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Phase

Components of phase

Risk Assessment

Phase | - Client
acceptance and
continuance

Identify client reasons for audit

Conduct independence threat analysis
Client acceptance or continuance analysis
Identify available staff

Obtain signed engagement letter

Phase 2 - Understanding
the entity and its
environment

Understand client's business and industry:
* Industry and external environment
* Business operations and processes
* Management and governance
* Objectives and strategy
* Measurement and performance
Assess client business risk (an ongoing process):
* Evaluate management controls affecting
business risk
* Assess client business risk
Perform preliminary analytical procedures

Phase 3 - Planning the
audit

Determine audit risk

Determine inherent risk

Set preliminary materiality levels

Understand and document internal controls

Evaluate design effectiveness of internal controls

Evaluate control risk by assertion

Assess risk of material misstatements

Assess risks of fraud

Identify significant risks or transactions/accounts that
require more than substantive tests

Determine risks of material misstatement at the financial
statement and assertion levels

Discuss risks and audit plan with audit team/develop and
modify staffing plans as required

Develop strategic audit approach overall and by cycle

Risk Response

Phase 4 - Designing
further audit procedures

Develop audit programs

Phase 5 - Tests of control

If the auditor plans to rely upon internal controls or
internal controls are needed as part of the testing plan:

* Perform tests of control

* Assess impact of results of tests upon risks of material
misstatement and upon audit programs

Phase 6 - Substantive
tests

Perform substantive tests (tests of details of balances,
tests of key items and analytical procedures)

Assess impact of results of tests upon risks of material
misstatement and upon audit programs

Phase 7 - Completion
and review

Evaluate results of tests as completed

Conduct review of working papers and supervision as
audit progresses

Reassess risks and materiality as required

Modify risk response/audit plans as required

Complete final evidence gathering (review for contingent
liabilities, review for subsequent events, any additional
evidence required)

Conduct analytical procedures at the financial statement level

Prepare audit summary memorandum and documentation

Reporting

Phase 8 - Reporting

Determine type of audit report to be issued

Communicate with audit committee and management as
required

Conduct final quality control review (including tax review,
second partner review, and risk-review, as required)

Issue audit report

Initiate file freeze procedures
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Auditing: The Art and Science of Assurance Eingagements is an introduction to auditing
and assurance services. It is intended for use in an introductory auditing course, for
one-semester or two-semester instruction at the undergraduate or graduate level. The
primary emphasis of the book is on the auditors” decision-making process in a finan-
cial statement audit and, to a lesser degree, other types of assurance engagements. As
the title of book reflects, auditing is an art, as it requires considerable use of profes-
sional judgment and skepticism, but it is also a science, resting upon a solid frame of
technical skills and knowledge of multiple disciplines associated with auditing, such
as accounting, tax, and information systems.

One of the most fundamental concepts in auditing concerns the nature
and amount of evidence the auditor should gather after considering the unique
circumstances of each engagement. If students of auditing understand the risks to
be addressed in a given audit area, the circumstances of 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. In order to help students develop
these skills, we provide a professional judgment framework to help students reflect
upon common judgment traps and to develop their own judgment and professional
skepticism.

Our objective is to provide up-to-date coverage of globally recognized auditing
concepts with practical examples of the implementation of those concepts in real-life
settings. We integrate the most important concepts in auditing in a logical manner to
assist students in understanding audit decision-making and evidence accumulation in
today’s complex auditing environment. Throughout the book, we emphasize interna-
tional and Canadian developments affecting auditing in a global and economically
volatile environment. Key concepts related to professional judgment and risk assess-
ment are integrated into all the planning chapters, as well as each chapter dealing
with particular transaction cycles and related accounts. We provide numerous real-life
vignettes and examples from actual audit planning documents to enhance students’
understanding of the concepts. We also provide numerous diagrams and visual depic-
tions to help clarify concepts such as materiality and the various substantive tests in
the key transaction cycles.

What's New to This Edition?

Those of you who are familiar with the Twelfth Edition of this textbook will find that
we have made a significant number of changes to this edition. We highlight the more
substantive changes below.

Current Coverage

New auditing standards are released without regard to textbook revision cycles. As
auditing instructors, we appreciate how critical it is to have the most current content
available. This edition includes coverage of the most recent standards released and
highlights impending changes that have been announced by Canada’s Auditing and
Assurance Board — the most significant one being the changes to the auditors’ report.
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In addition to ensuring that the coverage of audit standards is the most up-to-date
possible, in Chapter 2 we provide an overview and more guidance on the organiza-
tion of CPA Canada’s Assurance Handbook, including the principles that provide the
framework to help auditors fulfill the objectives of the financial statement audit.

Expanded Coverage on Audit Quality and
Expectations Gap

Starting with Chapter 2 and continuing throughout the book, we introduce the var-
ious initiatives introduced to improve audit quality. We highlight the various parties
responsible for audit quality and how individual auditors, teams, processes within
the firms, standard setters, and others all play an important role in contributing to
high-quality audits. Chapter 3, which covers legal liability, now includes an expanded
discussion of the expectations gap.

A Greater Emphasis on Professional
and Ethical Judgment

In Chapter 4, we introduce a professional judgment framework, which is based
upon the various frameworks developed by several national accounting bodies. This
framework provides students with a methodical approach to addressing audit issues.
We elaborate on the framework and introduce judgment traps and biases that can
erode judgment quality. We have also updated ethical decision-making and high-
light the various biases and ethical blind spots that can inhibit the auditors’ decisions.
Throughout the textbook, we revisit and integrate these frameworks into our discus-
sion of the auditing concepts and illustrate their application in various vignettes,
audit studies conducted by the profession and academics, homework problems,
and research activities.

Expanded Coverage on Professional Skepticism

With the profession’s continued focus on the importance of applying appropriate
levels of professional skepticism, we have expanded coverage of this topic starting
with Chapter 1. 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. We have introduced several vignettes and homework
problems that help students think further about challenges and threats to applying
professional skepticism in the context of an audit.

Risk Assessment and the Audit Process

As in the previous edition, we emphasize and incorporate risk assessment procedures
required by the risk assessment standards throughout the text. Chapter 6 covers cli-
ent acceptance and continuance and planning. Chapter 7 highlights audit risk and
the risk of material misstatement, Chapter 8§ emphasizes the importance of internal
control as part of the risk assessment process, and Chapter 10 brings it all together
in its discussion of audit strategy. Subsequent chapters that focus on the transaction
cycles include extensive coverage of fraud risk, inherent risk, and internal control
risk. We have also updated the coverage on three of the transaction cycles (revenue,
acquisition and payment, and inventory) to include discussion of fraud procedures
and to provide real-life examples that compare and contrast the different types of audit
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strategies employed in these three cycles. The revenue cycle is now consolidated into
one chapter and has expanded coverage on the risks associated with revenue recogni-
tion and auditing complex revenue contracts.

Expanded Coverage on Materiality

We have expanded our coverage on materiality and provide actual examples of the
benchmarks used at a variety of client organizations and the policies at different firms.
We clarify the characteristics of overall, performance, and specific materiality, and dis-
cuss the impact on evidence collection. Consistent with our emphasis on professional
judgment, we provide vignettes that help students understand the subjective nature
of materiality. We revisit materiality in Chapter 19, and highlight its importance in
completing the audit and evaluating the results.

Updated Internal Control Guidance

This chapter uses the 2013 COSO framework and its 17 principles of effective control
as the basis of discussion. This framework more closely reflects the current environ-
ment in which businesses operate—in particular, there is much more emphasis and
integration of I'T controls. We have included material to help students understand the
different types of controls and how to apply professional judgment in evaluating con-
trol deficiencies. The chapter has been updated to include the role of the I'T specialist
on the audit team as well as auditing outsourced controls and the role of the service
centre auditor.

New Coverage on Substantive Analytical Procedures

We have expanded our coverage on analytical procedures and the importance of pro-
fessional judgment and skepticism in developing rigorous substantive analytical pro-
cedures necessary for the level of risk. We have added several problems that focus on
analytical procedures.

Updated Sampling Guidance

The sampling chapter has been rewritten to clarify and simplify the application of
sampling concepts. The restructuring of the chapter to include and update all the
relevant material on sampling from other chapters should improve student under-
standing of core sampling concepts for both nonstatistical and statistical sampling.

Updated Audit Report Guidance

This chapter now includes a decision-making framework to help guide students
through the process of deciding what type of audit report to issue. There is also more
guidance on auditing the going concern assumption and a variety of real-life exam-
ples of the modifications to the audit report. Finally, the chapter concludes with an
overview of the new audit reporting standards, which will be adopted in Canada in
the near future.

Other Assurance Services

Our coverage of other assurance services in Chapters 1 and 20 highlights emerg-
ing opportunities for public accountants to provide assurance about corporate social
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responsibility and sustainability reports. Chapter 20 also reflects the impending stan-
dards for review engagements and reporting on supplemental information. In addi-
tion, numerous actual reports and several new homework questions are provided to
help students focus on the users and their assurance needs.

New Integrated Case—Pinnacle Manufacturing

The Pinnacle Manufacturing integrated case is based on a large multi-division com-
pany. The four parts of the case are included at the end of the chapters to which the
parts relate. 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 understand-
ing of how the parts of the audit are integrated by the audit process.

New and Revised Problems and Cases

All chapters include multiple choice questions as well as research activities that
require students to use the Internet to research relevant auditing issues. All chapters
include several new and revised professional judgment problems and cases. Many of
the problems are based upon actual companies.

Organization

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

Part 1: The Auditing Profession (Chapters 1-4)

The book begins with an opening vignette featuring the Government of Canada’s
Sponsorship Scandal and the role of a former auditor general, Sheila Fraser, in inves-
tigating this high profile fraud. Chapter 1 aims to answer the question, “Who are
the auditors and why are they important?” The chapter explains the different types
of auditors and assurance services. Chapter 2 covers the public accounting profes-
sion, with a particular emphasis on the standard setting responsibilities of the Interna-
tional Auditing and Assurance Standards Board (IAASB) and the Canadian Auditing
and Assurance Standards Board (AASB). Chapter 2 provides an overview of the CPA
Canada Assurance Handbook, Canadian auditing standards, and auditors™ responsi-
bilities. It also provides a discussion of audit quality. Chapter 3 is an investigation
of the expectations gap and auditors’ legal liability, with a discussion of some recent
Canadian cases. The final chapter of this part presents professional judgment and
ethical decision-making frameworks as well as discussion of the rules of professional
conduct and how to conduct an independence threat assessment.

Part 2: The Audit Process (Chapters 5-10)

Part 2 presents the strategic audit process. The concepts in this part of the book rep-
resent the foundation of the book. Chapter 5 describes the overall objectives of the
audit, the auditor’s responsibilities in conducting the audit, and the specific objec-
tives the auditor tries to accomplish. We introduce Hillsburg Hardware Limited in
Chapter 5, which is used to illustrate planning and development of an audit strategy
as well as many other concepts throughout the book. Chapter 6 deals with client
acceptance and continuance and planning the engagement, including understanding
the client’s business and environment as part of the auditors risk assessment proce-
dures and using analytical procedures as an audit tool. Chapter 7 introduces materi-
ality and risk and how the auditor responds to risks of significant misstatement with
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further audit procedures. Chapter 8 shows how effective internal controls can reduce
planned audit evidence in the audit of financial statements. Chapter 9 links evidence
decisions to assessed risks and includes general concepts of evidence accumulation.
Chapter 10 provides an overall strategic risk-based audit strategy, linking planning to
assertion-based audit programs.

Part 3: Application of the Audit Process: Audit of Cycles
and Accounts (Chapters 11-17)

These chapters apply the concepts from Part 2 to planning a sample and to the spe-
cific transaction cycles. We begin in Chapter 11 with a general discussion of audit
sampling for tests of controls, substantive tests of transactions, and tests of details of
balances. The chapter, which uses the revenue cycle as the basis for its examples,
covers both nonstatistical and statistical sampling. The remaining chapters deal with
a specific transaction cycle or part of a transaction cycle. We start with the most signif-
icant cycle for most organizations—revenue. We provide an overview of the cycle and
then consider the inherent and fraud risks associated with revenue and discuss how to
design and conduct internal control and substantive tests in response to the significant
risks, as well as specific fraud procedures. We conclude the chapter by providing an
illustration of applying professional judgment in the development of the audit strategy
for the revenue cycle of two actual organizations. Throughout the chapter, we provide
numerous real-life examples to illustrate key concepts. The remaining chapters follow
a similar format. Cash is studied late in the text to demonstrate how the audit of cash
is related to most other audit areas.

Part 4: The Audit Process: Completion and Reporting and
Other Assurance Services (Chapters 18-20)

This part begins with two chapters on the final two phases of the audit process—
completion and reporting. The first chapter deals with performing additional tests
to address presentation and disclosure objectives, summarizing and evaluating the
results of audit tests, reviewing audit documentation, communicating with those
charged with governance, and all other aspects of completing an audit. The next
chapter begins with a discussion of the debate of the upcoming changes to the audi-
tor’s report, which has remained virtually the same for the past sixty years. The chapter
provides a detailed discussion of audit reports, including the recently released inter-
national reporting standards, which Canada will be adopting in the near future. The
chapter emphasizes conditions affecting the type of report the auditor must issue and
the type of audit report application to each condition under varying levels of mate-
riality. The last chapter, on other assurance services, deals with the various types of
engagements and reports, other than the audit of financial statements. Topics covered
include review and compilation services, agreed-upon procedures engagements, and
assurance engagements of nonfinancial information. We conclude by discussing the
future of assurance services and the continued evolution of assurance standards in the
face of changing assurance needs.

MyAccountinglLab

MyAccountinglab delivers proven results in helping individual students succeed. It
provides engaging experiences that personalize, stimulate, and measure learning for
each student. And it comes from a trusted partner with educational expertise and an
eye on the future.

MyAccountinglLab for the Canadian Thirteenth Edition of Auditing: The Art and
Science of Assurance Engagements includes many valuable assessments and study
tools to help students practise and understand key concepts from the text. Students
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can practise select end-of-chapter questions, review key terms with glossary flashcards,
access student PowerPoint slides, and explore integrated case content.

MyAccountinglab can be used by itself or linked to any learning management
system. To learn more about how MyAccountinglLab combines proven learning appli-
cations with powerful assessment, visit www.myaccountinglab.com.

Student Resources

COURSESMART FOR STUDENTS CourseSmart goes beyond traditional expectations—
providing instant, online access to the textbooks and course materials you need at
significant savings over the price of a printed text. With instant access from any com-
puter and the ability to search your text, you'll find the content you need quickly, no
matter where you are. And with online tools like highlighting and note-taking, you
can save time and study efficiently. See all the benefits at www.coursesmart.com/
students.

Instructional Support Materials

INSTRUCTOR’S RESOURCE MANUAL The Instructor’s Resource Manual assists the
instructor in teaching the course more efficiently. The features include instructions
for assignments, practical examples to help the students understand the material, and
helpful suggestions on how to effectively teach each chapter. It also includes a sample
course outline and mapping the chapters’ topics to the CPA Competency Map.

INSTRUCTOR’S SOLUTIONS MANUAL This comprehensive resource provides detailed
solutions to all the end-of-chapter review questions, multiple-choice questions, prob-
lems, and cases.

COMPUTERIZED TESTBANK Pearson’s computerized test banks allow instructors to fil-
ter and select questions to create quizzes, tests, or homework. Instructors can revise
questions or add their own, and may be able to choose print or online options. These
questions are also available in Microsoft Word format.

POWERPOINT SLIDES Electronic colour slides are available in Microsoft PowerPoint.
The slides illuminate and build on key concepts in the text.

IMAGE LIBRARY The Image Library is an impressive resource that helps instructors
create vibrantlecture presentations. Almostall figures and tables in the textare included
and organized by chapter for convenience. These images can easily be imported into
Microsoft PowerPoint to create new presentations or to add to existing ones.

COURSESMART FOR INSTRUCTORS CourseSmart goes beyond traditional expecta-
tions— providing instant, online access to the textbooks and course materials you
need at a lower cost for students. And even as students save money, you can save time
and hassle with a digital eTextbook that allows you to search for the most relevant con-
tent at the very moment you need it. Whether you are evaluating textbooks or creating
lecture notes to help students with difficult concepts, CourseSmart can make your life
a little easier. See how when you visit www.coursesmart.com/instructors.

PEARSON CUSTOM LIBRARY For enrollments of at least 25 students, you can create
your own textbook by choosing the chapters that best suit your own course needs. To
begin building your custom text, visit www.pearsoncustomlibrary.com. You may also
work with a dedicated Pearson Custom editor to create your ideal text—publishing
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your own original content or mixing and matching Pearson content. Contact your
local Pearson Canada sales representative to get started.

PEARSON ETEXT Pearson eText gives students access to the text whenever and wher-
ever they have access to the Internet. eText pages look exactly like the printed text,
offering powerful new functionality for students and instructors. Users can create
notes, highlight text in different colours, create bookmarks, zoom, click hyperlinked
words and phrases to view definitions, and view in single-page or two-page view. Pear-
son eText allows for quick navigation to key parts of the eText using a table of contents
and provides full-text search. The eText may also offer links to associated media files,
enabling users to access videos, animations, or other activities as they read the text.

LEARNING SOLUTIONS MANAGERS Pearson’s learning solutions managers work with
faculty and campus course designers to ensure that Pearson technology products,
assessment tools, and online course materials are tailored to meet your specific needs.
This highly qualified team is dedicated to helping schools take full advantage of a
wide range of educational resources, by assisting in the integration of a variety of
instructional materials and media formats. Your local Pearson Canada sales represen-
tative can provide you with more details on this service program.
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The Auditing Profession

Who are auditors, and why are they important? These first four chapters
provide background for performing strategic financial statement audits,
which is our primary focus. This background will help you understand
why auditors perform audits the way they do.

Our book begins with a who’'s who of assurance services and
describes the role of accountants, public accounting firms, and other
organizations in doing audits. The chapters in Part 1 emphasize the
regulation and control of public accounting through auditing and ethical
standards and discuss the legal responsibilities of auditors. We also
talk about audit reports, which are the final products of audits.



The Demand for Audit and Other

Assurance Services

his chapter aims to answer a question: Who are auditors and why

are they important? Do you think that all auditors are accoun-

tants? Would you be surprised to learn that the answer is “no”?
In reality, auditors do not account for anything. If it is not yet clear what
this means, you will (hopefully) understand after reading this chapter.
You will learn about the purpose of auditing and why there is a demand
for auditing services, the many different kinds of auditors, and the vari-
ety of skills needed to be a good auditor.

LEARNING OBJECTIVES

After studying this chapter, you should be able to:

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.

Identify major types of audits and auditors.

Describe assurance services provided by public accountants and distinguish the
audit of financial statements from other assurance and nonassurance services.

Auditors Have a Great Responsibility

In 1996, Allan Cutler, a senior civil servant with the federal Department of Public Works, reported irregularities in
the department’s advertising contracting process. As a result, Ernst & Young was brought in to conduct a compli-
ance audit. Ernst & Young and Public Works’ own internal audit group, in subsequent audits, consistently found
noncompliance to policies and procedures. These were not minor lapses. Auditors found contracts worth millions
of dollars with no documentation or apparent value. For several years, the government ignored Cutler and the
audit reports. Throughout that time period, Cutler was labelled “not a team player” and was forced to move out
of Public Works. That was until 2000, when the media got wind of it and what is now known as the “Sponsorship
Scandal” or “AdScam” began.

The new minister of public works, Don Boudria, called in Sheila Fraser, the auditor general of
Canada, to investigate. Her report found an “appalling lack of documentation” and a “blatant
misuse” of public funds. Fraser went on to say that “the nature of the findings is such that |
have referred the matter to the RCMP” (Canada’s national police).

continued >



continued

The next year, Fraser went further, tracking the flow of funds and assisting the RCMP. Foren-
sic auditors Kroll Lindquist Avey were hired as well. All concluded that fraud and corruption had
indeed incurred. There were breaches of the Financial Administration Act, Treasury Board and
departmental policies, overbilling, lack of competitive bidding for contracts, suspicious varia-
tions in hourly rates, and poor record management. In the end, several people were charged
with fraud and went to jail.

In addition to the various audits and investigations, the new prime minister, Paul Martin,
set up a commission to investigate the legal ramifications of the scandal. As a result of the
scandal, the government was toppled. An internet poll reported that 57 percent of Canadians
wanted Sheila Fraser to be the next prime minister! People admired her forthright and candid

manner and liked that she was checking on their behalf.
As you read through the chapter, consider the following questions:

e What is the role of auditing? (LO 1, 3)

e Why do organizations obtain audit and assurance services? (LO 3)
e What are the different types of audits? (LO 5, 6)

e What are the different types of auditors? (LO 5)

Sources: Benoit and Franks, “For want of a nail: The role of internal audit in the Sponsorship Scandal,” Restoring
Accountability Research Studies Volume 2: The Public Service and Transparency (Ottawa: Public Works and Govern-
ment Services Canada, 2006), pp. 233-304. Kenneth Dye, “Corruption and fraud detection by supreme audit institu-
tions,” in Anwar Shah (ed.), Performance Accountability and Combating Corruption (Washington, D.C.: The World Bank,

2007). John Gray, “Auditing the auditor general,” The Walrus (December 2010).

THIS opening vignette about Sheila Fraser and the Sponsorship Scandal illustrates
the importance of internal controls and the role of auditors in detecting fraud and cor-
ruption. It also provides examples of a wide variety of assurance services that auditors
can perform—compliance audits, fraud audits, internal audits, and forensic audits.
Who says that auditors are simply bean counters?

Nature and Relevance of Auditing

Auditing is both an art and a science. It takes a combination of the auditor’s pro-
fessional judgment and skepticism (the art) and knowledge of the rules and proce-
dures (the science) to perform a high-quality audit. The definition of auditing, below,
includes several key words and phrases (emphasis added).

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.

We will now look at each of these key phrases.

Lo E® Describe auditing.

Auditing—the accumulation
and evaluation of evidence
about information to determine
and report on the degree of
correspondence between the
information and established
criteria.



Canada Revenue Agency (CRA)
auditors—auditors who work for
the Canada Revenue Agency
and conduct examinations of
taxpayers’ returns.

Evidence—any information used
by the auditor to assess whether
the information being audited

is stated in accordance with
established criteria.

Audit strategy—a planned
approach to the conduct of audit
testing based upon assessed
risks.

Professional judgment—
analytical, systematic, and
objective judgment carried out
with integrity and recognition of
responsibility to those affected by
its consequences.

Integrity—the quality of being
honest and courageous.

Professional skepticism—an
attitude that includes a
questioning mind, a critical
assessment of audit evidence, and
the willingness to challenge the
auditee’s assertions.

Information and Established Criteria

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

The criteria against which information is evaluated vary depending on the infor-
mation being audited. For example, in the audit of historical financial statements con-
ducted by public accounting firms, the criteria are based on an accounting framework
such as International Financial Reporting Standards (IFRS), Accounting Standards
for Private Enterprises (ASPE), or Accounting Standards for Not-for-Profit Organi-
zations (ASNPO). 'To illustrate, this means that in the audit of the financial state-
ments of RONA Inc. (www.rona.ca), the public accounting firm Raymond Chabot
Grant Thornton LLP (www.rcgt.com) determines whether the financial statements
have been prepared in accordance with the IFRS accounting standards. In contrast,
Canada Revenue Agency (CRA) auditors use the provisions of the Income Tax Act
to audit tax returns. In a CRA audit of RONA’s corporate tax return, the CRA auditor
uses the provisions of the Income Tax Act as the criteria rather than [FRS, as would be
the case with the RONA financial statement audit.

For more subjective information, such as auditing the effectiveness of computer
operations, it is more difficult to establish criteria. Typically, auditors and the entities
being audited agree on the criteria well before the audit starts. For a computer appli-
cation, one of the criteria might be the absence of input or output errors.

Accumulation and Evaluation of Evidence

Evidence is defined as any information used by the auditor to assess whether the infor-
mation being audited is stated in accordance with the established criteria. The quality
and amount of evidence collected depends upon the risks of material misstatement,
whether due to error or to fraud. Based upon a risk analysis, which includes the audi-
tor’s assessment of internal controls, the auditor devises an audit strategy to effectively
plan the evidence-gathering process. Evidence takes many different forms, including
oral representation of the auditee (client), written communication with outsiders, and
observations by the auditor. Certain evidence (from a third party) is considered more
reliable than other evidence (from the client). It is important to obtain a sufficient
quality and volume of evidence to mitigate the risks of the audit. The process of deter-
mining the amount of evidence necessary and evaluating whether the information
corresponds to the established criteria in the context of identified risks is a critical part
of every audit. The strategic audit approach is the focus of this text.

Competent, Independent Person

The auditor must be qualified to understand the engagement risks and the criteria
used, and be competent in selecting the types and amount of evidence to accumulate
and in effectively evaluating evidence to reach the proper conclusion. While having
the appropriate technical knowledge and skills are key to being competent, in order
to reach the proper conclusion (which means exercising professional judgment), an
auditor must act with integrity and with professional skepticism, be independent,
and recognize responsibility to the users of the audit report.

Professional skepticism underlies auditors” professional judgment. It is an attitude
that includes a questioning mind, a critical assessment of audit evidence, and a will-
ingness to challenge the auditee’s assertions. Sound professional judgment requires
the auditor to exercise objectivity (be free of biases, conflicts of interest, or undue
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influence). This is referred to as having independence in mind. The competence of ~ Independence in mind—the
the individual performing the audit is of little value if he or she is biased in the accu- auditor's ability to exercise
mulation and evaluation of evidence. It is likely that a biased auditor will not use the oblectivty.

appropriate level of professional skepticism, which can result in inadequate evidence

and insufficiently critical evaluation of the evidence.

Auditors reporting on company financial statements are independent auditors.  Independent auditors—public
Even though an auditor of published financial statements is paid a fee by a company, ~ accountants or accounting firms
he or she is normally sufficiently independent to conduct audits that can be relied ~ thatperform audits of commercial
on by users. Absolute independence is impossible, but auditors strive to maintain a and noncommercial entities.
high level of independence to keep the confidence of users relying on their reports.

Although internal auditors work for the company, to help maintain independence  Internal auditors—auditors
from the units being audited, they report directly to top management and the board ~ employed by a company to

of directors audit for the company’s board of
' directors and management.

Report

The final stage in the audit process is the independent auditor’s report—the com- Independent auditor’s report—

munication of the audit findings to users. Reports differ in nature, but in all cases they ~ the communication of audit
must inform readers of the degree of correspondence between the information and ~ findings to users.
established criteria. Reports also differ in form and can vary from the auditor’s stan-
dard opinion usually associated with financial statements to a customized report in
the case of an audit of effectiveness of computer systems or an audit of the efficiency
of manufacturing operations.
Figure 1-1 summarizes the important ideas in the definition of auditing by illus-
trating an audit of an individual’s tax return by a Canada Revenue Agency auditor.
The objective is to determine whether the tax return was prepared in a manner
consistent with the requirements of the Income Tax Act. The auditor first considers
the potential risk of incorrect or fraudulent tax reporting by comparing the statis-
tics of the tax return with other tax returns and by considering factors such as the
taxpayer’s industry and past income. The auditor next examines supporting records
provided by the taxpayer and from other sources, such as the taxpayer’s employer
or bank. After completing the audit, the Canada Revenue Agency (www.cra-arc
.gc.ca) auditor will issue a report to the taxpayer assessing additional taxes, advis-
ing that a refund is due, or stating that there is no change in the status of his or
her return.

Figure 1-1 Audit of a Tax Return

Information
Tax returns
Competent, b tﬁled
independent Y taxpayer
person Accumulates and
evaluates evidence Reports on results
Canada .
Revenue Conducts risk Examines bank Report on
»| statements and other  Determines correspondence | tax overages or
Agency assessment . ol
. supporting records deficiencies
auditor

Established criteria

Income Tax
Act and
all interpretations
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Lo B Distinguish between
auditing and accounting.

Accounting—the recording,
classifying, and summarizing

of economic events in a logical
manner for the purpose of
providing financial information for
decision making.

Materiality—amount of
misstatements, individually or in
the aggregate, that would likely
influence the economic decisions
of users.

Lo BB Explain the importance
of auditing in reducing information
risk.

Information risk—the risk
that information upon which a
business decision is made is
inaccurate.

6

Distinction Between Auditing and Accounting

Many financial statement users and members of the general public confuse audit-
ing and accounting. The confusion occurs because most auditing is concerned with
accounting information, and many auditors have considerable expertise in account-
ing matters. The confusion is increased by giving the title “public accountant” to indi-
viduals who are qualified to perform the external audit function. However, as noted in
this chapter’s introduction, financial statement auditors do not account for anything.

Accounting is the recording, classifying, and summarizing of economic events in
a logical manner for the purpose of providing financial information for decision mak-
ing. The function of accounting is to provide certain types of quantitative and qual-
itative (notes to the financial statements) information that management and others
can use to make decisions. Accountants must have a thorough understanding of the
principles and rules that provide the basis for preparing the accounting information.
Accountants also help to develop the systems used to record an entity’s economic
events in a timely way and at a reasonable cost.

When auditing accounting data, the concern is with evaluating whether recorded
information reasonably reflects the economic events that occurred during the
accounting period within specified dollar ranges (called materiality). Misstatements
are considered to be material if, individually or in the aggregate, they would likely
influence the economic decisions of the users. Since accounting standards are the cri-
teria for evaluating whether the accounting information is properly recorded, auditors
must understand the relevant accounting standards. These standards are constantly
evolving as business practices and standards change —there are different accounting
standards for public companies, private enterprises, not-for-profit organizations, and
public sector entities.

In addition to understanding accounting, the auditor must also possess expertise in
internal controls, risk assessment processes, and the accumulation and interpretation
of audit evidence. It is this expertise that distinguishes financial statement auditors
from accountants. Determining the proper audit procedures that mitigate risks, decid-
ing on the number and types of items to test, and evaluating the results are tasks that
are unique to the auditor.

Economic Demand for Auditing

Businesses, governments, and not-for-profit organizations use auditing services exten-
sively. Publicly accountable organizations, such as businesses listed on securities
exchanges or large not-for-profit organizations, are legally required to have an annual
financial statement audit.

A look at the economic reasons for auditing highlights why auditing is valuable.
Consider a bank manager’s decision to make a loan to a business. The decision will
be based on such factors as previous financial relations with the business and the
financial condition of the business as reflected by its financial statements. Assuming
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
investing in Canada Treasury bills 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 decision was made was inaccurate. A likely cause of the

information risk is inaccurate financial statements.

PART 1 | THE AUDITING PROFESSION



Auditing has no effect on either the risk-free interest rate or business risk. It can
have a significant effect on information risk, however. If the bank manager is satistied
that there is low information risk, the risk is lowered and the overall interest rate to
the borrower can be reduced. For example, assume that a large company has total
interest-bearing debt of approximately $1 billion. If the interest rate on that debt is
reduced by only 1 percent, the annual savings in interest is $10 million. Many lenders
such as banks require annual audits for companies with large bank loans outstanding.

Causes of Information Risk

As society becomes more complex, there is an increased likelihood that unreliable
information will be provided to decision makers. There are several reasons for this,
including the existence of complex exchange transactions, bias and motives of the
provider, remoteness of information, and voluminous data.

Complex Exchange Transactions

In the past few decades, exchange transactions between organizations have become
increasingly complex and therefore more difficult to record properly. The increasing
complexity in transactions has also resulted in increasingly complex accounting stan-
dards. For example, the correct accounting treatment of the acquisition of one entity
by another poses relatively difficult accounting problems, especially as it relates to fair
value estimations.

Biases and Motives of the Provider

If information is provided by someone whose goals are inconsistent with those of the
decision maker, the information may be biased in favour of the provider. The reason
can be honest optimism about future events or an intentional omission or emphasis
designed to influence users. In either case, the result is a misstatement of informa-
tion. For example, when a borrower provides financial statements to a lender, there
is considerable likelihood that the borrower will bias the statements to increase the
chance of obtaining a loan. The misstatement could be incorrect dollar amounts or
inadequate or incomplete disclosures of information.

Remoteness of Information

In a global economy, it is nearly impossible for a decision maker to have much first-
hand knowledge about the organization with which it does business. Information pro-
vided by others must be relied upon. When information is obtained from others, its
likelihood of being intentionally or unintentionally misstated increases.

Voluminous Data

As organizations become larger, so does the volume of their exchange transactions.
This increases the likelihood that improperly recorded information is included in
the records—perhaps buried in a large amount of other information. For example,
if a large government agency overpays a vendor’s invoice by $2000, the overpayment
is unlikely to be uncovered unless the agency has instituted reasonably complex
procedures to find this type of misstatement. If many minor misstatements remain
undiscovered, the combined total can be significant or even material. As mentioned
previously, material misstatements can have serious implications for users” economic
decisions. Managers of businesses and the users of their financial statements may con-
clude that the best way to deal with information risk is simply to have the risk remain
reasonably high. A small company may find it less expensive to pay higher interest
costs than to increase the costs of reducing information risk (e.g., by having an audit).
Similarly, the bank is willing to accept more information risk because of the higher
interest it is receiving from the small business.
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Assurance engagement—an
engagement in which the
assurance professional obtains
sufficient evidence to express a
conclusion to users about the
outcome of the measurement
or evaluation of an underlying
subject matter against criteria.

Attestation engagement—a
special form of assurance
engagement, such as a financial
statement audit, in which the
auditor evaluates the information
provided by one party, using
suitable criteria, and issues a
report about the reliability of this
information to another party.

concept check

C1-1 List and explain the five
key elements of the defini-
tion of auditing.

C1-2 Explain the difference
between accounting and
auditing.

C1-3 Describe the economic
reasons for conducting an
audit.

C1-4 Explain the causes of
information risk and how
users can reduce the risk.

C1-5 Explain the difference
between an attestation and a
direct report engagement.

C1-6 Explain how and why
the auditor makes informa-
tion trustworthy and credible.
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For larger businesses, it is usually practical to incur such costs to reduce informa-
tion risk. There are three main ways to do so:

1. User verifies information. The user may go to the business premises to exam-
ine records and obtain information about the reliability of the statements.
Normally, this is impractical because of cost. However, some users perform
their own verification. For example, the CRA does considerable verification
of business and individual tax returns. Similarly, if a business intends to pur-
chase another business, it is common for the purchaser to use a special audit
team to independently verify and evaluate key information of the prospective
business.

2. User shares information risk with management. Considerable legal precedent
indicates that management is responsible for providing reliable information to
users. If users rely on inaccurate financial statements and as a result incur a loss,
they may have the basis for a lawsuit against management. However, users may
not be able to collect on losses (as in the case of bankruptcey).

3. Provider submits audited financial statements. This is the most common way for
users to obtain more reliable information. Typically, management of a private
company or the audit committee for a public company engages the external
auditor to provide assurances to users that the financial statements are reliable.
The external audit of financial statements is a type of assurance engagement.

External users (such as shareholders and lenders) who rely on financial statements
to make business decisions look to the independent auditor’s report as an indication of
the statements’ reliability. They value the auditor’s assurance because of the auditor’s
integrity, independence, expertise, and knowledge of financial statement reporting
matters. This makes the information credible and trustworthy. Figure 1-2 illustrates
the relationships among the auditor, client, and financial statement users. The three
party accountability relationship depicted in Figure 1-2 applies to all assurance
engagements. The client is accountable to the users and, because the users rely upon
the auditor’s report, the auditors are also accountable to the users.

In the case of the financial statement audit, management (usually referred to
as “the client”) prepares the financial statements (in other words, presents the sub-
ject matter information in a report or statement) and provides the auditor with a
written assertion that the financial statements are in accordance with the applica-
ble accounting framework (in the case of RONA, it would be IFRS). The auditor
evaluates the information, using suitable criteria, and issues a report that attests to
the reliability of the information. This type of engagement is called an attestation
engagement.

Relationships Among Auditor, Client, and External

Figure 1-2 Users of Financial Statements

Auditor issues
report relied upon
by users to reduce

information risk

Client or audit
committee hires
auditor

Provide capital

External
Users

Client

Client provides
financial statements
to users
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In some assurance engagements, the auditee does not make a public assertion or
prepare a report such as a set of financial statements or a tax return. In these types
of engagements, the assertion is implied. The auditor directly measures or evaluates
the underlying subject matter against the criteria, and issues a report that includes
the subject matter information and a conclusion as to whether the subject matter
conforms to the applicable criteria. One of the best examples of a direct reporting
engagement is the Report of the Auditor General of Canada. This type of engagement
is called a direct engagement.

Types of Audits and Auditors

Table 1-1 summarizes the type of information, criteria, and evidence used in three
common types of audits—the financial statement audit, the compliance audit, and
the operational audit.

What type of auditing would you like to specialize in? A financial statement audit
is conducted by public accountants skilled in accounting and auditing. Financial
statement audits are attest engagements—management measures the subject matter
and makes a primary assertion that the statements are fairly presented in accordance
with the applicable accounting standards. The auditor gathers evidence to determine
whether the statements contain a material error and makes an opinion, or attests, on
management’s assertion.

A compliance audit, such as in our opening vignette, requires expert knowledge
of the relevant legislation, regulations, or policies (the criteria), as well as knowledge
of controls-related processes. Compliance audits may be attestation or direct engage-
ments. What distinguishes the two is whether or not the entity provides an assertion
that it is in compliance with the relevant criteria (as in the case of an attestation engage-
ment) or the auditor directly measures the compliance. Auditors perform compliance
audits for private businesses and various government divisions and units. For example,
the CRA audit of an individual’s or corporation’s tax return is a compliance audit.

An operational audit evaluates the efficiency and effectiveness of any part of an
organization’s operating procedures and methods. At the completion of an operational
audit, management normally expects recommendations for improving operations.
In operational auditing, the reviews are not limited to accounting, but can include

Direct engagement—a special
form of assurance engagement,
such as the Report of the Auditor
General of Canada, in which the
auditor directly measures and
evaluates the underlying subject
matter against the criteria, and
issues a report that includes the
subject matter information and
a conclusion as to whether the
subject matter conforms to the
applicable criteria.

Lo @ Identify major types of
audits and auditors.

Financial statement audit—an
audit conducted to determine
whether the financial statements
of an entity are presented fairly, in
all material respects, in conformity
with an applicable financial
reporting framework.

Compliance audit—an audit
performed to determine whether
an entity complied with specific
laws, regulations, rules, or
provisions of contracts or grant
agreements.

Operational audit—a review of any
part of an organization’s operating
procedures and methods for the
purpose of evaluating economy,
efficiency, and effectiveness.

Table 1-1 Examples of Three Types of Audits

Type of Audit and Description Example Information Criteria

Established

Available Evidence

Financial statement audit: an audit Perform the annual audit Canadian Tire’s

applicable reporting framework conformity with IFRS

The reporting

conducted to determine whether the to determine if Canadian financial framework is inquiries, and
overall financial statements of an Tire Corporation’s finan- statements IFRS outside sources
entity are stated in conformity with an cial statements are in of evidence

Documents, records,

Determine if bank covenants
for loan continuation
have been met

Compliance audit: an audit performed to
determine whether an entity has com-
plied with external criteria (i.e., specific
laws, regulations, rules, or provisions of
contracts or grant agreements) or inter-
nal criteria (i.e., organizational policies
and procedures)

Company records

Loan agreement
provisions

Financial state-
ments and
calculations by
the auditor

Evaluate whether the
computerized payroll
processing for subsidiary
H is operating econom-
ically, efficiently, and
effectively

Operational audit: a review of any part
of an organization’s operating proce-
dures and methods for the purpose
of evaluating economy, efficiency,
and effectiveness

Number of payroll
records
processed in a
month, costs of
the department,
and error rate

Company standards Error reports, payroll
for economy,
efficiency,
and effective-
ness in payroll
department

records, and
payroll process-
ing costs
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