA profession, with particular emphasis on the standards setting responsibili-
ties of the International Auditing and Assurance Standards Board (IAASB) and the
PCAOB and how those responsibilities differ from those of the AICPA Auditing
Standards Board (ASB). Chapter 2 provides in-depth coverage of the AICPA Clarity
Project and resulting changes to AICPA auditing standards. Chapter 3 provides a
detailed discussion of audit reports issued under AICPA and PCAOB standards, in-
cluding a separate section on the report on internal control over financial report-
ing for an accelerated filer public company. The chapter also emphasizes conditions
affecting the type of report the auditor must issue and the type of audit report ap-
plicable to each condition under varying levels of materiality. Chapter 4 explains
ethical dilemmas, professional ethics, and independence, and it features the newly
revised AICPA Code of Professional Conduct. Chapter 5 ends this part with an investi-
gation of auditors’ legal liability.

Part 2, The Audit Process (Chapters 6-13) The first two of these chapters deal
with auditor and management responsibilities, professional skepticism, a profes-
sional judgment framework for auditor decision making, audit objectives, gen-
eral concepts of evidence accumulation, and audit documentation, including the
management assertions and evidence concepts in the risk assessment standards.
Chapter 8 deals with planning the engagement, including understanding the com-
pany’s business and its industry as part of the auditor’s risk assessment procedures,
using analytical procedures as an audit tool, and making preliminary judgments
about materiality. Chapter 9 provides expanded coverage of the auditor’s perfor-
mance of risk assessment procedures used to assess the risk of material misstate-
ment due to fraud or error and how the auditor responds to risks of significant
misstatement with further audit procedures. Fraud auditing is the focus of Chapter
10, which builds upon risk assessment concepts covered in the previous chapter to
illustrate how risk assessment includes the assessment of fraud risk. The chapter
also includes specific examples of fraud and discusses warning signs and proce-
dures performed in response to heightened fraud risk. Chapter 11 outlines the key
components of an effective system of internal controls over financial reporting,
consistent with the 2013 revision of COSO'’s Internal Control—Integrated Framework.
Because most internal control systems are heavily dependent on information tech-
nologies, this chapter integrates coverage of IT general controls and application
controls. Chapter 12 shows how effective internal controls can reduce planned au-
dit evidence in the audit of financial statements, and it outlines procedures auditors
perform as tests of those controls to support a low control risk assessment. The
chapter also describes how auditors of accelerated filer public companies integrate
evidence to provide a basis for their report on the effectiveness of internal control
over financial reporting with the assessment of control risk in the financial state-
ment audit. Chapter 13 summarizes Chapters 6 through 12 and integrates them
with the remainder of the text.
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Part 3, Application of the Audit Process to the Sales and Collection Cycle
(Chapters 14-17) These chapters apply the concepts from Part 2 to the audit of
sales, cash receipts, and the related income statement and balance sheet accounts.
The appropriate audit procedures for accounts in the sales and collection cycle are
related to internal control and audit objectives for tests of controls, substantive
tests of transactions, and tests of details of balances in the context of both the audit
of financial statements and the audit of internal control over financial reporting.

Students also learn to apply audit sampling to the audit of sales, cash receipts, and
accounts receivable. Chapter 15 begins with a general discussion of audit sampling
for tests of controls and substantive tests of transactions. Similarly, Chapter 17 begins
with general sampling concepts for tests of details of balances. The next topic in each
chapter is extensive coverage of nonstatistical sampling. The last part of each chapter
covers statistical sampling techniques.

Part 4, Application of the Audit Process to Other Cycles (Chapters 18-23) Each
of these chapters deals with a specific transaction cycle or part of a transaction cycle
in much the same manner as Chapters 14 through 17 cover the sales and collection
cycle. Each chapter in Part 4 demonstrates the relationship of internal controls, tests
of controls, and substantive tests of transactions for each broad category of transac-
tions to the related balance sheet and income statement accounts. We integrate dis-
cussion of implications related to the audit of internal control throughout all these
transaction cycle chapters. Cash and financial instruments are studied late in the text
to demonstrate how the audit of cash and financial instrument balances is related to
most other audit areas.

Part 5, Completing the Audit (Chapter 24) This part includes only one chapter,
which deals with performing additional tests to address presentation and disclosure
objectives, summarizing all audit tests, reviewing audit documentation, obtaining
management representations in an integrated audit of financial statements and inter-
nal control, communicating with those charged with governance, and all other as-
pects of completing an audit.

Part 6, Other Assurance and Nonassurance Services (Chapters 25 and 26)
The last two chapters deal with various types of engagements and reports,
other than the audit of financial statements using generally accepted account-
ing principles. Topics covered include assurance services; review, compilation,
and preparation services; agreed-upon procedures engagements; attestation
engagements; other audit engagements; internal financial auditing; governmental
financial auditing; and operational auditing. This edition also includes expanded
coverage of service organization control (SOC) reports on internal controls at
external service providers.

Instructor’s Resource Center www.pearsonglobaleditions.com/arens This
password-protected site is accessible from the catalog page for Auditing and Assurance
Services, 16th ed., and hosts the following resources:


http://www.pearsonglobaleditions.com/arens

Image Library The Image Library allows access to most of the images and illustra-
tions featured in the text.

Instructor’s Resource Manual Suggestions for each chapter include: Homework
problems, how learning objectives correlate with chapter problem material, and vi-
sual aids that can be added to PowerPoint slides or used on document cameras or
overhead projectors. Chapters have been designed so that their arrangement and se-
lection provide maximum flexibility in course design. Sample syllabi and suggested
term projects are provided.

Solutions Manual Included are detailed solutions to all the end-of-chapter exercises,
problems, and cases. Guidelines for responses to review questions and discussion
questions are offered.

Test Item File & TestGen The Test Item File includes multiple choice exercises,
true/false responses, essay questions, and questions related to the chapter vignettes.
To assist the instructor in selecting questions for use in examinations and quizzes,
each question has been assigned one of three difficulty ratings—easy, medium, or
challenging. In addition, questions that uniquely relate to the integrated audits of
large public companies or to the provisions of the Sarbanes—Oxley Act and Section
404 have been separately labeled for easy identification by the professor. TestGen
testing software is an easy-to-use computerized testing program. It can create exams
as well as evaluate and track student results. All Test Item File questions are available
in the TestGen format.

PowerPoint Slides PowerPoint presentations are available for each chapter of the
text. Instructors have the flexibility to add slides and/or modify the existing slides to
meet course needs.

Enhanced Companion Web Site Pearson’s Learning on the Internet Partnership
offers the most expansive Internet-based support available. Our Web site provides
a wealth of resources for students and faculty. Periodically, faculty will be able to ac-
cess electronic summaries and PowerPoint slides of the most recent changes to pro-
fessional standards and summaries of major issues affecting the auditing profession.
This will help instructors to stay informed of emerging issues.

MyAccountingLab® MyAccountingLab is an online homework, tutorial, and assess-
ment program designed to work with this text to engage students and improve re-
sults. Within its structured environment, students practice what they learn, test their
understanding, and receive immediate feedback to help them better absorb course
material and understand difficult concepts.
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PHASE |
Plan and design an
audit approach

Summary of the Audit Process

Accept client and perform
initial audit planning

I

Understand the client’s
business and industry

I

Perform preliminary
analytical procedures

[

Set preliminary judgment
of materiality and
performance materiality

I

Identify significant risks
due to fraud or error

I

Assess inherent risk

[

Understand internal control
and assess control risk

[

Finalize overall audit

strategy and audit plan

I

PHASE Il
Perform tests of
controls and
substantive tests
of transactions

Plan
to reduce
assessed level of
control
risk?

No

Perform tests of controls*

I

Perform substantive tests

of transactions

I

Assess likelihood of misstatements
in financial statements

I

PHASE 11l

Perform substantive
analytical procedures
and tests of details

/\

. High or
Low Medium unknown

Perform substantive

of balances analytical procedures
Perform tests of key items
Perform additional tests
of details of balances
|
|
PHASE IV Perform additional tests for
Complete the presentation and disclosure
audit and T
issue an

audit report

| Accumulate final evidence |

I

| Evaluate results |

I

| Issue audit report |

I

Communicate with audit
committee and management

*The extent of tests of controls is determined by planned reliance on controls. For public
companies required to have an audit of internal control, testing must be sufficient to issue
an opinion on internal control over financial reporting.
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THE AUDITING
PROFESSION

CHAPTERS 1-5

for performing financial audits, which is our primary
focus. This background will help you understand why
auditors perform audits the way they do.

T hese first five chapters in PART | provide background

Chapters | and 2 describe assurance services,
including auditing and the role of certified public
accounting (CPA) firms and other organizations in
performing audits of financial statements and other
information.

Chapter 3 provides a detailed discussion of audit
reports, which are the final products of audits.

Chapters 4 and 5 emphasize the regulation and
oversight of CPA firms through ethical standards and
the legal responsibilities of auditors.



THE DEMAND FOR AUDIT
AND OTHER ASSURANCE
SERVICES

After studying this chapter, you should
be able to

Monozukuri by KOBELCO

Kobe Steel, Ltd. (KOBELCO), one of Japan’s leading steelmakers and supplier of aluminum and
copper products, has been around for more than a century since their establishment in 1905.
Apart from involving themselves in the metal industry, KOBELCO has interests in wholesale
power supply, machinery, construction machinery, real estate, and electronic materials.

KOBELCO conducts Corporate Social Responsibility (CSR) activities that contribute to the
environment and society through monozukuri (or manufacturing). The literal translation of
monozukuri is ‘production’. ‘Mono’ means the the thing which is made and ‘Zukuri’ means the
act of making. The closest concept in
the English language to monozukuri is
‘craftsmanship’. This is a key element
of the company’s philosophy. Japan
is a country that is prone to many
natural disasters like typhoons, earth-
quakes and landslides. The company
aims to protect lives and livelihoods
from these disasters. It is constantly
developing technology in different
fields using the monozukuri concept.

It is important to note that natural
disasters management is costly. It
was estimated that S$14.5 to $34.6 billion lost in the 201 | Tohoku earthquake and tsunami.
15,893 people were confirmed dead, 6,152 were injured, and 2,572 people are still reported
missing. Any repeat of the Tohoku earthquake and tsunami will be devastating to Japan.
Monozukuri disaster protective technologies could hopefully mitigate both human tragedy
and monetary losses from similar disasters in the future.

KOBELCO established a Compliance Committee to advise the board of directors to facilitate
discussion, make proposals, and conduct follow-up verification related to important CSR issues
(especially environmental management activities). KOBELCO has adopted specific CSR guidelines
in the form of their Corporate Code of Ethics. The CSR Committee compiles information con-
cerning the CSR activities and publishes it each year in the form of the Kobe Steel Group Sustain-
ability Report. For example, KOBELCO donated 200 million yen and relief goods in the form of
construction equipment valued at 100 million yen to the Tohoku earthquake and tsunami relief.

The company requires their corporate auditing system to be strong and independent as
required in the Companies Act of Japan. The Audit and Supervisory Board would have inde-
pendent members that are independent of the Board of Directors and members from within
the management. Apart from the external auditors, the company engages a team of Internal
Auditors who operate as an independent entity in the company.

Sources: KOBELCO’s CSR website http://www.kobelco.co.jp/english/about_kobelco/csr/index.
html (Accessed 9 October 2015), SA Partners (2012) Toyota’s Monozukuri, SA Partners LLP,
Caerphilly, United Kingdom apartners.com/wp-content/uploads/20 | 2/08/Toyotas-Monozukuri.pdf
(Accessed 9 October 2015).

Each chapter’s opening story illustrates important auditing principles based on realistic situations. Some of
these stories are based on public information about real companies, whereas others are fictitious. Any re-
semblance in the latter stories to real firms, companies, or individuals is unintended and purely coincidental.

CHAPTER

LEARNING OBJECTIVES

1-1
1-2

Describe auditing.

Distinguish between auditing
and accounting.

Explain the importance of
auditing in reducing information
risk.

List the causes of information
risk, and explain how this risk
can be reduced.

Describe assurance services
and distinguish audit services
from other assurance and
nonassurance services provided
by CPAs.

Differentiate the three main
types of audits.

Identify the primary types

of auditors.

Describe the requirements

for becoming a CPA.


http://www.kobelco.co.jp/english/about_kobelco/csr/index.html
http://www.kobelco.co.jp/english/about_kobelco/csr/index.html

The opening example involving KOBELCO illustrates the increasingly important role CSR and corporate
governance reporting, compliance and assurance to a broad range of stakeholders. Of course, reporting on the finan-
cial statements of public companies, as well as private companies, government units, and nonprofit entities, remains
a primary role of auditors. In addition, auditors provide assurance on internal control over financial reporting for

larger public companies.

This chapter introduces auditing and other assurance services provided by auditors, as well as auditors’ role in
society. These services provide value by offering assurance on financial statements, the effectiveness of internal con-
trol, and many other types of information. There is also a discussion of the types of audits and auditors, including
the requirements for becoming a certified public accountant (CPA).

NATURE OF AUDITING

OBJECTIVE I-1

Describe auditing.

We have introduced the role of auditors in society and how auditors provide assurance
on financial statements. Auditors also provide assurance on the effectiveness of inter-
nal control over financial reporting, as well as many other types of information such
as corporate sustainability reports. We now examine auditing more specifically using
the following definition:

Auditing is the accumulation and evaluation of evidence about information to determine and
report on the degree of correspondence between the information and established criteria.
Auditing should be done by a competent, independent person.

Information and
Established Criteria

Accumulating and
Evaluating Evidence

The definition includes several key words and phrases. For ease of understanding,
we'll discuss the terms in a different order than they occur in the description.

To do an audit, there must be information in a verifiable form and some standards
(criteria) by which the auditor can evaluate the information. This information can take
many forms. Auditors routinely perform audits of quantifiable information, including
companies’ financial statements and individuals’ federal income tax returns. Auditors
also audit more subjective information, such as the effectiveness of computer systems
and the efficiency of manufacturing operations.

The criteria for evaluating information also vary depending on the information
being audited. In the audit of historical financial statements by CPA firms, the cri-
teria may be U.S. generally accepted accounting principles (GAAP) or International
Financial Reporting Standards (IFRS). This means that in an audit of Apple’s finan-
cial statements, the CPA firm will determine whether Apple’s financial statements
have been prepared in accordance with GAAP. For an audit of internal control over
financial reporting, the criteria will be a recognized framework for establishing inter-
nal control, such as Internal Control—Integrated Framework issued by the Committee of
Sponsoring Organizations of the Treadway Commission (widely known as COSO).

For the audit of tax returns by the Internal Revenue Service (IRS), the criteria are
found in the Internal Revenue Code. In an IRS audit of Apple’s corporate tax return, the
internal revenue agent uses the Internal Revenue Code as the criteria for correctness,
rather than GAAP.

For more subjective information, it is more difficult to establish criteria. Typi-
cally, auditors and the entities being audited agree on the criteria well before the audit
starts. For example, in an audit of the effectiveness of specific aspects of computer
operations, the criteria might include the allowable level of input or output errors.

Evidence is any information used by the auditor to determine whether the informa-
tion being audited is stated in accordance with the established criteria. Evidence takes
many different forms, including:

« Electronic and documentary data about transactions
» Written and electronic communication with outsiders
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« Observations by the auditor
« Oral testimony of the auditee (client)

To satisfy the purpose of the audit, auditors must obtain a sufficient quality and
quantity of evidence. Auditors must determine the types and amount of evidence
necessary and evaluate whether the information corresponds to the established
criteria. This is a critical part of every audit and the primary subject of this book.

The auditor must be qualified to understand the criteria used and must be competent
to know the types and amount of evidence to accumulate in order to reach the proper
conclusion after examining the evidence. The auditor must also have an independent
mental attitude. The competence of those performing the audit is of little value if they are
biased in the accumulation and evaluation of evidence.

Auditors strive to maintain a high level of independence to keep the confidence
of users relying on their reports. Auditors reporting on company financial statements
are often called independent auditors. Even though such auditors are paid fees by
the company, they are normally sufficiently independent to conduct audits that can
be relied on by users. Even internal auditors—those employed by the companies they
audit—usually report directly to top management and the board of directors, keeping
the auditors independent of the operating units they audit.

The final stage in the auditing process is preparing the audit report, which commu-
nicates the auditor’s findings to users. Reports differ in nature, but all must inform
readers of the degree of correspondence between the information audited and estab-
lished criteria. Reports also differ in form and can vary from the highly technical type
usually associated with financial statement audits to a simple oral report in the case of
an operational audit of a small department’s effectiveness.

The key parts in the description of auditing are illustrated in Figure 1-1 using an
IRS agent’s audit of an individual’s tax return as an example. To determine whether
the tax return was prepared in a manner consistent with the requirements of the fed-
eral Internal Revenue Code, the agent examines supporting records provided by the
taxpayer and from other sources, such as the taxpayer’s employer. After completing
the audit, the internal revenue agent issues a report to the taxpayer assessing additional
taxes, advising that a refund is due, or stating that there is no change in the status of
the tax return.

FIGURE I-1 FAudit of a Tax Return

Information
Federal
tax returns
Competent, filed by
independent Accumulates and taxpayer
erson ;
P evaluates evidence Report on results
Internal Examines cancelled Determines Report on tax
revenue checks and other correspondence deficiencies
agent supporting records

Established criteria

Internal Revenue
Code and
all interpretations

NS J

Competent, Independent
Person

Reporting
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DISTINCTION BETWEEN AUDITING AND ACCOUNTING

OBJECTIVE 1-2

Distinguish between auditing
and accounting.

Many financial statement users and the general public confuse auditing with account-
ing. The confusion results because most auditing is usually concerned with accounting
information, and many auditors have considerable expertise in accounting matters.
The confusion is increased by giving the title “certified public accountant” to many
individuals who perform audits.

Accounting is the recording, classifying, and summarizing of economic events in a
logical manner for the purpose of providing financial information for decision making.
To provide relevant information, accountants must have a thorough understanding of
the principles and rules that provide the basis for preparing the accounting information.
In addition, accountants must develop a system to make sure that the entity’s economic
events are properly recorded on a timely basis and at a reasonable cost.

When auditing accounting data, auditors focus on determining whether recorded
information properly reflects the economic events that occurred during the account-
ing period. Because U.S. or international accounting standards provide the criteria for
evaluating whether the accounting information is properly recorded, auditors must
thoroughly understand those accounting standards.

In addition to understanding accounting, the auditor must possess expertise in the
accumulation and interpretation of audit evidence. It is this expertise that distinguishes
auditors from accountants. Determining the proper audit procedures, deciding the
number and types of items to test, and evaluating the results are unique to the auditor.

ECONOMIC DEMAND FOR AUDITING

OBJECTIVE 1-3

Explain the importance
of auditing in reducing
information risk.

Causes of Information
Risk

To illustrate the need for auditing, consider the decision of a bank officer in making
a loan to a business. This decision will be based on such factors as previous financial
relationships with the business and the financial condition of the business as reflected
by its financial statements. If the bank makes the loan, it will charge a rate of interest
determined primarily by three factors:

1. Risk-free interest rate. This is approximately the rate the bank could earn by invest-
ing in U.S. treasury notes for the same length of time as the business loan.

2. Business risk for the customer. This risk reflects the possibility that the business will
not be able to repay its loan because of economic or business conditions, such
as a recession, poor management decisions, or unexpected competition in the
industry.

3. Information risk. Information risk reflects the possibility that the information
upon which the business risk decision was made was inaccurate. A likely cause of
the information risk is the possibility of inaccurate financial statements.

Auditing has no effect on either the risk-free interest rate or business risk, but
it can have a significant effect on information risk. If the bank officer is satisfied
that there is minimal information risk because a borrower’s financial statements are
audited, the bank’s risk is substantially reduced and the overall interest rate to the
borrower can be reduced. The reduction of information risk can have a significant
effect on the borrower’s ability to obtain capital at a reasonable cost. For example,
assume a large company has total interest-bearing debt of approximately $10 billion.
If the interest rate on that debt is reduced by only 1 percent, the annual savings in
interest is $100 million.

As society becomes more complex, decision makers are more likely to receive unreli-
able information. There are several reasons for this: remoteness of information, biases
and motives of the provider, voluminous data, and the existence of complex exchange
transactions.
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