/. 2 CENGAGE SEVENTH EDITION

THE

AUDIT

PROCESS

PRINCIPLES, PRACTICE AND CASES

JAIN GRAY » STUART MANSON » LOUISE CRAWFORD



THE AUDIT PROCESS
PRINCIPLES, PRACTICE AND CASES

SEVENTH EDITION

lain Gray

Former Chair of the Auditing Special Interest Group of the British Accounting
and Finance Association

Stuart Manson
Professor Emeritus, Essex Business School, University of Essex

Louise Crawford
Professor of Accounting, Newcastle University Business School,
Newcastle University

/¢ CENGAGE

Australia * Brazil « Mexico * Singapore * United Kingdom « United States

Copyright 2019 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



This is an electronic version of the print textbook. Due to electronic rights restrictions,
some third party content may be suppressed. Editorial review has deemed that any suppressed
content does not materially affect the overall learning experience. The publisher reserves the right
to remove content from this title at any time if subsequent rights restrictions require it. For
valuable information on pricing, previous editions, changes to current editions, and alternate
formats, please visit www.cengage.com/highered to search by ISBN#, author, title, or keyword for
materials in your areas of interest.

Important Notice: Media content referenced within the product description or the product
text may not be available in the eBook version.

Copyright 2019 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



/' CENGAGE

The Audit Process: Principles,
Practice and Cases, Seventh Edition

Gray, Manson and Crawford

Publisher: Annabel Ainscow

List Manager: Jenny Grene

Marketing Manager: Sophie Clarke
Content Project Manager: Melissa Beavis
Manufacturing Manager: Eyvett Davis
Typesetter: SPi Global

Text Design: SPi Global

Cover design: Elisabeth Heissler

Cover Image(s): © antishock/Shutterstock.
com

© 2019, lain Gray, Stuart Manson and Louise Crawford
WCN: 02-300

ALL RIGHTS RESERVED. No part of this work covered by the copyright
herein may be reproduced or distributed in any form or by any
means, except as permitted by U.S. copyright law, without the prior
written permission of the copyright owner.

For product information and technology assistance, contact us at
emea.info@cengage.com

For permission to use material from this text or product and for
permission queries, email emea.permissions@cengage.com

British Library Cataloguing-in-Publication Data

A catalogue record for this book is available from the British Library.

ISBN: 978-1-4737-6018-9

Cengage Learning, EMEA
Cheriton House, North Way
Andover, Hampshire, SP10 5BE
United Kingdom

Cengage Learning is a leading provider of customized learning
solutions with employees residing in nearly 40 different countries
and sales in more than 125 countries around the world. Find your
local representative at: www.cengage.co.uk.

Cengage Learning products are represented in Canada by
Nelson Education, Ltd.

For your course and learning solutions, visit www.cengage.co.uk.

Purchase any of our products at your local college store or at our
preferred online store www.cengagebrain.com.

Printed in China by RR Donnelley
Print Number: 01 Print Year: 2018

Copyright 2019 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



BRIEF CONTENTS

Contents iv
Acknowledgements  xiv
List of Case Studies xvi
Index of Legal Cases xviii
Preface xix

1 Why are auditors needed? 1
2 An overview of the postulates and concepts of auditing 29

The meaning and importance of auditor independence:
factors affecting independence and measures to attain it 64

Audit regulation 112

Corporate governance 161

The risk-based approach to audit: audit judgement 197
The search for evidence explained 257

Systems work: basic ideas 1 285

Systems work: basic ideas 2 326

10 Testing and evaluation of systems 368

11 Substantive testing, computer-assisted audit techniques
and audit programmes 396

12 Sampling and materiality 427

13 Final work: general principles, analytical review of financial statements
and management assertions on financial statement headings 460

14 Final work: non-current assets, trade receivables
and financial assets 489

15 Final work: specific problems related to inventories, construction
contracts, trade payables and financial liabilities 524

16 Final review: post-balance sheet period, provisions, contingencies,
letter of representation 562

17 Assurance engagements and internal audit 597
18 The auditors’ report 644

19 Fraud and going concern 700

20 The audit expectations gap and audit quality 741
21 The auditor and liability under the law 770

22 lIssues in auditing 804

23 Examination hints and final remarks 849

w

O 0 N O O b

Credits 855
Index 857

Copyright 2019 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



CONTENTS

Acknowledgements xiv

List of Case Studies xvi

Index of Legal Cases xviii
Preface xix

Digital Support Resources Xxv

1 Why are auditors needed? 1

Learning objectives 1

Opening remarks 1

Basic principles: introduction through a simple case 5

Case Study 1.1: Erin and Lee, Part1 5

Case Study 1.1: Erin and Lee, Part2 6

Case Study 1.1: Erin and Lee, Part 3 8

Case Study 1.1: Erin and Lee, Part4 10

Justification of audit 10

Introduction to truth and fairness in accounting 13

Basic audit framework 17

Some initial ideas on an extended role for audit 20
Assurance services 22

Summary of principles 23

Definition of an audit of financial and other information 24
Current developments 25

Summary 26

Key points of the chapter 26

References 27

Further reading 27

Self-assessment questions (solutions available to students) 28
Self-assessment questions (solutions available to tutors) 28
Topics for class discussion without solutions 28

2 An overview of the postulates and concepts of auditing 29

Learning objectives 29
The importance of theory and concepts in underpinning
auditing practice 29
The postulates of auditing 32
The concepts of auditing: credibility, process,
communication, performance 35
Introduction to the audit expectations gap 48
Introduction to audit quality 50
Introduction to corporate governance 53
Public interest 54
The layers of regulation and control 55
Summary 59
Key points of the chapter 60
iv
Copyright 2019 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Contents v

References 61

Further reading 62

Self-assessment questions (solutions available to students) 62
Self-assessment questions (solutions available to tutors) 62
Topics for class discussion without solutions 63

3 The meaning and importance of auditor independence: factors
affecting independence and measures to attain it 64
Learning objectives 64
Introduction 64
Independence and the role of audit 65
Definitions of independence 68
Practitioner and profession independence 68
Conflict, power of auditor and client and effect
on perceived independence 74
Published codes of ethics 80
Audit firm’s control environment 85
Safeguards to counter threats to integrity,
objectivity and independence 92
Small entities 107
Summary 108
Key points of the chapter 108
References and further reading 109
Self-assessment questions (solutions available to students) 110
Self-assessment questions (solutions available to tutors) 110
Topics for class discussion without solutions 111

4  Audit regulation 112

Learning objectives 112

The need for regulation 112

The UK regulatory system 116

The current regulatory system 119

The role of the RSBs and RQBs in the regulation of their members
and registered audit firms 129

European Union influence 133

Appointment, resignation and removal of auditors
and the Companies Act 2006 135

The statutory and practical relationships 136
Rules on appointment, removal and resignation of the auditor 139
Case Study 4.1: Rosedale Cosmetics plc, Part 1 140
Case Study 4.1: Rosedale Cosmetics plc, Part 2 141
Case Study 4.1: Rosedale Cosmetics plc, Part 3 143
Case Study 4.1: Rosedale Cosmetics plc, Part 4 146
Case Study 4.1: Rosedale Cosmetics plc, Part 5 146
Small companies 150

Case Study 4.1: Rosedale Cosmetics plc, Part 6 150
Audit tendering 151

Summary 152

Key points of the chapter 152

References 153

Copyright 2019 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



vi Contents

Further reading 154

Suggested solutions to tasks 154

Self-assessment questions (solutions available to students) 156
Self-assessment questions (solutions available to tutors) 157
Topics for class discussion without solutions 158

5 Corporate governance 161

Learning objectives 161

Introduction to corporate governance 162

Part 1: The need for effective corporate governance 162
Part 2: Models of corporate governance and the UK
Corporate Governance Code 167

Models of corporate governance 170

The UK Corporate Governance Code 174

Board committees 181

The UK Stewardship Code 186

Audit firm corporate governance 190

Concluding remarks on corporate governance 191
Summary 191

Key points of the chapter 191

References and further reading 192

Self-assessment questions (solutions available to students) 194
Self-assessment questions (solutions available to tutors) 194
Topics for class discussion without solutions 196

6 The risk-based approach to audit: audit judgement 197
Learning objectives 197
Why is a risk-based approach to audit an aid to the auditor? 197
Broad approach to minimize audit risk 200
A practical example 211
Case Study 6.1: Edengrove Limited 211
Other practical matters 213
Case Study 6.2: Kemback Limited, Part 1 217
Case Study 6.2: Kemback Limited, Part2 220
Business risk approach to audit 222
Business risk and inherent risk approaches: similarities
and dissimilarities 227
The business risk approach and smaller clients
and smaller audit firms 230
Analytical review as a risk analysis tool 230
Judgement in accounting and auditing and its relationship to risk 232
Management of the audit process 234
The terms of reference provide the audit framework 236
Case Study 6.3: Hughes Electronics Limited 236
Planning the assignment 240
Case Study 6.4: County Hotel Limited, Part 1 240
Case Study 6.4: County Hotel Limited, Part2 242
Summary 248
Key points of the chapter 248
References 249

Copyright 2019 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Contents vii

Further reading 249

Suggested solutions to tasks 250

Self-assessment questions (solutions available to students) 253
Self-assessment questions (solutions available to tutors) 256
Topics for class discussion without solutions 256

7 The search for evidence explained 257

Learning objectives 257

The audit defined as a search for evidence to enable

an opinion to be formed 257

Forming conclusions on the basis of evidence:

the exercise of judgement 261

Reliability of audit evidence (grades of audit evidence) 265
Case Study 7.1: Ridgewalk plc 269

The business risk approach to gathering audit evidence 271
The stages of the audit process and the evidential requirements
at each stage 274

Limited assurance and compilation engagements and agreed
upon procedures 277

Conclusion 279

Summary 279

Key points of the chapter 280

Reference 281

Further reading 281

Self-assessment questions (solutions available to students) 281
Self-assessment questions (solutions available to tutors) 283
Topics for class discussion without solutions 284

8 Systems work: basic ideas 1 285
Learning objectives 285
Introduction 285
Layers of regulation and control expanded 287
Case Study 8.1: High Quality Limited:
small independent supermarket 299
Case Study 8.2: Caiplie Financial Services: entity in the financial
services sector 301
Accounting and quality assurance/control systems 302
General controls 304
Case Study 8.3: Horton Limited: cash received system 308
Summary 323
Key points of the chapter 323
References 324
Further reading 324
Self-assessment questions (solutions available to students) 325
Self-assessment questions (solutions available to tutors) 325
Topics for class discussion without solutions 325

9 Systems work: basic ideas 2 326

Learning objectives 326
Introduction 326

Copyright 2019 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



viii Contents

Application controls 327

Data capture/input controls 327

Processing controls 334

Output controls 336

Database systems 337

E-commerce 339

Audit approaches to systems and controls 345

Summary 364

Key points of the chapter 364

Further reading 365

Self-assessment questions (solutions available to students) 365
Self-assessment questions (solutions available to tutors) 366
Topics for class discussion without solutions 367

10 Testing and evaluation of systems 368

Learning objectives 368

Introduction 368

Sales and receivables system 369

Case Study 10.1: Broomfield plc: sales and trade receivables system 369
Purchases and trade payables system 371

Case Study 10.2: Broomfield plc: part of purchases

and trade payables system 372

Payroll system 374

Case Study 10.3: Troston plc: production payroll 374
General and application controls in a sales system 376

Case Study 10.4: Burbage Limited: sales order processing

and application controls 377

Tests of controls 379

Evaluation of systems and audit conclusions 390

Summary 392

Key points of the chapter 392

Reference 393

Further reading 393

Self-assessment questions (solutions available to students) 393
Self-assessment questions (solutions available to tutors) 395
Topics for class discussion without solutions 395

11 Substantive testing, computer-assisted audit techniques
and audit programmes 396

Learning objectives 396

Introduction 396

Substantive testing of transactions, account balances

and disclosures 396

Case Study 11.1: Powerbase plc: the substantive audit
programme for purchases 398

The use of audit software 402

Directional testing 410

Substantive audit programmes for wages 412

Substantive audit programmes for cash and bank balances 414

Copyright 2019 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Contents ix

Communication of audit matters to those charged with
governance (management letter) 415

Audit management with the computer 420

Summary 422

Key points of the chapter 423

Reference 424

Further reading 424

Self-assessment questions (solutions available to students) 424
Self-assessment questions (solutions available to tutors) 425
Topics for class discussion without solutions 426

12 Sampling and materiality 427
Learning objectives 427
Introduction 427
What is sampling? 428
Designing and selecting the sample for testing 428
Case Study 12.1: Broomfield plc: an example of judgemental
sampling 430
Sample selection methodology 432
Evaluation of test results 436
Monetary unit sampling (MUS) 438
Comparative advantages of statistical and non-statistical
sampling 439
Alternative statistical sampling methods 441
Materiality 442
Summary 454
Key points of the chapter 454
References 455
Further reading 456
Self-assessment questions (solutions available to students) 457
Self-assessment questions (solutions available to tutors) 458
Topics for class discussion without solutions 458

13 Final work: general principles and analytical review
of financial statements and management assertions
on financial statement headings 460

Learning objectives 460

Introduction 460

Prefinal work 461

Balance sheet date work 462

Bridging work between conclusion of interim work

and the balance sheet date 463

Analytical procedures 464

Case Study 13.1: Kothari Limited: analytical review 468
Case Study 13.2: Art Aid Limited: analytical review 473
Detailed final audit work: general matters 477
Summary 485

Key points of the chapter 485

Further reading 486

Copyright 2019 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



x Contents

Self-assessment questions (solutions available to students) 486
Self-assessment questions (solutions available to tutors) 487
Topics for class discussion without solutions 488

14 Final work: non-current assets, trade receivables
and financial assets 489
Learning objectives 489
Introduction 489
Tangible non-current assets and depreciation 490
Case Study 14.1: Pykestone plc: non-current assets 490
Trade receivables and sales 506
Case Study 14.2: Sterndale plc: ageing statement 509
Case Study 14.3: Sterndale plc: analytical review of sales
and trade receivables 510
Financial assets 520
Summary 520
Key points of the chapter 520
Further reading 522
Self-assessment questions (solutions available to students) 522
Self-assessment questions (solutions available to tutors) 523
Topics for class discussion without solutions 523

15 Final work: specific problems related to inventories, construction
contracts, trade payables and financial liabilities 524
Learning objectives 524
Introduction 524
Inventories 525
Analytical procedures 530
Case Study 15.1: Billbrook Limited: analysis of inventory, Part 1 530
Case Study 15.1: Billbrook Limited: analysis of inventory, Part 2 531
Case Study 15.2: Greenburn Limited: inventory taking instructions 536
Valuation of construction contracts 547
Trade payables and purchases 547
Analytical procedures 550
Financial liabilities 557
Summary 557
Key points of the chapter 557
Further reading 559
Self-assessment questions (solutions available to students) 559
Self-assessment questions (solutions available to tutors) 561
Topics for class discussion without solutions 561

16 Final review: post-balance sheet period, provisions, contingencies,
letter of representation 562

Learning objectives 562

Introduction 562

Post-balance sheet events 563

Provisions, contingent liabilities and contingent assets 568

Going concern 577

Audit work to detect post-balance sheet events and contingencies 577

Copyright 2019 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Contents  xi

Evaluation of misstatements identified during the audit 580
Management letter of representation 582

Audit documentation 587

Role of the final review 589

Summary 591

Key points of the chapter 591

Further reading 593

Self-assessment questions (solutions available to students) 594
Self-assessment questions (solutions available to tutors) 595
Topics for class discussion without solutions 596

17 Assurance engagements and internal audit 597

Learning objectives 597

Introduction 597

Assurance engagements 598

Case Study 17.1: Protecting the environment in an area

of scenic beauty 615

Case Study 17.2: Gilling Limited 618

Internal audit 622

Case Study 17.3: Greenburn Limited: fleet of vans 624

Case Study 17.4: Photocopying costs in an educational institution 626
Case Study 17.5: Barnton plc 627

How to make the internal audit function effective 629
Reliance on internal audit by the external auditor 632
Outsourcing of internal audit work 636

Case Study 17.6: Internal audit at Troston plc 637

Key points of the chapter 639

Further reading 640

Self-assessment questions (solutions available to students) 640
Self-assessment questions (solutions available to tutors) 642
Topics for class discussion without solutions 643

18 The auditors’ report 644

Learning objectives 644

Introduction 645

The unmodified opinion 646

Specific audit considerations in respect of quoted companies/public
interest entities 664

The modified audit opinion 672

Limitation of scope 675

Disagreement 681

Disclaimer of responsibility 685

Reporting on corporate governance issues 686

Summary 693

Key points of the chapter 694

Reference 695

Further reading 695

Self-assessment questions (solutions available to students) 695
Self-assessment questions (solutions available to tutors) 698
Topics for class discussion without solutions 698

Copyright 2019 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



xii Contents

19 Fraud and going concern 700

Learning objectives 700

Introduction to fraud 700

Responsibility for fraud detection 702

Recent debates relating to fraud 714

Case law relating to fraud 718

Auditing scandals 720

Consideration of law and regulations 722

Introduction to going concern 727

Directors’ and auditors’ responsibilities for going concern 729
Reporting on going concern 735

Summary 736

Key points of the chapter 737

References 738

Further reading 739

Self-assessment questions (solutions available to students) 739
Self-assessment questions (solutions available to tutors) 740
Topics for class discussion without solutions 740

20 The audit expectations gap and audit quality 741

Learning objectives 741

The audit expectations gap 741

The causes of the audit expectations gap, possible
developments and solutions 743

Audit quality 756

Summary 766

Key points of the chapter 766

References 767

Further reading 768

Self-assessment questions (solutions available to students) 768
Self-assessment questions (solutions available to tutors) 769
Topic for class discussion without solution 769

21 The auditor and liability under the law 770

Learning objectives 770

Introduction 770

Criminal liability 771

Civil liability 772

Case law 773

Auditing standards 788

Professional conduct 789

Potential ways of reducing auditor liability 790

Summary 797

Key points of the chapter 797

References 798

Further reading 799

Self-assessment questions (solutions available to students) 800
Self-assessment questions (solutions available to tutors) 801
Topics for class discussion without solutions 802

Copyright 2019 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Contents xiii

22 lIssues in auditing 804

Learning objectives 804

Introduction 804

The accounting/auditing profession? 805

Regulation 809

IFAC, the accountancy profession and globalization 816
Audit reporting 820

Independence 828

Choice in the UK audit market 832

Audit data analytics 837

Summary 842

Key points of the chapter 842

References 844

Further reading 847

Self-assessment questions (solutions available to students) 848
Self-assessment questions (solutions available to tutors) 848
Topics for class discussion without solutions 848

23 Examination hints and final remarks 849

Learning objectives 849

Introduction 849

General examination hints 849
Auditing as an examination subject 852
Final remarks 853

Credits 855
Index 857

Copyright 2019 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



ACKNOWLEDGEMENTS

The authors and publishers wish to thank The Institute of Chartered Accoun-
tants in Ireland who have kindly given permission for the use of their past
examination questions in this book. We are grateful to the Association of Char-
tered Certified Accountants (ACCA) for permission to reproduce past exami-
nation questions. The suggested solutions in the exam answer bank have been
prepared by us, unless otherwise stated.

The authors and publishers would also like to thank the following who have
kindly given permission for short verbatim extracts of material for which they
hold copyright, to be reproduced in this book:

The International Federation of Accountants (IFAC®)

The International Auditing and Assurance Standards Board (IAASB®)
Financial Reporting Council (FRC)

International Accounting Standards Board (IASB®)

The authors and publishers would also like to thank Rolls-Royce plc who
has given the publisher permission to reproduce the extracts from Rolls-Royce
plc’s 2017 Annual Report which appear in Chapter 18. However, Rolls-Royce
in no way endorses the content of this book.

In preparing this book the authors benefited from discussions on auditing with
the following individuals: Tony Berry, the late Mary Bowerman, Alex Dunlop,
Pik Liew, Sean McCartney, Michael Sherer, Joanna Stevenson, Mahbub Zaman,
Jamil Ampomah, Emad Awadallah, Ian Dewing, Magda Abou-Seada Obby
Phiri, Mostafa Hussien, Gareth Morgan and Ursula Lucas. Although we would
like to blame these individuals for any errors or inadequacies of expression
remaining in the book we will follow custom and practice and accept the blame
for any such deficiencies. We received many useful comments and feedback
from students we have taught at the Universities of Essex, Sheffield Hallam,
Stirling and Dundee. We also acknowledge the insights we have gained by
discussing the subject of auditing with Diogenis Baboukardos, Ilias Basioudis,
Vivien Beattie, Emer Curtis, Silvia Gaia, Stella Fearnley, Ian Fraser, Catherine
Gowthorpe, the late David Gwilliam, David Hatherly, Christopher Humphrey,
Marjana Johansson, Phil Johnson, Suzanne Kerr, Anastasia Kopita, Azimjon
Kuvandikov, Steve Leonard, Kamran Malikov, Bill McInnes, Pat Mould, Martin
Nolan, Ian Percy, Brenda Porter, Michael Power, Dan Shen, Liya Shen, the
late Jayne Smith, Kim Smith, Stuart Turley, Shahzad Uddin, Andrew Wood,
Zhifang Zhang and participants at the annual Audit and Assurance Conference.
Particular thanks go to Laurie Orgee for his helpful comments on some aspects
of computer systems, and to Martyn Jones of Deloitte for insights into modern
audit approaches. We also had useful discussions with Christine Helliar and
Susan Whittaker on problems faced by students of auditing and how these can
be resolved. We also owe a debt of gratitude for the forbearance of Loraine,
Simon, Josslin, Dorothea and Kevin, Primrose and Abigail. Finally, we are
grateful to the publishers for their encouragement and patience.

XIv
Copyright 2019 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



Acknowledgements xv

The author and publishers would like to thank the following reviewers who
provided invaluable commentary for this new edition and previous editions:
Ilias Basioudis (Senior Lecturer, Aston University), Roy Chandler (Professor,
Cardiff University), John Craner (Teaching Fellow, University of Birmingham),
Ian Dennis (Senior Lecturer, Oxford Brookes University), lan Dewing (Pro-
fessor, University of East Anglia), Julie Drake (Principal Lecturer, University
of Huddersfield), Ellie Franklin (Senior Lecturer in Finance, Middlesex Uni-
versity London), Jan (Sarah) Loughran (Associate Professor in Accounting,
Durham University), Wendy Mazzucco (Lecturer, Glasgow Caledonian Uni-
versity), Astero Michael (Lecturer, Intercollege Limassol), lan Money (Senior
Lecturer in Accounting and Finance, The University of York) and Susan Whit-
taker (Senior Lecturer, University of West of England).

Copyright 2019 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



LIST OF CASE STUDIES

Chapter 1
CASE STUDY 1.1 Erin and Lee, Part 1 5
CASE STUDY 1.1 Erin and Lee, Part 2 6
CASE STUDY 1.1 Erin and Lee, Part 3 8
CASE STUDY 1.1 Erin and Lee, Part 4 10
Chapter 4
CASE STUDY 4.1 Rosedale Cosmetics plc, Part 1 140
CASE STUDY 4.1 Rosedale Cosmetics plc, Part 2 141
CASE STUDY 4.1 Rosedale Cosmetics plc, Part 3 143
CASE STUDY 4.1 Rosedale Cosmetics plc, Part 4 146
CASE STUDY 4.1 Rosedale Cosmetics plc, Part 5 146
CASE STUDY 4.1 Rosedale Cosmetics plc, Part 6 150
Chapter 6
CASE STUDY 6.1 Edengrove Limited 211
CASE STUDY 6.2 Kemback Limited, Part 1 217
CASE STUDY 6.2 Kemback Limited, Part 2 220
CASE STUDY 6.3 Hughes Electronics Limited 236
CASE STUDY 6.4 County Hotel Limited, Part 1 240
CASE STUDY 6.4 County Hotel Limited, Part 2 242
CASE STUDY 6.5 Cosmetics company: Fine Faces plc 253
Chapter 7
CASE STUDY 7.1 Ridgewalk plc 269
Chapter 8
CASE STUDY 8.1 High Quality Limited: small independent

supermarket 299
CASE STUDY 8.2 Caiplie Financial Services:

entity in the financial services sector 301
CASE STUDY 8.3 Horton Limited: cash received system 308
Chapter 10
CASE STUDY 10.1 Broomfield plc: sales and trade

receivables system 369
CASE STUDY 10.2 Broomfield plc: part of purchases and

trade payables system 372
CASE STUDY 10.3 Troston plc: production payroll 374
CASE STUDY 10.4 Burbage Limited: sales order processing

and application controls 377
Chapter 11
CASE STUDY 11.1 Powerbase plc: the substantive audit

programme for purchases 398

XVi

Copyright 2019 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



List of Case Studies xvii

Chapter 12
CASE STUDY 12.1 Broomfield plc: an example of

judgemental sampling 430
Chapter 13
CASE STUDY 13.1 Kothari Limited: analytical review 468
CASE STUDY 13.2 Art Aid Limited: analytical review 473
Chapter 14
CASE STUDY 14.1 Pykestone plc: non-current assets 490
CASE STUDY 14.2 Sterndale plc: ageing statement 509
CASE STUDY 14.3 Sterndale plc: analytical review of sales

and trade receivables 510
Chapter 15
CASE STUDY 15.1 Billbrook Limited: analysis of inventory, Part 1 530
CASE STUDY 15.1 Billbrook Limited: analysis of inventory, Part 2 531
CASE STUDY 15.2 Greenburn Limited: inventory taking instructions 536
Chapter 17
CASE STUDY 17.1 Protecting the environment in an area of scenic beauty 615
CASE STUDY 17.2 Gilling Limited 618
CASE STUDY 17.3 Greenburn Limited: fleet of vans 624
CASE STUDY 17.4 Photocopying costs in an educational institution 626
CASE STUDY 17.5 Barnton plc 627
CASE STUDY 17.6 Internal audit at Troston plc 637

Copyright 2019 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



INDEX OF LEGAL CASES

ADT Ltd vs BDO Binder Hamlyn [1996] B.C.C. 808 771,785 and 799
Andrew and others vs Kounnis Freeman [1999] 2 B.C.L.C. 641 786 and 799
Anns vs Merton London Borough Council [1978] A.C. 728 777
AWA Ltd vs Daniels t/a Deloitte Haskins & Sells [1992] 7 A.C.S.R. 759,

[1992] 9 A.C.S.R. 383 793
Bank of Credit and Commerce International (Overseas) Ltd (In Liquidation)

vs Price Waterhouse [No. 2], [1998] B.C.C. 617,[1998] E.C.C. 410 800
Barings plc (In Liquidation) and Another vs Coopers & Lybrand and

Others (No. 8) [2000] All ER [D] 616 793 and 800
Candler vs Crane Christmas & Co. [1951] C.A. [1951] 2K.B. 164 [1951]

1Al E.R.426 [1951] 1 T.L.R.371 773 and 797
Caparo Industries plc vs Dickman and Others [1989] Q.B. 653,

[1989] 2 W.L.R. 316, [1989] 1 All E.R. 798, [1989] 5 B.C.C. 105,

B.C.L.C.154,[1990] 2 A.C. 605, [1990] 2 W.L.R. 358, 1

All E.R. 568, [1990] B.C.C. 164, [1990] B.C.L.C. 273. 776
Coulthard & Orrs vs Neville Russell [1998] 1 B.C.L.C. 143,[1998] B.C.C.359 800
Donaghue vs Stevenson [1932] S.C. [H.L.] 31 773

Electra Private Equity Partners vs KPMG Peat Marwick [2001] B.C.L.C.589 800
Galoo Ltd and Others vs Bright Grahame Murray (A Firm) [1994]
B.C.L.C.492,[1994] 1 W.L.R. 1360, [1995] 1 All E.R. 16, [1994]

B.C.C.319 783 and 787
Hedley Byrne & Co. vs Heller and Partners Ltd [1963] A.C. 465,
[1963] 2 All E.R. 575,[1963] 3 W.L.R. 101 773 and 797

Irish Woollen Co. Ltd vs Tyson and Others [1900] 26 Acct. L. R. 13~ 719 and 737
James McNaughton Paper Group Ltd. vs Hicks Anderson & Co. [1991]

2W.L.R.641,[1991] 2 Q.B. 113,[1991] 1 All E.R. 134,[1991]

B.C.L.C.163,[1990] B.C.C. 891 781
Jarvis plc vs PriceWaterhouseCoopers [2000] 2 B.C.L.C. 368 149
JEB Fasteners Ltd vs Marks Bloom & Co. [1981] 3 All E.R.289 775 and 797
Man Nutzfahrzeuge AG vs Freightliner Ltd and Ernst & Young [2007]

EWCA Civ 910 800
Morgan Crucible Co. vs Hill Samuel Bank Ltd and Others [1991]

Ch 295,[1991] 1 Al E.R. 148, [1991] 2 W.L.R. 655, [1991]

B.C.L.C.178,[1991] B.C.C. 82 782
Re Kingston Cotton Mill Co. (No. 2) [1896] 2 Ch 279 718 & 737
Re Thomas Gerrard & Son Ltd [1967] 2 All E.R. 525, [1967]

3 W.L.R. 84,[1968] Ch 455 719 & 737
Royal Bank of Scotland vs Bannerman Johnstone Maclay and

Others [2002] S.L.T. 181 685 and 786
Sasea Finance Limited [in liquidation] vs KPMG [2000] 1 B.C.L.C. 236,

[2000] 1 Al E.R. 676 714
Stone & Rolls Ltd (in Liquidation) vs Moore Stephens (a Firm) [2009]
UKHL39 719
Twomax Ltd and Goode vs Dickson, McFarlane and Robinson
[1983] S.L.T. 98 775,776,797 and 798

Xvii
Copyright 2019 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part. Due to electronic rights, some third party content may be suppressed from the eBook and/or eChapter(s).
Editorial review has deemed that any suppressed content does not materially affect the overall learning experience. Cengage Learning reserves the right to remove additional content at any time if subsequent rights restrictions require it.



PREFACE

Members of the following accounting bodies are permitted by company law
to act as auditors of limited companies in the British Isles, so it is appropriate
that auditing should occupy an important place in their examination schemes:

Association of Chartered Certified Accountants (ACCA)

The Institute of Chartered Accountants in England and Wales (ICAEW)
The Institute of Chartered Accountants in Ireland (ICAT)

The Institute of Chartered Accountants of Scotland (ICAS)

This book provides a sound basis for the study of auditing for the above bodies’
examinations and also for the examinations of the Institute of Internal Auditors
(ITA) and of the Chartered Institute of Public Finance and Accountancy (CIPFA).

The book will be suitable for studies of auditing at degree level and profes-
sional examinations and master’s courses.

This seventh edition of this book contains references to the International Stan-
dards on Auditing (ISAs) and the International Standard on Quality Control
issued by the International Auditing and Assurance Standards Board® (IAASB).
IAASB is one of the independent standard-setting boards of the International
Federation of Accountants® (IFAC). Generally we quote from ISAs issued by
IA ASB, but occasionally we refer to ISAs (UK) published by Financial Reporting
Council (FRC) where they contain material with particular reference to the UK.

The ISAs are designed to support the auditor in obtaining reasonable assur-
ance in forming their opinions. They are structured as follows:

1. The first section contains:
e an introduction
e overall objectives of the auditor
e definitions
e requirements.
2. The second section contains:

e application and other explanatory material supporting the require-
ments (in some cases explanatory material is contained in appendices).

The paragraph numbers in the second section are prefixed by ‘A’. We quote
from the first and second sections and the appendices when we believe it is appro-
priate to support our discussion of the audit process. Regarding the ISAs (UK)
it is important to note that the paragraph numbers are identical to the ISAs pub-
lished by TAASB, but that the ISAs (UK) are supplemented by sub-paragraphs.

As far as accounting standards are concerned, International Financial
Reporting Standards® (IFRS Standards), including International Accounting
Standards (IAS Standards), affecting the work of the auditor have also been
adopted in the UK. Currently, standards issued by the Accounting Standards
Board are titled Financial Reporting Standards (FRSs). In this book we shall
quote, where necessary, from IFRS Standards and IAS Standards. Where appro-
priate we also refer to UK GA AP, in particular to FRS102, which is the principal
accounting standard. We would mention at this point that we do not consider all

XiX
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xx Preface

the detailed requirements of accounting standards in this book (in other words this
book is not about accounting (or indeed auditing standards)). We are concerned
primarily with principles and where these principles have been reflected in official
standards, we quote from those standards.

In Chapter 4 we introduce students to the requirements of the Companies Act
2006, which is in force in Great Britain. Students outside of Great Britain should
refer to company legislation in their own jurisdiction. We also introduce you to new
EU directives and regulations where appropriate. This seventh edition has been
restructured to some extent and contains a new chapter on corporate governance
which we have placed towards the front of the book (see Chapter 5) because of its
importance. We have also reworked the chapter on current issues (Chapter 22).

As in previous editions we have adopted the framework of the audit year
of a firm of auditors auditing the financial statements of a variety of organiza-
tions. Care has been taken to ensure that the practical work of the auditor is
presented as clearly and logically as possible so that the student will have a good
appreciation of what the audit process is about. Students are recommended to
take note of any important developments relating to international accounting
and auditing standards.

One of the strengths of this book, in our view, is the carefully paced tutorial
approach that has been adopted throughout, which means that it can be used
as a tool in the classroom as well as for private study. We have attempted to
make the book as readable and interesting as possible.

Regrettably, auditing is often seen as being deadly boring. This is not our
view, and we would go so far as to say that those who believe it to be boring will
tend to be unimaginative and bad auditors in consequence. Auditing affects most
people in society, either directly or indirectly, and its current role is changing,
and in some important areas is being extended. Our hope is that this book will
prove to be a useful vehicle for providing an understanding of what auditing is
about and that it will be a valuable contribution to the auditing debate.

THE FRAMEWORK OF THE BOOK

The chapters contain detailed study material illustrated by many examples,
case studies and questions. Some of the questions — called tasks or activities —
are within the body of the text and they involve the student in a self-learning
process; they expect students to advance the argument themselves either using
principles discussed in the text or by using their common sense and imagina-
tion. In each case, you should make sure that you try to answer these questions
before proceeding to the next part of the text. In the case of tasks, the suggested
solutions are provided at the end of each chapter, whereas for the activities the
solution is provided immediately following the question.

At the end of each chapter there is a comprehensive range of self-assessment
questions designed to help you decide if the material in the text has been
understood. Auditing in practice requires the exercise of considerable judge-
ment in the context of a particular set of circumstances, and some of the ques-
tions are mini-case studies aimed at giving you experience in analyzing and
interpreting information and forming reasoned conclusions. Suggested solu-
tions to some of these questions have been provided for students on the com-
panion website. Other solutions are only available to recognized tutors on the
same website, for which they need to register.
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Preface xxi

Figure 0.1 shows how the audit process flows through the contents of the
study chapters. You will find it useful to look back at this diagram occasionally
when studying individual chapters (right-hand column) to locate the subject you
are studying within a particular stage of the auditing process (left-hand column).

Note that the chapters are not set out in strict numerical sequence. This is
because some chapters are relevant to more than one stage. Some of the chapters
do not fit into the process itself but are useful in that they throw light onto how
auditing is viewed and on possible directions that auditing will take in the future.

FIGURE 0.1 Stages in the auditing process and how they are covered in the chapters

Setting the scene Chapter 1 Why are auditors needed?
Chapter 2 An overview of the postulates and concepts of auditing

Chapter 3 The meaning and importance of auditor independence:
factors affecting independence and measures to attain it

Chapter 4 Audit regulation
Chapter 5 Corporate governance (Part 1)
Chapter 6 The risk-based approach to audit: audit judgement
Chapter 7 The search for evidence explained
Starting the audit Chapter 6 The risk-based approach to audit: audit judgement
process Chapter 12 Sampling and materiality
Systems work and Chapter 8 Systems work: basic ideas 1
transactions testing  Chapter 9 Systems work: basic ideas 2
Chapter 17 Assurance engagements and internal audit
Chapter 10 Testing and evaluation of systems
Chapter 11 Substantive testing, computer-assisted audit techniques and audit programmes
Chapter 12 Sampling and materiality
Pre-final and balance Chapter 11 Substantive testing, computer-assisted audit techniques and audit programmes

sheet date work and  Chapter 13 Final work: general principles, analytical review of financial statements and
final work management assertions on financial statement headings

Chapter 14 Final work: non-current assets, trade receivables and financial assets

Chapter 15 Final work: specific problems related to inventories, construction contracts,
trade payables and financial liabilities

Chapter 16 Final review: post-balance sheet period, provisions, contingencies, letter of

representation
Analytical review of ~ Chapter 13 Final work: general principles, analytical review of financial statements and
accounts management assertions on financial statement headings
Audit reporting Chapter 18 The auditors’ report

Chapter 19 Fraud and going concern

Chapter 17 Assurance engagements and internal audit
The auditor’s liability ~ Chapter 21 The auditor and liability under the law
under law Chapter 20 The audit expectations gap and audit quality
Chapter 5 Corporate governance (Part 2)

Chapter 22 Issues in auditing

Critical examination
of auditing and new
developments
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xxii Preface

Please note that official Examination Questions, together with suggested solutions,
can be found on the companion website for the book.

These contain two sets of questions. The first set has been presented in
the form of two examination papers, each containing six questions. Suggested
solutions have been provided for the questions on these papers but of course
you should first attempt to answer them by yourself. The second set contains
selected questions which you can use as additional exercises to test your knowl-
edge and understanding for yourself. Your tutors may wish to set some of
these questions as a formal exercise, so check with them before attempting any.
Suggested solutions to the second set of questions are available on the website
mentioned above.

HOW TO USE THIS BOOK

NOTE FOR TUTORS

The authors have prepared guidance notes for tutors to accompany this book. This
guidance is available in the lecturers’ section of the companion website of this title.

To use the book intelligently you need to plan your work and set aside regular
time each week for study. If you have no prior knowledge of auditing, you will
probably need about 150 hours of study to cover the material in this book to
examination standard — say about 4.5 hours per week of concentrated study over
a period of eight to nine months. Time for additional reading and for practice
questions is included in this total and it is absolutely essential for you to devote
time to these. Auditing as a subject requires both literacy and to some extent
numeracy — particularly the former in the examination context — and it is vital
that you gain experience in expressing yourself and writing up your solutions to
the selected questions. You should not look at the suggested solutions until you
have worked the questions yourself. Don’t forget that frequently there may be
no single ‘correct’ solution. If this is the case our suggested solution will make
it clear.
Your approach to using the book should be something like this:

¢ Read the learning objectives at the beginning of the chapter then briefly
skim through the chapter page by page to get a feel for the length and
complexity of the subjects it covers. It might also be useful at this stage to
have a brief look through the summary at the end of the chapter.

e Begin reading the chapter, following up where necessary the occasional
suggestions for further reading, references to source material or cross-
references to other parts of the text, and make sure you understand each
section before moving on. The marginal notes are usually brief explanatory
notes that have been devised to carry information or advice which is not
essential to your understanding of the subject or your mastery of your own
particular syllabus. Make notes in the remaining marginal space as you go
along, especially on those topics featured in the learning objectives.
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Preface xxiii

e When you come to each task or activity you should attempt to answer
it before moving on. Check your own answers against the suggested
solutions at the end of each chapter (in the case of tasks) and against our
comments following each activity. If your answers are incorrect, make
sure you understand where and why you went wrong before moving on
to the next subject. Sometimes tasks will require you to think of answers
which have not been specifically covered in the preceding text, but by
using a combination of common sense and imagination you should still
be able to answer them. These questions are designed to involve you
actively in the learning process, not simply to test your knowledge; they
ask you to engage in critical thought at strategic points throughout the text
and this will ultimately deepen your understanding of the subject. Don’t
be tempted to skip them. Indeed, you may lose out if you do, since later
topics often require an understanding of the areas covered by them.

At the end of each chapter you will find a series of self-assessment questions.
These have been designed to test your understanding of the main points in each
chapter so you should attempt them whenever they appear. Suggested solutions
to some of these questions have been provided on the companion website in
the student/lecturer section. Other solutions are only available to recognized
tutors on the same website. If you answer any of the questions incorrectly, make
sure you check back in the text to find out why. Often the commentary on the
answers will give you a good idea of where and why you went wrong. Make
sure you follow up these leads.

Occasionally it may be advisable for you to tackle one of the full examina-
tion questions. Remember that it is good practice to ask yourself, before you
start the question, what area of knowledge it is designed to test. Once you have
completed your answer, study the answer provided in the answers section on
the student side of the companion website, noting the main points of principle
and checking back if any of your answers are wrong.

At intervals in your study you will need to build in revision sessions. It may
be helpful to rework the self-assessment questions in earlier chapters to identify
areas needing priority revision attention.

You should aim to have completed your main studies at least one month
before the examination. The final month should be the time for revision, not for
initial learning. Work and rework the practice questions, noting the points of
principle and remembering the vital importance of speed in examination work.

COMPANION WEBSITE

For students

e Answers to self-assessment questions (student questions)
e Additional appendix material for chapters in the book

e Related links

For tutors
e Guidance notes for tutors
e PowerPoint lecture slides

e Additional appendix material for chapters in the book
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xxiv Preface

* Answers to self-assessment questions (tutor questions)

e Official examination questions with suggested solutions

RECOMMENDED FURTHER READING

This book is intended to be a good friend and counselor as you progress towards
your accountancy qualification or towards satisfying the auditing component of
degree and similar courses. As such, not only will it provide a framework for your
study, it will give you guidance on the background information you need. It is essen-
tial that you keep yourself informed about developments in the accounting profes-
sion and in the wider world. We shall recommend additional reading both in and
at the end of each chapter, as we believe that wide reading is essential to success.
The authors wish to emphasize two matters here:

e We will not reproduce whole auditing guidelines, accounting standards,
other professional statements and so on in this book. We assume that you
have in your possession at least the professional material listed below and
we shall be discussing and commenting on it in the text. The reason for
this is that you should, even at this early stage, see yourself as a potential
qualified accountant and should get used to referring to the material in the
same way that a professional accountant would in practice:

(a) International Financial Reporting Standards (IFRS Standards)
including International Accounting Standards (IAS Standards)
and their UK equivalents (if you are based in the UK) — Financial
Reporting Standards (FRSs)

(b) International Standards on Auditing (ISAs) and the International
Standard on Quality Control (ISQC) and (if you are based in the UK)
equivalent ISAs and ISQC (UK) issued by FRC

(c) Code of Ethics for Professional Accountants issued by the Interna-
tional Federation of Accountants (IFAC) or, if you are based in the
UK, the Revised Ethical Standard 2016 issued by FRC.

What this book does is to comment on these standards and guidelines so that
you will be able to appreciate their meaning and select important extracts for
your own use. We have included reference to standards in the Further reading
section of chapters where they are of general interest to the matters discussed in
the chapter concerned. We have departed from this principle only to the extent
that we have provided in the Appendix material to Chapter 4 (on the Cengage
website) relevant sections from the Companies Act 2006 and discussed these
sections in Chapter 4. It is our intention that students should think of them-
selves at an early stage as professional people and that professional material
should be read in the original.

Additional reading is a vital feature of understanding the world in which
accountants live and work. The authors recommend the following:

(a) economia, published by ICAEW, The CA Magazine (published by
ICAS), The Certified Accountant (published by ACCA)

(b) Accountancy Age
(¢) (Certified) Student Accountant
(d) agood daily and Sunday newspaper.
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1

Why are auditors

LEARNING OBJECTIVES

After studying this chapter you should be able to:

® Understand in general terms what an audit is and to put into context some basic audit techniques.
o Explain what kind of person should carry out an audit.

® Suggest the kinds of people who will benefit from an audit.

® Form a view on the kind of information that might be prepared by those having control of
resources held on behalf of others.

® Recognize that there are theoretical considerations underpinning audit practice.

o Explain the wider setting of audit and be aware of some of the problems currently facing the
audit profession.

OPENING REMARKS

When the authors of this book first joined the accounting and auditing profes-
sion we never imagined that auditing would become the subject of such debate
about the independence and competence of auditors and even about the detailed
procedures that auditors use. Auditors have of course always discussed audit
matters among themselves, but since corporate scandals involving very large
companies such as Enron and WorldCom started to come to light in 2000, gov-
ernments and the public have begun to get involved, particularly as there have
been later examples of major corporate frauds such as Parmalat in Italy and
Satyam in India. The banking crisis that commenced in 2007/2008 and the con-
tinuing credit crunch have also made people query the morals and competence
of top management and ask why the auditors had not recognized earlier that
financial institutions were making poor lending decisions, often because the way
they were being governed was inadequate, and in particular because the manner
in which staff were being rewarded encouraged short-term thinking.

1
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2 Why are auditors needed?

Auditing has become headline news not just in the business pages of news-
papers but on front pages and in editorials, and in television news bulletins and
discussion programmes. Even the President of the United States mentioned
auditing in his State of the Union Address in 2002. Auditing has become an
exciting subject. There may have been corporate scandals in the past, such
as Maxwell and Polly Peck in the United Kingdom, Ultramares Corp in the
United States and Cambridge Credit in Australia, but never on the scale of
those in the early years of the twenty-first century and never before resulting
in the collapse of a major accounting firm. The result of these events is that big
question marks have been placed over the competence and independence of
auditors and over the apparent failure of corporate governance.

We do not wish you to place all the blame for the debacles on the shoulders
of auditors. We shall see that other reasons for the scandals include inadequate
accounting standards, and boardroom cultures that encourage the manipulation
of figures for company or personal gain.

In this book we will introduce you to these important issues and explain the
steps taken to remedy what are seen as lapses in the conduct expected of audi-
tors and, indeed, of company management. Much of this book will be about how
a competent audit should be carried out. We shall focus, among other things, on
the role of audit and explain why it is important that the audit function is seen to
be carried out by competent and independent people on behalf of a number of
groups interested in the performance and position of a variety of entities. In the
process, we will meet up with organizations engaged in manufacture and sale of
goods, in trading of various kinds and in the provision of services.

We discuss audit quality in Increasing importance is being given to the concept of audit quality, and
Chapter 20 and corporate we shall describe how the profession and regulatory bodies are addressing this
governance in Chapters 5

important concept.

Before moving on to discuss basic principles, we give brief details of the
Enron, WorldCom, Parmalat and Satyam scandals to give you a flavour of the
problems faced by the accounting and auditing profession:

and 18.

® Enron, US: This company hid its real level of debt by putting $8.5 billion
of group liabilities into special purpose vehicles whose financial statements
were not consolidated with those of the company. The company became
bankrupt and the audit firm, Arthur Andersen, went out of business because
of a loss of reputation affecting its relationship with clients and its inability
to attract new clients because of revelations relating to the Enron case.

® WorldCom, US: This company, in an attempt to maintain stated profit
levels, treated revenue costs (over $3.8 billion) as capital expenditure.
There was also understatement of loans amounting to some $2.5 billion.
Arthur Andersen were the company auditors.

® Parmalat, Italy: This company was a multinational dairy and food
corporation which collapsed in 2003 following revelations that its total
liabilities were fraudulently understated and assets overstated. It is difficult
to quantify the total misstatements which have been as much as €14 billion.
Like Enron, the company structure was very complex, many of its
subsidiaries being registered in tax havens. The corporation had hidden the
fact that significant subsidiaries were loss making, and it is claimed that one
of its subsidiaries overstated its assets by as much as 38 per cent of Parmalat’s
total stated assets. The corporation was audited by Grant Thornton.
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Opening remarks 3

® Satyam, India: This 2009 case has been described as India’s Enron. It
seems that over many years the Satyam corporation, which specializes in
computer services, inflated its reported cash and bank balances while over-
stating revenues and profits and understating liabilities. The amount of the
fraud is said to exceed $1 billion. The company was audited by PwC.

There are other large companies that have manipulated their accounting
figures in recent years but the four above are significant and representative.

Apart from companies which deliberately manipulated their figures, a
number of banks in the UK and elsewhere in the world got into serious dif-
ficulties because of unwise borrowing and investing. Two examples in the UK
are Northern Rock and RBS, brief details of which we set out below:

® Northern Rock, UK: This former building society, based in Newcastle
upon Tyne, became a bank quoted on the London Stock Exchange in 1997.
It borrowed heavily in the UK and international money markets, using
these funds to provide mortgages to customers, selling these mortgages on
the international money markets. However, when the demand for these
so-called ‘securitized mortgages’ dried up, Northern Rock was unable
to repay the loans raised on the money markets and was forced to seek
liquidity support from the Bank of England. The result was a bank run by
depositors who feared that they might lose their savings should the com-
pany go into receivership. Subsequently, a House of Lords report described
Northern Rock’s business plan as ‘dangerously risky’ and severely criti-
cized the auditors, one of the Big Four (Deloitte, Ernst & Young, KPMG
and PwC).

® RBS, UK: The Royal Bank of Scotland (RBS) was formed in Edinburgh
in 1827 and was highly regarded for its probity for more than 150 years.
However, after Fred Goodwin became its chief executive in 2000, this
changed and the bank embarked on expansion by acquisition, acquiring
the National Westminster Bank, among others, in 2000. In 2007, it became
clear that the company had made many very unwise investments, including
its share of the acquisition of the Dutch bank, ABN Amro. RBS was so
weakened that it had no option but to accept a government bail-out. One
of the Big Four was auditor in this case also.

You may be asking yourself why the above cases have caused problems for Later in this chapter we
the auditing profession. You will be in a better position to answer this question  define audit and we introduce
later in your studies, but note at this point that auditors are there to give an YoU o truth and faimess in

.. o . accounting.
opinion on whether the company’s financial statements tell the truth and are
fair. In these cases for one reason or another the auditors failed to warn that
the financial statements did not do that, and the auditors have been criticized
for that reason.

These cases show that it is not only in the US that major scandals affecting
companies and auditors have taken place. However, some leading accountants
in the British Isles did claim at one time that the various accounting and auditing
disasters could not happen here for a variety of reasons. The authors are not so
sanguine, particularly in the light of the banking crisis, and, later in the book,  See Chapter 22.
we discuss the background to some of the problems encountered and discuss
further what steps might be appropriate to, at least, reduce the likelihood that
they will not recur.
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4 Why are auditors needed?

It is worth mentioning that
after Andersen’s collapse,
the Supreme Court in the US
overturned the 2002 criminal
conviction of Andersen for
obstruction of justice. Note
too that it is extremely difficult
for auditors to discover
carefully hidden fraud carried
out by senior managers. We
discuss this matter further

in Chapter 19.

Key facts and trends for the

UK accountancy profession

are published annually by the
Financial Reporting Council.
Among other data, the Big
Four (PwC, Deloitte, EY and
KPMG) audit 97 per cent of the
top 350 listed UK companies.
In terms of diversity, and similar
to the global statistics reported
for PwC, less than 20 per cent
of partners in UK Big Four firms
are female.

So when you are reading about the audit process in this and later chapters,
please do not assume that auditors always get the right answer, nor that com-
panies are always assiduous in applying accounting standards in the desired
manner. Bear in mind, too, that it seems that Enron had been applying
the strict letter of the US accounting rules concerning the special purpose
vehicles.

In addition, you should note that the spate of accounting and auditing scan-
dals has focused attention on the purpose of audit. What is the value of audit?
Why are auditors employed at great cost to society? Should there be funda-
mental changes to the way that companies are managed — that is, how should
they govern themselves to the greater benefit of society as a whole? We are
likely to see greater emphasis on the function of audit and how the independ-
ence of the auditor can best be achieved. We discuss independence and profes-
sional ethics generally in Chapter 3. The Arthur Andersen example should be
in the forefront of all our minds. As students you should be aware of the major
issues affecting the accounting and auditing professions. We shall cover these
issues in this book, including the impact that the scandals have had on the way
that auditors plan their work, the techniques they use in the performance of
their duties and the relationship between the auditor and management of client
companies. We want you to be fully aware of what is happening in the auditing
world today.

We shall shortly use a simple case to introduce you to some basic princi-
ples of auditing, but, before we do so, you should note that the professional
accounting and audit bodies and regulators and the audit firms play an impor-
tant role in the field of auditing. We shall discuss how the audit profession
is organized in the UK and Ireland in Chapter 4. Note too that there are a
variety of firms in the external audit market, both in the private and public
sectors. These vary from sole practitioners with small clients, providing mainly
accounting and taxation services, to the Big Four firms, that operate on both
the national and international stage, providing a huge range of services. To give
you an idea of the size and global reach of these firms, we set out below some
statistics relating to PwC for the year ended 30 June 2017, extracted from PwC’s
Global Annual Review 2017:

Partners (of which 19% are female) 11181
Client service staff 188 090
Practice support staff 36 964
Total 236 235
Located in:
Western Europe 72 265
Australasia and Pacific Islands 8 308
Americas 70 982
Middle East and Africa 13974
Asia 60 255
Central and Eastern Europe 10 451
236 235
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Total revenue amounted to: US$ millions
Assurance services 15 965
Advisory/consulting services 12 253
Tax 9462
37 680

In between the two extremes there are firms with a small number of partners
through medium-sized firms to large firms other than the Big Four. In this book
we give prominence to the importance of auditing to user groups and society
in general. At the same time you must bear in mind that it is audit firms that
perform audits, so their role is of great importance. We introduce you to the
way that firms are best structured to perform audits efficiently and effectively
in Chapter 3. We also discuss the role of the accounting bodies in the regulation
of the accounting profession in Chapter 4.

We suggest a structure of a
typical audit firm in Figure 3.3.

BASIC PRINCIPLES: INTRODUCTION THROUGH
A SIMPLE CASE

Clearly, the cases referred to above involve very large companies, but at this
stage we are introducing you to the circumstances of a very small business,

We shall see in Chapter 4 that
small businesses that meet
certain criteria relating to size

but a business nevertheless, that will, we think, help you to understand what
an audit is, how it might be carried out and some of the principles that apply
to all audits. Later in the chapter we suggest a brief formal framework of an
average audit that will show how an audit is planned and conducted. The scene
for the small business is set in Case Study 1.1 (Erin and Lee, Part 1), which you

are not legally required to have
an audit, even where such
businesses have the benefit of
limited liability.

Work Activity 1.1 before

should now read.

returning to this paragraph.

— CASE STUDY 1.1 —

Erin and Lee, Part 1

On 1 May 2017 Erin and Lee, two old friends in their early
thirties, had recently been declared redundant, each having
received £10 000 in redundancy pay. Lee said that he felt
like using the money on travel to see the world, but Erin
had seen a notice in the local newspaper, advertising the
sale of bankrupt stock and suggested that the two of them
go into business together. Her further suggestion was
that they should buy an old lorry she had seen for sale for
£8000 by a second hand motor vehicle dealer and to travel
from place to place in the North of England selling the

An accountant would say that the estimated gross
margin was 60 per cent, calculated as:

Gross profit x 100/Sales = 1.50 x 100/2.50 = 60%

bankrupt stock at a good mark-up. Erin thought that they
might be able to sell for £2.50 what had cost them £1.00.

Lee allowed himself to be convinced that this was a
marvellous idea; they bought the lorry for £8000 and
on 1 May 2017 spent £12 000 on bankrupt stock. On
2 June, Lee fell off the back of the lorry, breaking an arm
and a leg. Erin visited him in hospital and told him not to
worry; she would look after their joint venture and would
only take 10 per cent of the profits for her trouble before
sharing the proceeds of the venture equally between
them. On 1 December, having spent the whole summer
and autumn touring from place to place in the north of
England, Erin appeared on Lee's doorstep, Lee in the
meantime having recovered the use of his limbs. Erin
took a wad of banknotes from her bag, informing Lee
that this represented his share of the joint venture, which
had just been wound up, and that Lee’s share amounted
to £12 960.
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6 Why are auditors needed?

q ACTIVITY 1.1

Try to answer the following two questions before reading on:

1 What was Lee’s position in relation to that of Erin in the summer
and autumn of 2017?

2 If you were Lee, what would you now do?

Regarding the first question, Lee is clearly a provider of capital, as indeed is
Erin. The difference between them is that Erin is an owner/manager, whereas
Lee has been forced to take a passive role. Erin is similar to a director of a
limited company (holding shares therein) and Lee is similar to a shareholder
who had entrusted his funds to the directors of such a company.

Regarding question 2, Lee finds himself in a curiously uninformed position. It
looks as if the return in six months is £2960 on an initial investment of £10 000.
The return looks very good — some 59 per cent per annum — much better than
he could have got from a building society, particularly in the aftermath of the
credit crisis; nevertheless, how does he know that Erin has calculated her share
properly or even whether she has deliberately cheated him? Let us assume that
he now asks you for your advice on how Erin has calculated the £12 960, men-
tioning that businesses usually prepare financial statements. (Lee has not been
wasting his six months’ enforced rest. He has bought a book on accounting.)

Erin is somewhat surprised when you appear on the scene with Lee, but
after a lot of prevarication she produces a somewhat dog-eared piece of paper
from her bag and shows you the financial statements that she has prepared. The
financial statements are in the form of a simple receipts and payments account
and contain the information in Case Study 1.1, Part 2, which you should now
review before working Activity 1.2.

— CASE STUDY 1.1 —

Erin and Lee, Part 2

Erin and Lee joint venture: 1 May to 31 October 2017

f f
Cash introduced 20 000
Purchase of lorry 8 000
Purchase of bankrupt stock 12 000
Motor expenses 5000
Other purchases 26 000
Sales 54 000
Interest to John 200
Sale of lorry to Erin 6 000

Continued
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— CASE STUDY 1.1 (Continued) —

f f

Balance 28 800

80 000 80 000
Balance 28 800
Less: 10% wage 2 880

25920
Half to Erin 12 960
Half to Lee 12 960

ACTIVITY 1.2

On the basis of your review, make a list of the matters you would like
to raise with Erin on Lee’s behalf.

The following are the principal points we believe you should raise with Erin
on Lee’s behalf:

® Erin has purchased the lorry from the business herself. How was the price
calculated and what is she going to do with it anyway?

® What is the payment of interest of £200 to John for?

® Erin has not calculated her wage on the profit but on the total cash on
hand in the business.

Assuming the other figures are all right, the profit is calculated as follows:

£ £
SALES 54 000
Purchase of bankrupt stock 12 000
Other purchases 26 000
COST OF SALES 38 000
GROSS PROFIT (29.63%) 16 000
Motor expenses 5000
Interest to John 200
Depreciation of lorry 2 000 7 200
Net profit 8800

On this basis Erin’s ‘wage’ should only be £880.
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8 Why are auditors needed?

® Remember that Erin had said in May that they could expect a gross return
Doing calculations for vourself of 60 per cent of sales. However, the gross profit percentage shown in
beforge you talk to man);gers the above statement is only 29.63 per cent, less than half of that expected
(in this case Erin) gives you (£32 400, 60 per cent of £54 000)

information that _W]i” enable ® The payments of £8000 for the lorry and £12 000 for the bankrupt stock
you to get more information. are in order as Lee was present when the payments were made and he

You could ask Erin why the
profit is less than expected and would therefore be prepared to accept them.

this would force her to give ® You may wonder — as no doubt Lee would also — if there were any

a precise answer. We would inventories at the end of the period and, in particular, if Erin intends to sell

say that ‘information breeds h e . if . he 1 he h hased f

 formation”. the remaining inventories (if any) using the lorry she has purchased from
the business.

Let us assume that you have discussed the above points with Lee in
your capacity as professional adviser and that, armed with this information,
you manage to elicit further information from Erin, as shown in Part 3 of
Case Study 1.1.

— CASE STUDY 1.1 —

Erin and Lee, Part 3

Note that anyone who is interested in finding out if

® The lorry had been used for six months and a reduc- accounting and other information has been prop-
tion of £2000 seemed reasonable. (‘Yes, but second erly prepared, will wish to know if the person pre-
hand prices for that make and age of lorry are cur- paring it is competent.

rently £7000, according to published information used
by the motor vehicle trade; also has Erin adjusted for
vehicle licence fee and insurance paid in advance?’)
‘No’, says Erin, ‘but they only amount to £800'.

® FErin agrees that she had originally said that they could
make a bigger profit, but this was because the profit
on the other purchases had been much lower. Also,

the lorry had not been secure and she thinks there
Getting information about lorry prices in this way had been some theft of stock. ‘Yes, but can you make
is a good example of obtaining reliable evidence an estimate of inventory losses?’ asks Lee. ‘Perhaps
from an independent source. Questioning whether £4000", suggests Erin. ‘And what kind of margin did
the road tax and insurance have been adjusted is you get on the other purchases?’ Lee persists. ‘Well,
a good example of the professional accountant at I thought | could get about 50 per cent on cost, the
work. way you are doing it, it would be 33 per cent on sales.

The inventory losses were all of items bought after the
bankrupt inventory had been sold’.
® Payment of interest to John was in respect of a loan of

£4000 that John had made to the business because,

after buying the lorry and bankrupt stock, there was

no money left to pay the other expenses. The loan had Erin implies that gross margins have not met

been repaid on 31 October 2017. (You may decide to expectation because of the differing sales mix (in

accept this, although at 10 per cent per annum in cur- that there have been sales at two differing rates of

rent circumstances this is somewhat high.) gross profit) and because of loss of assets. It would
® Erin admits that the calculation of the wage at the end be normal for business people to take precautions

of the venture was a mistake. At this stage, of course, to safeguard the assets of their organization and

you may be somewhat concerned that Erin may have this we discuss in Chapters 8 and 9.

made more unwitting mistakes.

Continued
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s— CASE STUDY 1.1 (Continued) i—

® FErin says there was no inventory on hand at the end

of the period, apart from some insignificant items
which she disposed of in a closing down sale. She
says that she purchased the lorry so that she could

calculate the amount due to each partner.

Following your discussions with Erin and Lee, you
decide to compare the revised expected gross profits with
those obtained by Erin. This calculation is done on the
basis of what Erin has told you so far:

There is an important matter of principle regarding
the belief in the honesty or integrity of manage-
ment. It is not really possible to carry out an audit
where there are serious doubts about manage-
ment integrity, and auditors will in practice take
steps to form views about the honesty of people
from whom they are obtaining information.

ISA 200 — Overall Objectives of the Independent
Auditor and the Conduct of an Audit in Accordance
with International Standards on Auditing suggests
in para 15 that auditors should adopt an attitude
of professional scepticism in their work. This means
being wary about assuming honesty and integrity
of management and those charged with govern-
ance. The characteristics of attaining and main-
taining professional scepticism are elaborated in
ISA 200 paras A20-A24. IFAC set up a professional
scepticism working group in 2015 entitled Toward
Enhanced Professional Skepticism to explore how
the audit, ethics and education standard setting
boards could ‘contribute to strengthening the
understanding and application of the concept of
professional scepticism as it applies to an audit’
(we discuss this further in Chapter 2).

f f £
Revised expected gross profit

Sales 54 000
Purchases: bankrupt inventory 12 000 18 000 (150% of £12 000, 60% of £30 000)
Other 26 000 13 000 (50% of £26 000, 33% of £39 000)
Less: Inventory losses at cost -4 000 —2 000 (50% of £4 000, 33% of £6 000)
Cost of sales 34 000
Gross profit 20 000 29 000

This is a system, however bad
it seems to be. It would have
been better if Erin had used

a pre-numbered cash receipts

At this stage you might suggest that £9000 seems to be unaccounted for. “Well,
I had to live’, says Erin, who clearly does not appreciate the difference between
drawings and charges against profits. You explain that anything she had with-

drawn for her own personal expenditure could not be regarded as a legitimate
expense of the business she was running on behalf of Lee and herself. You then
ask her two related questions that are both good auditors’ questions: ‘How did
you run the business?’ and “What kind of system did you have?’ Erin then says
that she had a bag on the lorry and any takings went into the bag; she took out
of the bag anything she needed for meals and other personal expenditure and
banked the rest from time to time. The £54 000 was what she had banked.

At this stage you believe you can prepare financial statements that better
reflect what has really occurred. You would be unwise to suggest that the finan-
cial statements will be accurate, as much of the evidence you have collected is
very subjective, with a large element of estimation. In any event, your knowl-
edge of accounting suggests that it is by nature judgemental and that the most
that can be expected is a reasonable picture. The financial statements are set
out in the final part of the Case Study (Part 4).

book and given receipts for all
money received. A professional
accountant might have made
such a recommendation, cou-
pled with the proposal that

all sales proceeds be banked
intact.
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