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The 22nd edition of Principles of Auditing & Other Assurance Services provides a care-
fully balanced presentation of auditing theory and practice. Written in a clear and under-
standable manner, it is particularly appropriate for students who have had limited or no 
audit experience. The approach is to integrate auditing material with that of previous 
accounting financial, managerial, and systems courses.

The text’s first nine chapters emphasize the philosophy and environment of the audit-
ing profession, with special attention paid to the nature and economic purpose of auditing, 
auditing standards, professional conduct, legal liability, audit evidence, audit planning, 
consideration of internal control, and audit sampling. Chapters 10 through 16 (the “pro-
cedural chapters”) deal with internal control and obtaining evidence about the vari-
ous financial statement accounts and classes of transactions, emphasizing a risk-based 
approach to selecting appropriate auditing procedures. Chapter 17 presents the auditors’ 
reporting responsibilities when performing financial statement audits. Chapter 18 pro-
vides detailed guidance on integrated audits of public companies performed in accordance 
with PCAOB and SEC requirements under the Sarbanes-Oxley Act of 2002. Chapters 19 
and 20 present the auditors’ reporting responsibilities when performing other attestation 
and accounting services, such as reviews and compilations of financial statements and 
performing services on prospective financial statements. Chapter 21 presents coverage of 
internal, compliance, and operational auditing.

The text is well suited for an introductory one-semester or one-quarter auditing course. 
Alternatively, it is appropriate for a two-course auditing sequence that covers the mate-
rial in greater detail. For example, an introductory course might emphasize Chapters 1 
through 10, 16, and 17. A second course may include coverage of the other procedural 
chapters (Chapters 11 through 15); integrated audits (Chapter 18); other attestation and 
accounting services; and internal, operational, and compliance auditing (Chapters 19, 20, 
and 21). With two courses, the instructor might decide to divide coverage of the Chapter 9 
modules between the first and second courses, with or without audit software. Overall, 
the text and supporting materials provide:

1.	 A balanced presentation. The text provides a carefully balanced presentation of 
auditing and assurance theory and practice. The concepts are written in a clear, con-
cise, and understandable manner. Real company examples are integrated throughout 
the text to bring this material to life. Finally, Keystone Computers & Networks Inc., 
the text’s illustrative audit case, is integrated into selected chapters, providing students 
with hands-on audit experience.

2.	 Organization around balance sheet accounts emphasized in previous accounting 
courses. Organizing the text around balance sheet accounts is a particularly straight-
forward and user-friendly way to address the risk assessment–based approach to audit-
ing required by both U.S. and international auditing standards. These standards require 
an in-depth understanding of the audited company and its environment, a rigorous 
assessment of the risks of where and how the financial statements could be materially 
misstated, and an improved linkage between the auditors’ assessed risks and the par-
ticulars of audit procedures performed in response to those risks. Chapters 5 through 7 
of the text describe the risk assessment approach in detail. Chapters 10 through 16 
are aligned with the risk assessment approach presented in the professional standards. 
Accordingly, the suggested audit approach and procedures of the professional stan-
dards flow smoothly from the approach suggested in earlier chapters of the text. In 
short, our organization of the book facilitates student learning of the risk assessment 
process in a very straightforward manner. Also, although the text chapters are struc-
tured around balance sheet accounts, they thoroughly cover the various transaction 
cycles. For example, Chapter 11 provides detailed coverage of the revenue cycle.

Preface
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3.	  A cohesive connection from learning to career: Data Analytics is a rapidly expanding 
requirement in the field of auditing. To prepare students, data analytics is addressed 
throughout this text and incorporate exercises and problems that drive critical thinking 
and analysis. In conjunction, we incorporate software to drive these employability 
skills through the use of Tableau and IDEA software and with data analytics questions 
posed in Connect.

4.	 CPA examination support. The text’s emphasis on current auditing standards, its 
many author-created objective questions (including document review simulations), 
and a partnership with Roger CPA Review are all aimed at helping students pass the 
CPA exam. As discussed in detail in the following section, this edition has signifi-
cantly expanded the number of simulations like the ones included on the CPA exam, 
with several now included in Connect®.

5.	 Strong student and instructor support. McGraw Hill’s Connect® and its vast array 
of instructor and student resources provide a wealth of material to help keep students 
up to date.

We are confident that the 22nd edition of Principles of Auditing & Other Assurance 
Services will provide students with a clear perspective of today’s auditing environment.

O. Ray Whittington
Kurt Pany

Preface  vii
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1	 The Role of the Public Accountant in the 
American Economy

2	 Professional Standards
3	 Audit Data Analytics
4	 Professional Ethics
5	 Legal Liability of CPAs
6	 Audit Evidence and Documentation
7	 Audit Planning, Understanding the Client, 

Assessing Risks, and Responding

Key Features of the Book

Audit Standards Updates Students in auditing need familiarity 
with auditing standards promulgated by the AICPA’s Auditing 
Standards Board and the Public Company Accounting 
Oversight Board. Also, for many, familiarity with standards of 
the International Auditing and Assurance Standards Board is 
needed. While similar in most respects, key differences exist among 
these sets of standards. The text integrates discussions of the various 
standards, focusing on the differences, in a very readable manner.

CPA Exam Prep and Simulations The end-of-chapter exercises 
include a number of simulations similar to those on the CPA exam. 
These simulations include five document review simulations which 
are all relate to the text’s integrated case, Keystone Computers 
& Networks, Inc. All simulations in the text are designed to help 
students both to learn the material presented and to prepare them 
to complete such questions on the CPA Exam. Many of the 
simulations are adapted from CPA exam questions released by 
the AICPA, and others were written by the authors to be similar to 
those released by the AICPA.

Data Analytics and Auditing Increasingly, collection of 
audit evidence is facilitated by the use of automated tools and 
techniques such as Audit Data Analytics that may enable auditors 
to aggregate and consider information obtained from multiple 
sources. Accordingly, the text has been revised to emphasize 
developments in this area.

viii

The first seven chapters of the text emphasize the 
philosophy and environment of the profession, 
with special attention paid to the nature and 
economic purpose of auditing and assurance 
services, professional standards, professional 
conduct, legal liability, audit evidence, audit 
planning, and consideration of internal control.

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

Chapter 2: Includes detailed coverage of the 
various professional standards underlying audits 
and other attestation services. Also included are the 
recently revised nonpublic company audit report.

Chapter 3: Updated to reflect the most 
recent AICPA and PCAOB requirements. This 
includes detailed coverage of the AICPA Code 
of Professional Conduct and more research-
oriented questions. Problems requiring an 
electronic search of the AICPA Code of 
Professional Conduct are included. New 
coverage includes (1) the effects of systems 
design on the independence of the auditors, and 
(2) audit firm responsibilities when a breach of 
independence has occurred.

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

Chapters 5 6, and 7: Material from the risk 
assessment standards is thoroughly integrated 
throughout.

Chapter 5: A discussion of the nature of audit 
evidence. This chapter has been thoroughly revised 
to reflect new AICPA pronouncement on audit 
evidence and AICPA and PCAOB pronouncements 
on auditing estimates. Updated coverage of data 
analytics as applied to auditing is also included.

Chapter 6: The risk assessment approach to an 
audit is concisely summarized in a summary of 
the audit process. New guidance is provided on 
the AICPA revised definition of materiality, and 
the audit of significant unusual transactions and 
significant risks.

Chapter 7: Discusses internal control and 
how it is considered in an audit of financial 
statements. The chapter includes a brief overview 
of integrated audits (audits of internal control 
integrated with financial statement audits) 
required for certain public companies under 
PCAOB Auditing Standards, with more detailed 
coverage provided in Chapter 18. The chapter 
includes a section on the audit requirements for 
that increasingly frequent situation in which a 
client outsources its data processing to a service 
organization. Finally, it presents the auditors’ 
internal control communication responsibilities.
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8	 Internal Control
9	 Consideration of Internal Control in an 

Information Technology Environment
10	 Audit Sampling
11	 Cash and Financial Investments
12	 Accounts Receivable, Notes Receivable, and 

Revenue
13	 Inventories and Cost of Goods Sold
14	 Property, Plant, and Equipment: Depreciation 

and Depletion
15	 Accounts Payable and Other Liabilities
16	 Debt and Equity Capital
17	 Auditing Operations and Completing the 

Audit
18	 Auditors’ Reports
19	 Integrated Audits of Public Companies
20	 Additional Assurance Services: Historical 

Financial Information
21	 Additional Assurance Services: Other 

Information
22	 Internal, Operational, and Compliance 

Auditing

Keystone Computers & Network, Inc.: Illustrative Audit Case 
This feature has been updated in this edition and illustrates audit 
methods and provides realistic, thought-provoking case exercises. 
Although each portion of the case is designed to stand alone, if used 
in combination, the case will help the student develop problem-
solving skills in planning (Chapter 6), in considering internal control 
and testing account balances (Chapters 11 and 14), and in completing 
the audit (Chapter 16). The case incorporates the use of computerized 
accounting applications (both IDEA and Tableau) and also integrates 
the fundamentals of audit sampling from Chapter 9. Also, Document 
Review Simulations relating to Keystone are included in the problem 
material for Chapters 10, 11, 12, 14, and 17.

Chapter 8: Emphasizes the impact of IT on 
audits. This chapter has been updated and 
continues to emphasize the suggestions by 
George Easton, PhD, Emeritus Professor of MIS, 
San Diego State University.

Chapter 9: The format of this chapter has been 
thoroughly modified to allow adopters flexibility 
in audit sampling coverage. The body of the 
chapter now includes attributes sampling, and 
an introduction of audit sampling for substantive 
tests. Following are stand-alone modules on 
(1) monetary unit sampling, (2) classical variables 
sampling, and (3) nonstatistical variable sampling. 
Any, all, or none of these modules may be selected 
for inclusion. The chapter concludes with the long-
standing appendix on the audit risk model. Many 
of the problems may be solved either manually or 
electronically using generalized audit software.

Chapters 10 through 16: These “procedural 
chapters” deal with internal control and 
obtaining audit evidence for the various financial 
statement amounts. The chapters emphasize 
the risk-based approach stressed in AICPA, 
PCAOB, and international standards. Updated in 
these chapters are discussions of data analytical 
evidence-gathering techniques, and increased 
coverage of management review controls, which 
is an area of concern from PCAOB inspections.

Chapter 17: Reflects the new AICPA Auditing 
Standards Board nonpublic company audit 
reporting standards. The chapter is heavily 
revised to allow a comparison of AICPA and 
PCAOB requirements (e.g., a comparison of key 
and critical audit matters).

Chapter 18: Reflects PCAOB auditing standards 
on the audit of internal control over financial 
reporting required for public companies.

Chapter 19: Includes up-to-date coverage of 
financial statement preparation, compilation 
and review engagements, auditor reporting on 
financial statements prepared using a special-
purpose framework, and other changes due to 
the AICPA clarity standards.

Chapter 20: Discusses a variety of attestation 
and other assurance services. Coverage of Trust 
Services and system and organization control 
reports has been thoroughly updated. Other 
assurance services are included at both the 
conceptual and practical levels.

Chapter 21: Includes a discussion of compliance 
auditing based on the suggestions of Mr. Norwood 
J. Jackson, former Deputy Controller, Office of 
Federal Management, U.S. Office of Management 
and Budget. It is updated for the Compliance 
Supplement as revised in 2019. Also, the chapter 
is updated to include the revised International 
Standards for the Professional Practice of Internal 
Auditing issued in 2016.
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The 22nd edition has been revised to reflect the current nature of audits and the profession, and to update and 
improve presentations of various material, including:

∙∙ Data Analytics & Generalized Audit Software: Consistent with the text’s increased coverage of data analytics 
in the various chapters, the data analytical procedures using generalized audit software have been updated and 
expanded. These materials are available in Connect and in the Instructor and Student Resources. Stand-alone 
modules for IDEA software are provided on (1) overall skills and (2) audit sampling. Similarly, detailed 
coverage of overall Tableau skills is included, allowing the instructor to include assignments from those that 
are very introductory in nature to those that are detailed and more advanced.

∙∙ Audit Reports—Presentation of Key Audit Matters: Auditors of nonpublic companies in the United States now 
have the option of including a section on key audit matters in their reports when the terms of the engagement 
call for it. In Chapter 17, the text integrates and compares this topic with requirements for reports of public 
companies.

∙∙ Audit Reports—Form Changes: The AICPA’s Auditing Standards Board adopted major revisions to its audit 
report. Changed are both the report’s form (e.g., like the public company report, it now begins with the opinion 
and basis for opinion sections) and its content (e.g., it includes a more detailed description of audits and auditor 
responsibilities and may include a section on key audit matters). The newly adopted Auditing Standards Board 
report is presented in Chapter 2, with detailed coverage of audit reporting requirements in Chapter 17.

∙∙ Audit Data Analytics: Paired together, the text’s increasing coverage of audit data analytics and the inclusion 
of software including Tableau and IDEA continue to emphasize developments in this area. Chapter 5 presents 
an updated overview of audit data analytics and Chapter 6 includes a new appendix with detailed illustrations. 
Chapters 7 and 8 on internal control in general and in an information technology environment are updated to 
increase coverage of this rapidly evolving area. In addition, data analytics coverage has been updated and 
expanded in the “procedural chapters,” Chapters 10 through 16. A number of new data analytic exercises and 
problems have been included in the text, and generalized audit software data analytical problems (see below) 
have been updated.

∙∙ Audit Sampling: Chapter 9 has been thoroughly revised to simplify decisions on the extent of coverage 
included in a course. The body of the chapter now includes attributes sampling and an introduction to variables 
sampling for substantive tests. Following that are stand-alone modules on (1) monetary unit sampling, 
(2) classical variables sampling, and (3) nonstatistical variables sampling. Any, all, or none of these modules 
may be selected for inclusion in your course. The chapter concludes with the long-standing appendix on the 
audit risk model.

∙∙ Audit Evidence: Chapter 5 has been thoroughly updated to include coverage of the AICPA’s recent 
pronouncement on audit evidence and the AICPA and PCAOB pronouncements on accounting estimates. 
Coverage of the effects of both management and auditor potential biases is covered. In addition, coverage is 
updated on other topics including, data analytics, significant unusual transactions, and the use of specialists.

∙∙ Audit Planning: Chapter 6 is updated in a variety of ways to reflect recent changes in auditing standards. The 
new AICPA ASB definition of materiality is reflected. Increased coverage of significant unusual transactions, 
assessing the risks of material misstatement, and significant risks is also provided.

∙∙ Management Review Controls: PCAOB inspection reports continue to identify testing of these controls as a top 
audit deficiency. This edition of the text increases the emphasis through discussion and examples (Chapters 7, 
10–16, 18) and two new illustrative cases (Chapters 7 and 18).

∙∙ Automated Tools and Techniques: Procedural chapters (10 through 16) are updated to reflect automated tools 
and techniques, including audit data analytics. Many more examples are provided on how audit data analytics 
are being used to increase the effectiveness and efficiency of audits.

New to This Edition
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Additional changes include:

∙∙ Enhanced Coverage of the Public Accounting Profession: Chapter 1’s coverage of the impact of information 
technology on the profession is increased as is the discussion of positions within CPA firms.

∙∙ Narrated PowerPoint Updates: These slides and their narrations have been updated for changes made 
throughout the text. The slides are meant to be particularly helpful to the instructor developing either an online 
or a hybrid (online plus live) course. Also, these items may be made available for students in traditional courses 
as a supplement.

∙∙ Conceptual Videos: These videos, which are organized around the text’s PowerPoint slides, highlight key 
information in each chapter and include questions that may be computer graded. The videos may be used in a 
variety of ways, including early in the discussion of a chapter or near the conclusion as an overall review.

∙∙ Illustrations of PCAOB Required Critical Audit Matters: Chapters 5, 11, and 17 include illustrations of 
critical audit matters. These illustrations highlight both the accounting complexities encountered on audits and 
auditor responses to obtain sufficient appropriate audit evidence.

∙∙ Document Review Simulations: These simulations have been updated and are designed to be similar to those 
that now appear on the CPA exam. They are included in Chapters 10, 11, 12, 14, and 17.

∙∙ Revisions of agreed-upon procedures engagements: Changes made to agreed-upon procedures engagements 
allowing general distribution of related reports are discussed in Chapter 19.

∙∙ Updated Coverage of the Attestation Standards: The AICPA now allows certain direct examinations in which 
the CPAs both (1) measure or evaluate the underlying subject matter against the criteria without requiring an 
assertion and (2) express an opinion on the results. Chapter 20 discusses this recent change.

∙∙ Thoroughly Updated Coverage of Trust Services and System and Organization Controls (SOC) Engagements: 
The profession is moving forward with services relating to various types of controls. For example, in addition 
SOC reporting on service organization controls, standards have been developed for cybersecurity and supply 
chain services as discussed in Chapter 20.

McGraw-Hill has partnered with Roger CPA Review 
Powered by UWorld, a global leader in CPA exam 
preparation, to provide students a smooth transition 
from the accounting classroom to successful 

completion of the CPA exam. While many aspiring accountants wait until they have completed their academic 
studies to begin preparing for the CPA exam, research shows that those who become familiar with exam content 
earlier in the process have a stronger chance of successfully passing the CPA exam. Accordingly, students using 
these McGraw-Hill materials will have access to sample CPA exam multiple-choice questions from Roger CPA 
UWorld, with expert-written explanations and solutions.

McGraw-Hill and Roger CPA UWorld are dedicated to supporting every accounting student along their 
journey, ultimately helping them achieve career success in the accounting profession. For more information about 
the full Roger CPA UWorld program, exam requirements, and exam content, visit www.rogercpareview.com.
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Illustrative Cases
Actual business and accounting examples are used to illustrate key 
chapter concepts. The cases are boxed and appear throughout the text. 
They are subtitled for easy reference.

Text Features
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Loans to or from an attest client, officer, or any individual owning 10 percent or more 
of the attest client’s equity also present an independence problem for a covered member. 
In general, because these are direct financial interests, a covered member may not have 
such loans.8 Also, any joint closely held investment with these individuals must be 
immaterial to the covered member.

The independence rules are somewhat complex. To help you get a good understanding 
of the nature of the rules, Figure 3.9 summarizes a number of relationships held by firm 
members and describes their effect on the independence of the CPA firm.

Effects of Interests of a Covered Member’s Relatives and Friends on Independence

How is independence affected by a financial interest or business position held by a rela-
tive of a covered member? The answer depends on the closeness of the family relationship 
and on whether the CPA works in the engagement office. The Code examines closeness 
of relationship by using the categories of (1) immediate family, (2) close relatives, and 
(3) other relatives and friends.

Immediate family interests The Independence Rule generally treats the interests of 
CPAs and their immediate families as indistinguishable from each other. Thus, as a gen-
eral rule, a covered member’s immediate family members (spouse, spousal equiva-
lent, or dependents) are subject to the same independence requirements as the covered 
member. Accordingly, for example, if a covered member’s spouse owns even one share 
of a client’s stock, the situation is evaluated as if the covered member held the stock and 
independence is impaired. A public accounting firm may retain its independence with 
respect to the engagement only by making certain that the CPA is not a covered member 
for that particular client.

Illustrative Case

A covered member who owns 
shares in a mutual fund has a 
direct financial interest in the 

mutual fund, and an indirect financial interest in the mutual 
fund’s investments. Thus, a covered member could not be 
involved in the audit of the mutual fund itself due to the direct 
financial interest. Concerning the mutual fund’s investments in 
companies potentially audited by the covered member’s firm, 
the following apply:

1. Ownership of 5% or less of the outstanding shares of a diver-
sified mutual fund by the covered member: the investment 
would be considered an immaterial indirect financial interest 
in the companies that the mutual fund holds.

2. Ownership of more than 5% of outstanding shares of a 
diversified mutual fund by the covered member: the cov-
ered member should evaluate the mutual fund’s underly-
ing investments to determine whether the covered member 
holds a material indirect financial interest.

The following illustrates how to evaluate whether the underlying 
investment is material to a covered member’s net worth. Assume:

 ● Jano Mutual Fund, a diversified fund, has net assets of 
$10 million, composed of an investment in shares of client 
Apple and a variety of other investments.

 ● The covered member owns 6 percent of the outstanding 
shares of Jano Mutual Fund (a value of $600,000).

 ● Jano Mutual Fund has 2 percent of its assets invested in 
Apple (a $200,000 investment).

In this situation, the covered member’s indirect financial inter-
est in Apple is $12,000 ($600,000 × 2%). The covered member 
would then compare the $12,000 indirect financial interest with 
his or her net worth, including the net worth of his or her immedi-
ate family, to determine the indirect financial interest in Apple Inc. 
is material. [adapted, Code of Professional Conduct 1.240.03]

If the mutual fund is “nondiversified,” the above evaluation 
should be performed regardless of the member’s percentage of 
ownership in the fund.

Indirect Financial Interests

8 Certain exceptions to this requirement are included for financial institution clients (Code of Professional 
Conduct 1.260.020), including (1) automobile loans and leases collateralized by the automobile, (2) loans 
of the surrender value under the terms of an insurance policy, (3) loans fully collateralized by cash deposits 
at the same financial institution, and (4) aggregated outstanding balances from credit cards and overdraft 
reserve accounts that have a balance of $10,000 or less.
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Focus on the Airline Industry

Electronic ticketing has become basic to the airline industry. Under these systems, a passenger may 
book a flight electronically using any of a variety of devices and be assigned a reservation number 
rather than being issued a physical ticket. Because no ticket is created for the flight, the auditor is limited 
in the extent to which he or she can examine “paper” support for transactions. Accordingly, audit proce-
dures should be developed relating to the associated revenues and receivables. Auditors often choose 
to include tests of the computer controls in such situations.

FIGURE 11.5 Relating Controls to Assertions
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Segregate duties over sales and collections of 
receivables.

Observe and make inquiries about the 
 performance of various functions. X X X X

Match sales invoices with shipping documents, 
purchase orders, and sales orders.

Select a sample of sales invoices and compare 
details to shipping documents, purchase 
orders, and sales orders. X X X X

Review of the clerical accuracy of sales 
 invoices by a second person.

Select a sample of sales invoices and examine 
them for evidence of second-person review. X

Obtain credit approval of sales prior to 
 shipment.

Make inquiries about credit policies; select a 
sample of sales transactions and examine 
evidence of credit approval. X X

Mail monthly statements to customers and 
 follow up on errors reported.

Observe and make inquiries about the  mailing of 
statements and review  evidence of follow-up. X X X X

Reconcile bank (financial institution) accounts 
monthly.

Review a sample of bank reconciliations 
 performed during the year. X X X

Use control listing to control cash collections. Observe, make inquiries about the process, 
and reconcile selected listings to the bank 
and accounting records. X X X X

Use budgets and analyze variances from actual 
amounts.

Examine budgets and evidence of follow-up on 
variances. X X X X

Use prenumbered shipping and billing 
 documents, and account for the sequence.

Observe and make inquiries about the use 
of prenumbered documents and inspect 
 evidence of accounting for the sequence. X X

Use credit memoranda for authorization of 
adjustments to sales and receivables.

Select a sample of credits to customers’ 
 accounts and inspect credit memoranda and 
other supporting documents. X X

Use a chart of accounts and an independent 
review of account classifications.

Inspect the chart of accounts and evidence of 
the review of account classifications. X

2. If Necessary, Revise the Risks of Material Misstatement Based on the Results of 
Tests of Controls.
When the auditors have completed the procedures described in the preceding sections, 
they should reassess the extent of the risk of material misstatement for each financial 
statement assertion regarding receivables and sales transactions. These assessments will 
determine whether the auditors should modify their planned substantive procedures for 
the financial statement assertions about receivables and sales. Figure 11.5 summarizes 

Industry Focus Cases
These cases use examples from specific industries to provide students with 
a detailed, “real-world” illustration of points being emphasized in the text. 
These cases show the importance of having a thorough knowledge of the 
audit client’s business and industry. Like the Illustrative Cases, these cases 
are boxed and appear throughout the text.

Auditing Fair Value Information
As the accounting profession continues to value more assets and liabilities at 
their fair values, difficult audit issues often arise. The text includes integrated 
coverage of fair value accounting in Chapters 5, 10, 11, 13, and 16.
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Audit Objectives
The use of Audit Objectives is a basic tool in audit plan design. These help the 
auditor focus on the reason a procedure is being done and provide a check to 
assure that all management assertions in the financial statements are audited.

Fraud
Because fraud is such an important aspect of today’s auditing environment, we have 
included a logo wherever we talk about its implications in the auditing process.

END-OF-CHAPTER MATERIAL
The material at the end of each chapter includes a combination of Review Questions, Questions Requiring 
Analysis, Objective Questions, Problems, In-Class Team Cases, Research and Discussion Cases, and/or 
Ethics Cases. Appendixes to Chapters 6, 11, and 14 include the case material and exercises for the Keystone 
Computers & Networks Inc., the illustrative audit case. Many of these questions are included in Connect as 
well. New to Connect for this edition are the manually graded Questions Requiring Analysis, algorithmic 
versions of select Objective Questions, auto-graded simulations, and Completion Questions located within the 
Additional Study Questions.

Review Questions
The Review Questions are closely related to the material in the chapter and provide a convenient means of 
determining whether students have grasped the major concepts and details contained in that chapter.
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classified as current, as well as those shown as past due. These selected accounts should 
be traced to the subsidiary ledgers. The totals of schedules prepared by client personnel 
also should be compared with related controlling accounts. In addition, the balances of 
the subsidiary ledger records should be verified by footing the debit and credit columns 
on a test basis. Generalized computer audit programs may be used to perform these tests 
when the client’s accounts receivable are processed by an IT system.

2. Obtain Analyses of Notes Receivable and Related Interest and Reconcile to the 
General Ledger.
An analysis of notes receivable supporting the general ledger control account may be pre-
pared for the auditors by the client’s staff. The information to be included in the analysis 
normally will include the name of the maker, date, maturity, amount, and interest rate. 
In addition to verifying the accuracy of the analysis prepared by the client, the auditors 
should trace selected items to the accounting records and to the notes themselves.

3. Inspect Notes on Hand and Confirm Those with Holders.
The inspection of notes receivable on hand should be performed concurrently with the 
count of cash and securities to prevent the concealment of a shortage by substitution of 
cash for misappropriated negotiable instruments, or vice versa. Any securities held by the 
client as collateral for notes receivable should be inspected and listed at the same time. 
The auditors should maintain complete control over all negotiable instruments until the 
count and inspection are completed.

Notes receivable owned by the client may be held by others at the time of the exami-
nation. Confirmation in writing from the holder of the note is considered an acceptable 
alternative to inspection; it does not, however, eliminate the need for securing confirma-
tion from the maker of the note. The confirmation letter sent to a bank, collection agency, 
secured creditor, or other holder should contain a request for verification of the name of 
the maker, the balance of the note, the interest rate, and the due date.

Printed note forms are readily available at any bank and may be easily prepared using 
commercially available software; an unscrupulous officer or employee of the client com-
pany desiring to create a fictitious note could do so by obtaining a bank note form and filling 
in the amount, date, maturity, and signature. The relative ease of creating a forged or ficti-
tious note suggests that physical inspection by the auditors represents a less significant and 
conclusive audit procedure for verification of notes receivable than for cash or securities.

4. Confirm Receivables with Debtors.
An external confirmation is audit evidence obtained by the auditors as a direct written 
response to the auditors’ confirmation request sent to a third party (the  confirming 
party). The external confirmation may be in paper form, electronic form, or other 
medium (e.g., the auditors’ direct access to information held by a third party). Direct 
communication with debtors is the most essential and conclusive step in the verification 
of accounts and notes receivable. By obtaining written acknowledgment of the debt by 
the debtor, the auditors obtain audit evidence that helps (a) establish the existence and 

Primary Audit 
Objectives:

Valuation            ✓

Accuracy            ✓

Primary Audit 
Objectives:

Existence            ✓

Occurrence         ✓

Rights                 ✓

Primary Audit 
Objectives:

Existence          ✓

Occurrence        ✓

Rights                ✓

Valuation           ✓

Accuracy           ✓

Illustrative Case

In the Equity Funding Corpora-
tion of America fraud, fictitious 
receivables selected for confir-

mation by the auditors bore addresses of employees who were 
conspirators in the fraud. The fictitious confirmation requests 

were thus signed and returned to the auditors by the recipients. 
Note that matching confirmation request addresses through 
use of data analytical audit software such as ACL or IDEA would 
quickly detect such a fraud.

Equity Funding Fraud
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Standards into an overall framework; that reorganization became effective on December 
31, 2016. The framework, presented in detail in the back pages of this text, includes the 
following broad categories:

 ∙ General Auditing Standards.
 ∙ Audit Procedures.
 ∙ Auditor Reporting.
 ∙ Matters Relating to Filings under Federal Securities Laws.
 ∙ Other Matters Associated with Audits.

The various subsections under each of the broad categories begin with the prefix 
AS (for Auditing Standard). For example, AS 1001 under General Auditing Standards 
addresses responsibilities and functions of the independent auditor. Recall that PCAOB 
standards apply to audits of public companies and that in many areas they do not differ 
significantly from AICPA standards. Throughout the text, we emphasize areas of major 
differences between PCAOB and AICPA standards.

The Auditors’ Responsibility for Detecting Misstatements
As indicated earlier in this chapter, the auditors have a responsibility to plan and per-
form the audit to obtain reasonable assurance about whether the financial statements are 
free of material misstatement.3 Reasonable assurance is achieved when audit risk, the 
risk that the auditor expresses an inappropriate opinion on financial statements that are 
materially misstated, is at an acceptably low level. Financial statements may be misstated 
due to various causes, including errors, fraud, and noncompliance with certain laws and 
regulations.

Auditing standards define errors as unintentional misstatements or omissions of amounts 
or disclosures in the financial statements. Errors may involve mistakes in gathering or 
processing data, unreasonable accounting estimates arising from overlooked or misin-
terpreted information, or mistakes in the application of applicable accounting principles.

Fraud, as the term is used in financial statement auditing (AICPA AU-C 240; PCAOB 
AS 2401), relates to intentional acts that cause a misstatement of the financial statements. 
Misstatements due to fraud may occur due to either (1) fraudulent financial reporting or 
(2) misappropriation of assets.

During the planning of an audit, the auditors are required to assess the risk of material 
misstatements—whether caused by error or fraud. Based on that assessment, they plan 
and perform their audit to obtain reasonable assurance of detecting such misstatements. 
To obtain reasonable assurance, the auditors should exercise due care in planning, per-
forming, and evaluating the results of their audit procedures. This requires auditors to 
exercise professional skepticism. As indicated earlier in this chapter, professional skep-
ticism involves having a questioning mind and a critical assessment of audit evidence 
throughout the audit process.

The area of fraud provides a good illustration of why an audit can provide reasonable, 
but not absolute, assurance of detecting material misstatement of the financial statements. 
Fraud is difficult to detect because it often involves concealment schemes such as forgery, 
deliberate failure to record transactions, or intentional misrepresentations made to the 
auditors. When accompanied by collusion among several employees, the concealment 
may make the fraud very difficult to detect. Also, when management fraud is involved, 

Errors and Fraud

Discuss the auditors’ responsi-
bility for detecting errors, fraud, 
and noncompliance with laws and 
regulations.

LO 2-3

3 The professional standards on planning and performing the audit address the overall risks of material 
misstatement (AICPA AU-C 315; PCAOB AS 2110) and considering fraud (AICPA AU-C 240; PCAOB AS 
2401).
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Questions Requiring Analysis
The Questions Requiring Analysis require thoughtful consideration of a realistic auditing situation and the application 
of professional standards. A number of these questions are taken from CPA and CIA examinations, and others 
describe actual practice situations. These questions, which are generally shorter than the problems, tend to stress value 
judgments and conflicting opinions. They are now available for Connect assignment with manual grading.

Objective Questions
The Objective Questions are similar in format to those on the CPA exam. The first Objective Question in each 
chapter is composed of at least 12 multiple choice questions. Following that question are a number of task-based 
and document review simulations (discussed in the next section) and other objective questions. As indicated 
previously, the task-based simulations are from two sources—AICPA released questions (as adapted) and 
questions developed by the authors. All of the task-based simulations are meant to provide students with both 
a learning experience relating to the material in the chapter and a realistic example of CPA exam testing. The 
other objective questions address basic concepts and information covered by AICPA simulations but may be less 
complete or may address a more limited content area than is typically the subject of an AICPA simulation.

Document Review Simulations
A document review simulation presents a realistic document as well as related source materials requiring 
candidate review. These simulations ordinarily include highlighted words, phrases, or sentences in the document 
that may or may not be correct, requiring the candidate to select appropriate edits based on the relevant source 
documents. We have written a number of such simulations and included them in the text’s integrated case, 
Keystone Computers & Networks Inc., in Chapters 10, 11, 12, 14, and 17. These simulations are available for 
assignment within McGraw-Hill’s online homework management system, Connect.

Problems
Many of the Problems are drawn from CPA and CIA examinations. These problems are retained because they 
require a relatively detailed analysis of audit situations. Problems are keyed to the chapter’s Learning Objectives.
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pollution is concerned. To justify your statement, you are welcome to investigate every aspect 
of our operations as fully as you wish. We will pay for your services at your regular audit rates 
and will publish your “pollution opinion” in our annual report to stockholders immediately 
following some pictures and discussion of our special equipment and processes for preventing 
industrial pollution. We may put this section of the annual report in a separate cover and dis-
tribute it free to the public. Please let me know at once if this engagement is acceptable to you.

Put yourself in Bart James’s position and write a reply to this client’s request. Indicate 
clearly whether you are willing to accept the engagement and explain your attitude toward this 
proposed extension of the auditor’s attest function.

 2–39. Hide-It (HI), a family-owned business based in Tombstone, Arizona, builds custom homes 
with special features, such as hidden rooms and hidden wall safes. Hide-It has been an audit 
client for three years. You are about to sign off on a “clean” unmodified opinion on HI’s cur-
rent annual financial statements when Art Hyde, the VP-Finance, calls to tell you that the Ari-
zona Department of Revenue has seized control of a Hide-It bank account that includes about 
$450,000 of company funds; the account is not currently recorded in the accounting system 
and you had been unaware of it. In response to your questions about the origin of the funds, 
Art assures you that the funds, though not recorded as revenue, had been obtained legitimately. 
He explains that all of the money came from separately billed but unrecorded change orders to 
items in contracts completed before you became HI’s auditor, and before he or any members 
of current management became involved with the company. You subsequently determine that 
there is insufficient evidence to allow you to reconstruct the nature of these cash transactions, 
although the following analysis is available from the Arizona Department of Revenue:

Deposits 1/17/X2–12/3/X4 $455,000
Interest earned 1/2/X2–12/31/X8     95,000  
Withdrawals 2/12/X3–4/7/X7  (100,000)
Balance 12/31/X8 $450,000

Art also informs you that HI has agreed to pay a combined tax and penalty of 12 percent on 
the total funds deposited within 120 days as required by a recently enacted rule that provides 
amnesty for tax evaders. Furthermore, he states that negotiations with the Internal Revenue 
Service are in process.

a. The professional standards define errors as unintentional misstatements or omissions of 
amounts or disclosures in the financial statements. Is the situation described an error?

b. The professional standards state that fraud relates to intentional misstatements or omis-
sions of amounts or disclosures in the financial statements. Misstatements due to fraud 
may occur due to either (1) fraudulent financial reporting or (2) misappropriation of 
assets. Does the situation appear to be fraud? If so, is it fraudulent financial reporting, 
misappropriation of assets, or both?

c. The professional standards outline certain auditor responsibilities relating to identifying 
client noncompliance with laws and distinguish between laws with a “direct effect” on 
the financial statements and other laws. Does the situation herein relate to noncompliance 
with laws as discussed within the auditing standards? If so, is the noncompliance related to 
a law with a direct effect on the financial statements or another law.

d. Should the CPA firm resign in this situation? If the decision is not clear-cut, what addi-
tional information would you desire before deciding?

 2–40. Enormo Corporation is a large multinational audit client of your CPA firm. One of Enormo’s 
subsidiaries, Ultro Ltd., is a successful electronics assembly company that operates in a small 
Caribbean country. The country in which Ultro operates has very strict laws governing the 
transfer of funds to other countries. Violations of these laws may result in fines or the expro-
priation of the assets of the company. During the current year, you discover that $50,000 worth 
of foreign currency was smuggled out of the Caribbean country by one of Ultro’s employees 
and deposited in one of Enormo’s bank accounts. Ultro’s management generated the funds 
by selling company automobiles, which were fully depreciated on Ultro’s books, to company 
employees. You are concerned about this illegal act committed by Ultro’s management and 
decide to discuss the matter with Enormo’s management and the company’s legal counsel. 

In-Class  
Team Case

LO 2-3

LO 2-3Research  
and Discussion 
Case

In-Class Team Cases
These cases are meant to be solved in class either by teams of students or, if the instructor 
prefers, by individuals. They help provide the student with an active learning environment in 
which to apply key concepts included in each chapter.
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Research and Discussion Cases
These cases involve controversial situations that do not lend themselves clear-cut 
answers. Students are required to research appropriate professional literature and then 
apply critical thinking skills to logically formulate and justify their personal positions 
on the issues involved in each case. The cases acquaint students with the professional 
literature, develop research and communication skills required on the new CPA 
exam, and demonstrate that several diverse, yet defensible, positions may be argued 
persuasively in a given situation.

Ethics Cases
Ethics Cases allow the instructor to discuss ethical issues in an integrated manner 
throughout the course. The cases present a series of situations that result in ethical 
dilemmas of the type that beginning accountants may expect to encounter in 
practice. These cases are included in selected chapters.
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Professional Ethics 121

 c. If the firm obtains this engagement, can Sandra publicly disclose the fact that the firm 
audits Aweb?

 d. This potential client contacted Singer as the result of an advertisement suggesting that 
Wellsley and Associates audits a number of “high tech” companies, which it does. She 
understands that advertising is generally acceptable but realizes there are some constraints. 
What constraints on advertising are included in the Code?

 3-48. Use the Code of Professional Conduct
each of the circumstances presented in Problem 3-40 and address whether Daleiden would 
violate the Code. Provide the Rule of the Code of Professional Conduct involved as well as 
section numbers of the Code that address the issue and your resolution of the issue—you need 
not consider the conceptual frameworks. Briefly summarize your finding, including any rel-
evant rule references.

 3-49. Use the Code of Professional Conduct (available at pub.aicpa.org/codeofconduct) to research 
each of the circumstances presented in Problem 3-41 and address whether Bell & Greer’s inde-
pendence is impaired. Provide the section of the Independence Rule and any detailed related 
sections that address the issue and your resolution of the issue—you need not consider the 
conceptual framework. Briefly summarize your finding, including any relevant rule references.

LO 3-7

LO 3-7

 3–50. The issue of whether the performance of nonattest (consulting) services for audit clients 
impairs independence of the auditors has been widely debated within the public accounting 
profession. Restrictions on the performance of consulting are a major aspect of the Sarbanes-
Oxley Act of 2002.
 a. Describe the restrictions that are placed on the performance of nonattest services for audit 

clients by the Sarbanes-Oxley Act of 2002.
 b. List arguments for restricting nonattest services for audit clients.
 c. List arguments against restricting nonattest services for audit clients.
 d. Present your opinion and support it with one or more of the arguments listed above.

 3–51. You are the partner-in-charge of a large metropolitan office of a regional public accounting 
firm. Two members of your professional staff have come to you to discuss problems that may 
affect the firm’s independence. Neither of these situations has been specifically answered by 
the AICPA Professional Ethics Division. Therefore, you must reach your own conclusions as 
to what to advise your staff members, and what actions, if any, are to be taken by the firm.
Case 1: Don Moore, a partner in the firm, has recently moved into a condominium that he 
shares with his girlfriend, Joan Scott. Moore owns the condominium and pays all the expenses 
relating to its maintenance. Otherwise, the two are self-supporting. Scott is a stockbroker, and 
recently she has started acquiring shares in one of the audit clients of this office of the public 
accounting firm. The shares are held in Scott’s name. At present, the shares are not material 
in relation to her net worth.
Case 2: Mary Reed, a new staff auditor with the firm, has recently separated from her hus-
band. Mary has filed for divorce, but the divorce cannot become final for at least five months. 
The property settlement is being bitterly contested. Mary’s husband has always resented her 
professional career and has just used community property to acquire one share of common 
stock in each of the publicly owned companies audited by the office in which Mary works.
For each case, you are to
 a. Set forth arguments indicating that the firm’s independence has not been impaired.
 b. Set forth arguments indicating that the firm’s independence has been impaired.
 c. Express your personal opinion. Identify those arguments from part (a) or part (b) that you 

found most persuasive. If you believe that the firm’s independence has been impaired, 
make suggestions about how the problem might be resolved.

LO 3-6

LO 3-5

In-Class Team 
Cases

Research and 
Discussion Case
 3–52. The International Bank of Commerce (IBC) is an audit client of your public accounting firm. 

IBC is a multinational financial institution that operates in 23 countries. During the current 
year’s audit, you have discovered the following problems:
 a. Improper loans were made to stockholders and other related parties.
 b. Loans were recorded on the books that appear to be either false or deceitful.

LO 3-4
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Date: 1/22/X1
Exceptions: Yes, we ordered $42,000 of merchandise on October 15, but  Wellington 
was out of stock until recently. They seem to always be out of stock. We finally 
 received the goods on January 4, 20X1.

 11–51. You are an assistant audit or with Zaird & Associates, CPAs. Universal Air (UA), your fifth 
audit client in your eight months with Zaird, is a national airline based in your hometown. 
UA has continued to grow while remaining healthy financially over the eight years of its exis-
tence. Indeed, as you start the audit, you notice that (unaudited) sales are up 30 percent this 
year (20X1), with earnings up 40 percent. Your firm, Zaird & Associates, has been UA’s only 
auditor.

During the audit you noticed that UA records sales when tickets are sold—debit receivable 
(or cash), credit sales. In performing substantive procedures relating to receivables, you also 
found that some of the “sales” are for 20X2 flights—generally in January and early February. 
You brought up this matter to your in-charge senior and she indicated that she also wondered 
about this last year when she worked on the audit. She suggested that she concluded that this 
isn’t likely to be a problem for at least three reasons (any one of which would be sufficient to 
allow the current method):
 1. The company has been using this approach since its inception eight years ago. Thus, any 

overstatement of this year’s sales at year-end is likely to be “averaged out” by an under-
statement at the beginning of the year because the company followed the same policy last 
year (and the years before).

 2. Valid reasons exist for including the sales when “booked.” The small airline’s earnings 
process is probably best considered about complete when the sale is made because this is 
the toughest part of the revenue generation process. The planes are scheduled to fly for the 
first six months of next year, and will fly, regardless of whether these relatively few pas-
sengers who paid before year-end for next year’s flights are on them; there are virtually no 
variable costs incurred for these passengers, except for a few very small bags of peanuts 
and a few cans of soda.

 3. Imagine what a nightmare it would be to have to record an entry when a passenger buys a 
ticket, and then another one when the flight occurs.

She says she is willing to discuss this with you if you disagree, but at this point she thinks it 
isn’t a problem.
 a. Discuss whether you agree or disagree with each of her reasons.
Now assume that you potentially agree with her first justification. You think that maybe a journal 
entry could be made at year-end to estimate the liability for next-year flights. Yet this wouldn’t 
be necessary if everything does “average out” and any year-end liability is immaterial.
 b. Given this situation, would you expect the procedure to “average out” over the year?
 c. How might one determine whether it does “average out” over the year?

 11–52. You have worked with Zaird & Associates, CPAs, for a little more than a year and are begin-
ning your second audit of Universal Air (UA). This year you even have an assistant reporting 
to you—Jane McClain.

Jane has come to you with a concern. She noticed that when sales are “booked” over the 
Internet by credit charge, an entry is made debiting cash (from the credit card) and crediting 
air traffic liability. When the scheduled flight occurs, UA recognizes the revenue from the 
ticket. If a ticket is canceled on the Internet, the only entry made is to a database that main-
tains specific flight information on seat availability. Jane has discovered that customers are 
e-mailed a “Canceled Reservation” form when this occurs, but no accounting journal entry is 
recorded, and no refund occurs until the customer requests (in writing) a refund. If the cus-
tomer never requests the refund, a credit to the individual’s credit card account is never issued; 
when they do not get refunds on their credit cards, many customers complain and are given a 
refund, with an accompanying journal entry being made for the cancellation.

After analyzing the “Canceled Reservation” form, you note that it says nothing about 
requiring a written cancellation for a refund. UA’s controller responded to your inquiry about 
the policy of requiring a written request for a refund by indicating that the policy is presented 
on the website’s “business policies and procedures” section. Furthermore, the controller says 
that in total about two-thirds of the customers ask for and receive refunds, while one-third do 

LO 11-1, 2, 6

LO 11-1, 5, 6

Ethics Cases
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Illustrative Audit Case Exercises
These exercises all pertain to the text’s updated continuing integrated case, Keystone 
Computers & Networks Inc. While each exercise may “stand alone,” when used 
in combination, these case exercises take the student from the original planning of 
an audit through the testing of controls, substantive testing, and accumulation and 
analysis of uncorrected misstatements. Exercises are included in Chapters 6, 11, 14, 
and 16. Also, the text’s document review simulations relate to this integrated case—
in Chapters 10, 11, 12, 14, and 17.

Spreadsheet Templates
Spreadsheet templates are available on the text’s website to be used 
in conjunction with selected audit case exercises. The exercises with 
templates are identified by a logo in the margin.
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Appendix 6C

Illustrative Audit Case: Keystone Computers 
& Networks Inc.
Part I: Audit Planning
The Keystone Computers & Networks Inc. (KCN) case is used throughout the text to 
illustrate audit procedures and methodology. KCN is a company that sells and installs 
computer workstations and networking software to business customers. The CPA firm 
of Adams, Barnes & Co. has audited the financial statements of KCN for the past three 
years. This part of the case illustrates selective audit planning working papers prepared 
by the staff of Adams, Barnes & Co. for this year’s audit. You should read through the 
information to obtain an understanding of the nature of the information that is important 
to planning an audit engagement. The working papers include

 ∙ The balance sheet and income statement for the company for the prior year, 20X4.
 ∙ A trial balance for 12/31/X5, with comparative amounts for 12/31/X4.
 ∙ The analytical ratios working paper, partially completed.
 ∙ The overall audit strategy for the audit of the financial statements for the year ended 

12/31/X5.
 ∙ A fraud risk assessment.
 ∙ The engagement letter for the audit, presented in Figure 6.2 of this chapter.

KEYSTONE COMPUTERS & NETWORKS INC.
Balance Sheet

December 31, 20X4
Assets

Current Assets
 Cash $ 53,964
 Trade receivables, less allowance for doubtful accounts of $96,000 8,438,524
 Accounts receivable—officers 57,643
 Inventory 1,234,589
 Prepaid expenses  156,900
  Total current assets $  9,941,620
Equipment and leasehold improvements, at cost
Equipment and furniture $ 1,090,634
Leasehold improvements  98,900

$ 1,189,534
Less accumulated depreciation  (250,987)

$ 938,547
Intangible assets net of amortization $ 1,000,000 

$ 11,880,167

Liabilities and Stockholders’ Equity
Current Liabilities
 Line of credit $ 6,612,550
 Accounts payable 1,349,839
 Current maturities of capital lease obligations 43,200
 Accrued expenses  178,900
  Total current liabilities $ 8,184,489
Capital lease obligations, less current maturities $ 456,700
  Total liabilities $ 8,641,189
Stockholders’ equity
  Common stock, $1 par value; 1,000,000 shares authorized; 

 200,000 shares issued and outstanding
$ 200,000

 Additional paid-in capital 423,500
 Retained earnings  2,615,478

$ 11,880,167

Rev.Confirming Pages

276 Chapter Six

whi47953_ch06_209-276.indd 276 07/01/20  01:58 PM

 6C–2. In the overall audit strategy for the audit of Keystone Computers & Networks Inc. in this 
Appendix, there is a section on significant risks. For each of the risks, identify the implica-
tions and potential responses.

 6C–3. The overall audit strategy for the audit of Keystone Computers & Networks Inc. in this Appen-
dix includes a section on significant accounting and auditing matters. The second matter 
described involves capitalizing the costs of developing a software program for sale.
 a. Research this issue and write a brief memorandum for the working papers describing the 

issue and summarizing the appropriate method of accounting for the development costs.
 b. Based on your research, describe the major audit issue that you believe will be involved in 

auditing the software development costs.

 6C–4. The working paper for Keystone Computers & Networks’ analytical review ratios is presented 
in this Appendix.
 a. Recalculate the 12/31/X5 ratios using Excel.
 b. After completing part (a), review the ratios and identify financial statement accounts that 

should be investigated because the related ratios are not comparable to prior-year ratios, 
industry averages, or your knowledge of the company.

 c. For each account identified in part (b), list potential reasons for the unexpected account 
balances and related ratios.

LO 6-3, 4

LO 6-7

LO 6-3, 4

 6C–1. Planning information for the audit of Keystone Computers & Networks Inc. appears in this 
Appendix. Review each major section of the audit plan and briefly describe the purpose and 
content of the section. Organize your solution in the following manner:

LO 6-3

Section Purpose Content
Objectives of  
 the  engagement

To describe the services  
  that are to be rendered 

to the client.

The objectives are (1) audit of KCN’s  
  financial statements for the year 

ended 12/31/X5 and (2) issuance 
of a letter on compliance with 
 covenants of the client’s letter of 
credit agreement.

Appendix 6C 
Problems
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Audit Software Assignments
The text’s generalized audit software materials using IDEA and Tableau are included in the Instructor and 
Student Resources from within Connect. The IDEA materials are composed of two stand-alone modules—(1) 
audit sampling and (2) overall analytics skills coverage—that integrate analytics into text and course coverage. 
Either or both of these modules may be incorporated into the course to supplement traditional coverage. The 
Tableau materials are included in one module that takes the user from the very basic essentials of Tableau 
through detailed exercises using textual materials. Also, Chapter 9 identifies problems for use with generalized 
audit software.

Internet Assignments
Internet assignments are included among the end-of-chapter problem material for selected 
chapters. These assignments require students to use the Internet to do audit research and are 
identified with a logo in the margin.
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Select questions are available with McGraw Hill’s Connect ®. 

 6–39. Multiple Choice Questions
Select the best answer for each of the following. Explain the reasons for your selection.

a. In planning and performing an audit, auditors are concerned about risk factors for two dis-
tinct types of fraud: fraudulent financial reporting and misappropriation of assets. Which 
of the following is a risk factor for misappropriation of assets?
 (1) Generous performance-based compensation systems.
 (2) Management preoccupation with increased financial performance.
 (3) An unreliable accounting system.

 (4) Strained relationships between management and competing companies.

b. The audit committee of a company must be made up of:
 (1) Representatives from the client’s management, investors, suppliers, and customers.
 (2) The audit partner, the chief financial officer, the legal counsel, and at least one outsider.
 (3) Representatives of the major equity interests, such as preferred and common stockholders.

 (4) Members of the board of directors who are not officers or employees.

®

LO 6-6

LO 6-2

 6–35. Richard Foster, an assistant auditor, was assigned to the year-end audit work of Sipher Corpo-
ration. Sipher is a small manufacturer of language translation equipment. As his first assign-
ment, Foster was instructed to test the cutoff of year-end sales transactions. Because Sipher 
uses a calendar year-end for its financial statements, Foster began by obtaining the computer-
generated sales ledgers and journals for December and January. He then traced ledger postings 
for a few days before and after December 31 to the sales journals, noting the dates of the jour-
nal entries. Foster noted no journal entries that were posted to the ledger in the wrong account-
ing period. Thus, he concluded that the client’s cutoff of sales transactions was effective.
Comment on the validity of Foster’s conclusion. Explain fully.

 6–36. SEC filings of certain public companies can be accessed from EDGAR (Electronic Data 
Gathering, Analysis, and Retrieval system), which has the following Internet address: www.
sec.gov/edgar.shtml.
a. Use EDGAR to locate a company in the software industry.
b. Access the latest Form 10-K for the company and read the “Management’s Discussion and 

Analysis” section.
c. Describe four significant business risks of the company as described in its “Management’s 

Discussion and Analysis.”
 6–37. In every audit engagement, the auditors should identify fraud risks that may require an audit 

response. Described below are four circumstances or factors that may create an increased risk 
of material misstatement of the financial statements due to fraud.
 1. The compensation of management of a subsidiary of the client is heavily dependent on the 

net income of the subsidiary and controls over subsidiary management are weak.
 2. The compensation of management of a telecommunications firm is significantly tied to 

revenue, and analytical procedures indicate that revenue may be overstated. The company 
engages in complex sales agreements.

 3. Futures traders in an energy company are compensated based on the performance of their 
purchases and sales of energy futures contracts. The markets for these contracts have few 
participants, resulting in the need to value contracts on hand at year-end based on complex 
valuation models applied by the traders.

 4. A chain of discount markets has inconsistent profit margins across stores as indicated by 
analytical procedures.

a. For each of the four circumstances, indicate the fraud risk that the auditors should consider.
b. For each of the four circumstances, indicate a possible appropriate response by the auditors.

 6–38. Perform an Internet search to access the text of the Securities Exchange Act of 1934. Read and 
summarize the internal control requirements of Section 13(b)(2) of the act.

LO 6-7

LO 6-2, 3, 4, 5

LO 6-6

LO 6-3
Required:

Objective 
Questions
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Assurance of Learning Ready
Many educational institutions today are focused on the notion of assurance of learning, an important element of 
some accreditation standards. Principles of Auditing & Other Assurance Services, 22e, is designed specifically to 
support your assurance of learning initiatives with a simple, yet powerful solution.

Each test bank question for Principles of Auditing & Other Assurance Services, 22e, maps to a specific chapter 
learning outcome/objective listed in the text. The reporting features of Connect can aggregate students to make 
the collection and presentation of assurance of learning data simple and easy.

AACSB Statement
McGraw-Hill Education is a proud corporate member of AACSB International. Recognizing the importance 
and value of AACSB accreditation, we have sought to recognize the curricula guidelines detailed in AACSB 
standards for business accreditation by connecting selected questions in Principles of Auditing & Other Assurance 
Services, 22e, to the general knowledge and skill guidelines found in the AACSB standards. The statements 
contained in Principles of Auditing & Other Assurance Services, 22e, are provided only as a guide for the users of 
this text. The AACSB leaves content coverage and assessment clearly within the realm and control of individual 
schools, the mission of the school, and the faculty. The AACSB does also charge schools with the obligation of 
doing assessment against their own content and learning goals. While Principles of Auditing & Other Assurance 
Services, 22e, and its teaching package make no claim of any specific AACSB qualification or evaluation, we 
have, within Principles of Auditing & Other Assurance Services, 22e, tagged questions according to the six general 
knowledge and skills areas. The labels or tags within Principles of Auditing & Other Assurance Services, 22e, are 
as indicated. There are, of course, many more within the test bank, the text, and the teaching package that might be 
used as a “standard” for your course. However, the labeled questions are suggested for your consideration.

Instructor Resource Center (www.mhhe.com/whittington22e)
The password-protected instructor side of the book’s Online Learning Center houses all of the instructor resources 
you need to administer your course, including:

∙∙ Instructor’s Lecture Guide
∙∙ Solutions Manual
∙∙ Keystone Case and Solutions
∙∙ Test Bank
∙∙ End-of-Chapter Materials Conversion Guide—21e to 22e
∙∙ IDEA Software
∙∙ Tableau Software
∙∙ Text Updates
∙∙ Digital Image Library
∙∙ PowerPoint and Narrated PowerPoint Presentations.
∙∙ Conceptual Videos.

If you choose to use Connect with Principles of Auditing & Other Assurance Services, 22e, you will have access 
to these same resources via the Instructor Library.

Instructor’s Lecture Guide and Solutions Manual
Our Instructor’s Lecture Guide includes topical outlines of each chapter, the authors’ comments on each chapter, 
and numerous instructional aids. A Solutions Manual includes thorough and up-to-date solutions to the text’s 
questions, problems, and exercises. These are included on the Online Learning Center.

Instructor Supplements
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Test Builder in Connect
Available within Connect, Test Builder is a cloud-based tool that enables instructors to format tests that can 
be printed or administered within a LMS.  Test Builder offers a modern, streamlined interface for easy content 
configuration that matches course needs, without requiring a download. 

Test Builder allows you to:

∙∙ access all test bank content from a particular title.
∙∙ easily pinpoint the most relevant content through robust filtering options.
∙∙ manipulate the order of questions or scramble questions and/or answers.
∙∙ pin questions to a specific location within a test.
∙∙ determine your preferred treatment of algorithmic questions. 
∙∙ choose the layout and spacing. 
∙∙ add instructions and configure default settings.

Test Builder provides a secure interface for better protection of content and allows for just-in-time updates to 
flow directly into assessments.

New remote proctoring and browser-locking capabil-
ities, hosted by Proctorio within Connect, provide con-
trol of the assessment environment by enabling security 
options and verifying the identity of the student.  

Seamlessly integrated within Connect, these services allow instructors to control students’ assessment experi-
ence by restricting browser activity, recording students’ activity, and verifying students are doing their own work.

Instant and detailed reporting gives instructors an at-a-glance view of potential academic integrity concerns, 
thereby avoiding personal bias and supporting evidence-based claims. 

Tegrity: Lectures 24/7
Tegrity in Connect is a tool that makes class time available 24/7 by automatically capturing every lecture. With 
a simple one-click start-and-stop process, you capture all computer screens and corresponding audio in a format 
that is easy to search, frame by frame. Students can replay any part of any class with easy-to-use, browser-based 
viewing on a PC, Mac, iPod, or other mobile device.

Educators know that the more students can see, hear, and experience class resources, the better they learn. In 
fact, studies prove it. Tegrity’s unique search feature helps students efficiently find what they need, when they 
need it, across an entire semester of class recordings. Help turn your students’ study time into learning moments 
immediately supported by your lecture. With Tegrity, you also increase intent listening and class participation 
by easing students’ concerns about note-taking. Using Tegrity in Connect will make it more likely you will see 
students’ faces, not the tops of their heads. 

Remote Proctoring & Browser-Locking Capabilities 

REFERENCES TO AUTHORITATIVE SOURCES
Numerous references are made to the pronouncements of the American Institute of Certified Public Accountants 
(AICPA), the Institute of Internal Auditors (IIA), the Financial Accounting Standards Board (FASB), the Governmental 
Accounting Standards Board (GASB), the Public Company Accounting Oversight Board (PCAOB), the Securities and 
Exchange Commission (SEC), and the International Federation of Accountants (IFAC). Special attention is given to the 
AICPA Code of Professional Conduct, Statements on Standards for Accounting and Review Services, Statements on 
Standards for Attestation Engagements, Statements on Auditing Standards, and guidelines developed for other types of 
assurance services. The cooperation of the AICPA and the IIA in permitting the use of their published materials and of 
questions from the CPA and CIA examinations brings to the text an element of authority not otherwise available.
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Dependable information is essential to the very existence of 
our society. The investor making a decision to buy or sell 
securities, the banker deciding whether to approve a loan, 
the government in obtaining revenue based on income tax 

returns—all are relying upon information provided by others. In many of these situ-
ations, the goals of the providers of information may run somewhat counter to those 
of the users of the information. Implicit in this line of reasoning is recognition of the 
social need for independent public accountants—individuals of professional compe-
tence and integrity who can tell us whether the information that we use constitutes a 
fair picture of what is really going on.

Our primary purpose in this chapter is to make clear the nature of independent audits 
and the accounting profession. We begin with a discussion of the broader concept of 
assurance services. Next, we describe those assurance services that involve attesta-
tion, of which audits of financial statements are an important type. Another purpose 
of this chapter is to summarize the influence exerted on the public accounting profes-
sion by the American Institute of Certified Public Accountants (AICPA), the Financial 
Accounting Standards Board (FASB), the Governmental Accounting Standards Board 
(GASB), the Federal Accounting Standards Advisory Board (FASAB), the Public 
Company Accounting Oversight Board (PCAOB), the Securities and Exchange 
Commission (SEC), and the International Federation of Accountants (IFAC). We also 
will explore various types of audits and note the impact of The Institute of Internal 
Auditors (IIA) and the Government Accountability Office (GAO). Finally, we will 
examine other types of professional services and the nature and organization of public 
accounting firms.

What Are Assurance Services?
The name assurance services is used to describe the broad range of information 
enhancement services performed by a certified public accountant (CPA) that are 
designed to enhance the degree of confidence in the information. In general, assur-
ance services consist of two types: those that increase the reliability of information 
and those that involve putting information in a form or context that facilitates decision 
making. In this chapter, we will focus on the first type—audit and assurance services 
that involve reliability enhancement.

Attest Engagements
A significant portion of the assurance services provided 
by CPAs is referred to as attestation services. To attest to 
information means to provide assurance as to its reliabil-
ity. In an attestation engagement (also referred to as an 

1The Role of the Public 
Accountant in the 
American Economy

LEARNING OBJECTIVES

After studying this chapter, you 
should be able to:

LO 1-1	 Describe the nature of 
assurance services.

LO 1-2	 Identify assurance services 
that involve attestation.

LO 1-3	 Describe the nature of 
financial statement audits.

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

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

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

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

LO 1-8	 Describe how public 
accounting firms are 
typically organized and 
the responsibilities of 
auditors at the various 
levels in the organization.

CHAPTER

Describe the nature of assurance 
services.

LO 1-1

Identify assurance services that 
involve attestation.

LO 1-2
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attest engagement), CPAs provide a report on subject matter or an assertion about that 
subject matter.

CPAs attest to many types of subject matter (or assertions about subject matter), 
including financial forecasts, internal control, compliance with laws and regulations, and 
advertising claims.

Figure 1.1 describes the attest function, which begins with the subject matter that is 
the responsibility of another party, usually management. As an example, consider the 
situation in which the CPAs attest to a company’s compliance with a state’s laws and reg-
ulations on employee health requirements. The CPAs may be engaged to report directly 
on compliance with the specific requirements of the laws and regulations (the subject 
matter). Alternatively, they may report on an assertion made by management that the 
company’s compliance. In this second case, the attestation report would include an opin-
ion on whether management’s assertion is accurate. This type of audit is discussed in 
Chapter 20.

What standards should the subject matter follow? The standards generally are those 
established or developed by groups composed of experts and are referred to as suitable 
criteria. In a compliance engagement such as the above, the criteria would address what 
is meant by substantial compliance with the law’s specific requirements. In a financial 
statement audit, another term arises to describe suitable criteria—financial reporting 
framework. The suitable criteria in a financial statement audit are set forth in the financial 
reporting framework selected by management, often generally accepted accounting 
principles (GAAP). The CPAs perform a financial statement audit to gather sufficient 
evidence to issue an audit report with their opinion on whether the financial statements 

*If the criteria are not generally available to the users, they should be presented in the CPA’s report or management’s presentation.

Users

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

Suitable
Criteria

CPA’s
Attest

Report*

Client
Management
(Responsible

Party)

Subject
Matter

Propose
Necessary

Adjustments

Issue
 Report on
Findings

CPA

Gather and
Evaluate
Evidence

Consider
Presenting
Assertion

Subject
Matter

FIGURE 1.1
The Attest Function
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Illustrative Case

CPAs have attested that a 
supermarket chain in Phoenix 
has the lowest overall prices 

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

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

The Value of Attest Services

(the subject matter) follow the applicable financial reporting framework (i.e., the 
financial reporting framework chosen by management, usually GAAP).

The three forms of attest engagements are examinations, reviews, and the performance 
of agreed-upon (or selected) procedures. An examination, referred to as an audit when it 
involves historical financial statements, provides the highest form of assurance that CPAs 
can offer. In an examination, the CPAs select from all available evidence a combination that 
limits to an acceptably low level the risk of undetected material misstatement and obtains 
reasonable assurance that the subject matter (or assertion) is materially correct. A review 
is substantially less in scope of procedures than an examination and is designed to lend 
limited assurance that the information is materially correct. If an examination or review 
does not meet the client’s needs, the CPAs and specified user or users of the information 
may mutually decide on specific agreed-upon procedures that the CPAs will perform. An 
agreed-upon procedures engagement results in a report by the CPAs that describes 
those procedures and their findings. Chapter 19 discusses the requirements of agreed-upon 
procedures engagements. Figure 1.2 summarizes the forms of attestation engagements.

It is important to understand the relationships among the range of services that are offered 
by CPAs because different professional standards apply to each type of service. Figure 1.3 
illustrates the universe of services that may be offered by CPAs and the relationships among 
these services. As shown, CPAs provide both assurance and nonassurance services but a 
few, specifically of the management consulting type, overlap. Certain management consult-
ing services have assurance aspects. Later in this chapter, we will provide a brief descrip-
tion of the prevalent types of nonassurance services offered by CPA firms.

Assurance and 
Nonassurance 
Services

FIGURE 1.2  Forms of Attestation

Type of 
Engagement

Level of Assurance 
Provided

Risk of Material 
Misstatement

Nature of Assurance 
in Report Procedures

Examination* High (“reasonable”) Low “In our opinion . . .” Select from all available 
procedures any 
combination that can 
limit attestation risk to 
a low level

Review Limited Moderate “We are not aware 
of any material 
modifications that 
should be made . . .”

Generally limited to 
inquiry and analytical 
procedures

Agreed-Upon 
Procedures

Summary of findings Varies by specific 
engagement

Includes a summary of 
procedures followed 
and findings

Procedures agreed 
upon with the 
engaging party

*Referred to as an audit when the subject matter is historical financial statements or internal control as a part of an integrated audit.
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Figure 1.3 also illustrates that attestation services are only a portion of the assurance 
services that are offered by CPAs. Chapter 20 discusses number of these services in detail.

Throughout the first 17 chapters of this textbook, we will focus primarily on the attest 
function as it relates to the audit of financial statements. Other types of attestation and 
assurance services are discussed in Chapters 18 through 21.

Financial Statement Audits
In a financial statement audit, the auditors undertake to gather evidence to obtain a high 
level of assurance (referred to as reasonable assurance) that the financial statements 
follow generally accepted accounting principles, or some other appropriate accounting 
framework. An audit involves searching and verifying the accounting records and exam-
ining other evidence supporting the financial statements. By gathering information about 
the company and its environment—including internal control, inspecting documents, 
observing assets, making inquiries within and outside the company, and performing other 
auditing procedures—the auditors will gather the evidence necessary to issue an audit 
report. That audit report states that it is the auditors’ opinion that the financial statements 
follow generally accepted accounting principles. The flowchart in Figure 1.4 illustrates 
an audit of financial statements.

The evidence obtained and evaluated by the auditors focuses on whether the finan-
cial statements are presented in accordance with the applicable financial reporting 
framework, usually generally accepted accounting principles. More specifically, an 
audit addresses management’s assertions that the assets listed in the balance sheet really 
exist, that the company has rights (by title or contract) to the assets, and that the valua-
tions assigned to the assets have been established in conformity with generally accepted 
accounting principles. Evidence is gathered to show that the balance sheet contains all 
the liabilities of the company; otherwise the balance sheet might be grossly mislead-
ing because certain important liabilities have been accidentally or deliberately omitted. 
The auditors also obtain evidence that the recorded liabilities are actual obligations of 
the company and are properly valued. Similarly, the auditors gather evidence about the 
transactions recorded in the income statement. They demand evidence that the reported 

FIGURE 1.3   
Relationships among 
Assurance and Other 
Services

ASSURANCE SERVICES

           
• Fraud and illegal act related
  services
• Customer satisfaction measures
• XBRL Services
• Others

Other Assurance Services

NONASSURANCE SERVICES

• Bookkeeping
• Others

Other Nonassurance Services

Tax
Services

• Fraud Investigations
• Information Technology
   Consulting
• Others

Management Consulting
Services

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

Attestation Services

Describe the nature of financial 
statement audits.
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sales really occurred, that sales have been recorded at appropriate amounts, and that the 
recorded costs and expenses are applicable to the current period and all expenses have 
been recognized. Finally, the auditors consider whether the financial statement amounts 
are accurate, properly classified, and summarized and whether the notes are informative 
and complete. Only if sufficient evidence is gathered in support of all these significant 
assertions can the auditors provide an opinion on whether the financial statements are 
presented in accordance with generally accepted accounting principles.

The procedures included in an audit vary considerably from one engagement to the 
next. Many of the procedures appropriate to the audit of a small retail store would not 
be appropriate for the audit of a large corporation such as Apple Inc. Auditors perform 
audits of all types of businesses, and of governmental and nonprofit organizations as 
well. Banks and breweries, factories and stores, colleges and churches, school districts 
and labor unions—all are regularly visited by auditors. The selection of the procedures 
best suited to each audit requires the exercise of professional skill and judgment.

Reliable accounting and financial reporting aid society in allocating resources in an effi-
cient manner. A primary goal is to allocate limited capital resources to the production of 
those goods and services for which demand is great. Economic resources are attracted 
to the industries, the geographic areas, and the organizational entities that are shown 
by financial measurements to be capable of using the resources to the best advantage. 
Inadequate accounting and reporting, on the other hand, conceal waste and inefficiency, 
thereby preventing an efficient allocation of economic resources in the society.

The contribution of the independent auditor is to provide credibility to information. 
Credibility, in this usage, means that the information can be believed; that is, it can be 
relied upon by outsiders, such as stockholders, creditors, government regulators, custom-
ers, and other interested third parties. These third parties use the information to make var-
ious economic decisions, such as decisions about whether to invest in the organization.

Economic decisions are made under conditions of uncertainty; there is always a risk 
that the decision maker will select the wrong alternative and incur a significant loss. 

What Creates 
the Demand for 
Audits?

FIGURE 1.4  Audit of 
Financial Statements

Maintain

Prepare

Assess Whether
Statements

Follow GAAP

Other
Evidence

Generally
Accepted

Accounting
Principles

Audited
Financial

Statements

Auditors’
Report

Users

Accounting
Records

Propose
Necessary

Adjustments

Issue Report
on Findings

Independent
Auditors

Client
Accounting
Personnel

Financial
Statements

Explain why audits are demanded 
by society.
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The credibility added to the information by auditors actually reduces the decision maker’s 
risk. To be more precise, the auditors reduce information risk, which is the risk that the 
financial information used to make a decision is materially misstated.

Audited financial statements are the accepted means by which business corporations 
report their operating results and financial position. The word audited, when applied to 
financial statements, means that the balance sheet and the statements of income, retained 
earnings, and cash flows are accompanied by an audit report prepared by independent 
public accountants, expressing their professional opinion as to the fairness of the com-
pany’s financial statements.

Financial statements prepared by management and transmitted to outsiders without first 
being audited by independent accountants leave a credibility gap. In reporting on its own 
administration of the business, management can hardly be expected to be entirely impar-
tial and unbiased, any more than a football coach could be expected to serve as both coach 
and referee in the same game. Independent auditors have no material personal or financial 
interest in the business; their reports can be expected to be impartial and free from bias.

Unaudited financial statements may have been honestly, but carelessly, prepared. Lia-
bilities may have been overlooked and omitted from the balance sheet. Assets may have 
been overstated as a result of arithmetical errors or due to a lack of knowledge of gen-
erally accepted accounting principles. Net income may have been exaggerated because 
expenses were capitalized (i.e., misclassified as assets) or because sales transactions were 
recorded in advance of delivery dates.

Finally, there is the possibility that unaudited financial statements have been deliber-
ately falsified in order to conceal theft and fraud or as a means of inducing the reader to 
invest in the business or to extend credit. Although deliberate falsification of financial 
statements is not common, it does occur and can cause devastating losses to persons who 
make decisions based upon such misleading statements.

For all these reasons (accidental errors, lack of knowledge of accounting principles, 
unintentional bias, and deliberate falsification), financial statements may depart from 
generally accepted accounting principles. Audits provide organizations with more cred-
ible financial statements to allow users to have more assurance that those statements do 
not materially depart from generally accepted accounting principles.

In United States v. Arthur Young, 465 U.S. 805 (1984), the Supreme Court 
described the auditor’s role as being that of a public watchdog, requiring both total inde-
pendence from the client at all times and a complete fidelity to the public trust. As such, 
the public accounting profession differs from other professions in that auditors do not 
directly interact with those for whom their service is provided—investors and other third 
parties. The connections with these individuals are the reports issued by the auditors and 
read by and relied upon by the third parties. The auditors’ reports are meant to provide 
value because the auditors have no material personal or financial interest in the business 
being audited; their reports can be expected to be impartial and free from bias.

Illustrating the Demand for Auditing

A decision by a bank loan officer about whether to make a loan to a business can be used 
to illustrate the demand for auditing. Since the bank’s objective in making the loan is to 
earn an appropriate rate of interest and to collect the principal of the loan at maturity, 
the loan officer is making two related decisions: (1) whether to make the loan at all and 
(2) what rate of interest adequately compensates the bank for the level of risk assumed. 
The loan officer will make these decisions based on a careful study of the company’s 
financial statements along with other information. The risk assumed by the bank related 
to this customer has two aspects1:

	1.	Business risk—the risk associated with a company’s survival and profitability. 
This includes, for example, the risk that the company will not be able to make the 

1 For all loans, the banker also assumes interest rate risk, which varies depending on the terms of the loan. 
Interest rate risk reflects the risk due to potential changes in the “risk-free” interest rate.
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interest payments and repay the principal of the loan because of economic condi-
tions or poor management decisions. Business risk is assessed by considering fac-
tors such as the financial position of the company, the nature of its operations, the 
characteristics of the industry in which it operates, and the quality and integrity of 
its management.

	2.	 Information risk—the risk that the information used to assess business risk is not 
accurate. Information risk includes the possibility that the financial statements might 
contain material departures from generally accepted accounting principles.

While auditing normally has only a limited effect on a company’s business risk,2 it 
can significantly affect the level of information risk. If the loan officer has assurance 
from the auditors that the company’s financial statements are prepared in accordance 
with generally accepted accounting principles, he or she will have more confidence in his 
or her assessment of business risk. In addition, periodic audits performed after the loan 
has been made provide the loan officer with a way of monitoring management perfor-
mance and compliance with the various loan provisions. By reducing information risk, 
the auditors reduce the overall risk to the bank; the loan officer is more likely to rely on 
the company’s financial information, and if that information shows a healthy company, 
make the loan at a lower rate of interest. Therefore, management of the company has an 
incentive to provide audited financial statements to the loan officer to obtain the loan and 
to get the best possible interest rate.

The millions of individuals who have entrusted their savings to corporations by 
investing in securities rely upon annual and quarterly financial statements for invest-
ment decisions and for assurance that their invested funds are being used honestly and 
efficiently. An even greater number of people entrust their savings to banks, insurance 
companies, investment managers, and pension funds, which in turn invest the money 
in securities.

Various regulatory agencies also demand audit services. As an example, consider the 
income tax reporting system in the United States. The information provided on tax returns 
is provided by taxpayers and may be biased because of the self-interest of the providers. 
The government attempts to compensate for this inherent weakness through verification 
by audits carried out by agents of the Internal Revenue Service.

Corporate Governance and Auditing

The term corporate governance refers to the rules, processes, and laws by which busi-
nesses are operated, regulated, and controlled. Effective corporate governance requires 
that the interests of a company’s management, shareholders, creditors, and other stake-
holders be properly balanced. Shareholders elect boards of directors to oversee the 
corporation’s activities. In the United States, public companies must establish audit 
committees of their board of directors, ordinarily composed of between three and six 
independent (nonmanagement) board members.3 Although details of responsibilities 
differ among companies, audit committees are charged with areas such as oversight of 
financial reporting, regulatory compliance, and risk management. Included in the audit 
committee’s responsibilities is appointment, compensation, and oversight of the work of 
the company’s external auditors. Chapter 7 provides more information on the relationship 
of corporate governance to internal control, including auditor responsibilities to commu-
nicate with audit committees.

2 Possible effects of an audit on business risk include modifications of management’s operating decisions 
either due to knowledge that an audit will be performed or due to operating recommendations made by 
auditors. Accordingly, an audit may reduce business risk.
3 Specifically, independent board members include those who are not employees of the company and do 
not receive consulting or other compensatory fees from the company (other than fees for serving on the 
board of directors and the audit committee). In addition, all members of the audit committee must be finan-
cially literate, while one member must be considered a “financial expert.”
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Audits of one type or another have been performed throughout the recorded history of 
commerce and government finance. The original meaning of the word auditor was “one 
who hears” and was appropriate to the era during which governmental accounting records 
were approved only after a public reading, in which the accounts were read aloud. From 
medieval times on through the Industrial Revolution, audits were performed to determine 
whether persons in positions of official responsibility in government and commerce were 
acting and reporting in an honest manner.

During the Industrial Revolution, as manufacturing concerns grew in size, their 
owners began to use the services of hired managers. With this separation of the owner-
ship and management groups, the absentee owners turned increasingly to auditors to 
protect themselves against the danger of unintentional errors as well as fraud commit-
ted by managers and employees. Bankers were the primary outside users of financial 
reports (usually only balance sheets), and they also were concerned with whether the 
reports were distorted by errors or fraud. Before 1900, consistent with this primary 
objective to detect errors and fraud, audits often included a study of all, or almost all, 
recorded transactions.

Auditing Developments in the 20th Century

In the first half of the 20th century, the direction of audit work tended to move away from 
fraud detection toward a new goal of determining whether financial statements gave a full 
and fair picture of financial position, operating results, and changes in financial position. 
This shift in emphasis was a response to the increasing number of shareholders and the 
corresponding increased size of corporate entities. In addition to the new shareholders, 
auditors became more responsible to governmental agencies, the stock exchanges repre-
senting these new investors, and other parties who might rely upon the financial informa-
tion. No longer were bankers the only important outside users of audited financial data. 
The fairness of reported earnings became of prime importance.

As large-scale corporate entities developed rapidly in both Great Britain and the United 
States, auditors began to sample selected transactions, rather than study all transactions. 
Auditors and business managers gradually came to accept the proposition that careful 
examination of relatively few selected transactions would give a cost-effective, reliable 
indication of the accuracy of other similar transactions.

In addition to sampling, auditors became aware of the importance of effective internal 
control. A company’s internal control consists of the policies and procedures established 
to provide reasonable assurance that the objectives of the company will be achieved, 
including the objective of preparing accurate financial statements. Auditors found that 
by studying the client’s internal control, they could identify areas of strength as well as 
of weakness. The stronger the internal control, the less testing of financial statement 
account balances required by the auditors. For any significant account or any phase of 
financial operations in which controls were weak, the auditors expanded the nature and 
extent of their tests of the account balance.

With the increased reliance upon sampling and internal control, professional standards 
began to emphasize limitations on auditors’ ability to detect fraud. The profession rec-
ognized that audits designed to discover fraud would be too costly. Good internal control 
and surety bonds were recognized as better fraud protection techniques than audits.

Beginning in the 1960s, the detection of large-scale fraud assumed a larger role in 
the audit process. Professional standards, which used the term irregularities in place of 
fraud, described fraudulent financial reporting and misappropriation of assets. This shift 
in emphasis to taking a greater responsibility for the detection of fraud resulted from (1) a 
dramatic increase in congressional pressure to assume more responsibility for large-scale 
frauds, (2) a number of successful lawsuits claiming that fraudulent financial reporting 
(management fraud) had improperly gone undetected by the independent auditors, and 
(3) a belief by public accountants that audits should have a reasonable probability of 
detecting material fraud.

A Brief Summary 
of Major Auditing 
Developments 
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As a result of a number of instances of fraudulent financial reporting, the major 
accounting organizations4 sponsored the National Commission on Fraudulent Financial 
Reporting (the Treadway Commission) to study the causes of fraudulent reporting and 
make recommendations to reduce its incidence. The commission’s final report, which 
was issued in 1987, made a number of recommendations for auditors, public companies, 
regulators, and educators. Many of the recommendations for auditors were enacted by 
the AICPA in a group of Statements on Auditing Standards known as the expectation gap 
standards. The commission’s recommendations about internal control led to the develop-
ment of an internal control framework, titled Internal Control—Integrated Framework, 
to be used to evaluate the internal control of an organization. The development of these 
internal control criteria increased the demand for attestation by auditors to the effec-
tiveness of internal control. As an example, the Federal Deposit Insurance Corporation 
(FDIC) Improvement Act of 1991 was passed requiring management of large financial 
institutions to engage CPAs to attest to the effectiveness of assertions by management 
about the effectiveness of the institution’s controls over financial reporting.

In the late 1980s and early 1990s, the billions of dollars in federal funds that were 
required to “bail out” the savings and loan industry caused a movement toward increased 
regulation of federally insured financial institutions. Congress and regulatory agencies 
believed that the key to preventing such problems was enacting effective laws and regula-
tions and requiring reports by auditors on compliance with provisions of these laws and 
regulations. An important example of this type of legislation is the FDIC Improvement 
Act of 1991. In addition to requiring reporting on internal control, the law also requires 
management of large financial institutions to engage its CPAs to attest to management’s 
assertion about the institution’s compliance with laws and regulations related to the safety 
and soundness of the institution.

In 1996, in response to a continuing expectation gap between user demands and audi-
tor performance, the AICPA issued guidance to auditors requiring an explicit assess-
ment of the risk of material misstatement in financial statements due to fraud on all 
audits. This auditing standard subsequently was updated to a more stringent standard 
that requires auditors to definitively design procedures to address the risk of fraudulent 
financial reporting.

The Accounting Profession’s Credibility Crisis

In 2000, at the request of the Securities and Exchange Commission, the accounting pro-
fession established the Panel on Audit Effectiveness. The panel was charged with the 
responsibility of reviewing and evaluating how independent audits of financial state-
ments are performed and assessing whether recent trends in audit practices serve the pub-
lic interest. Recommendations from the panel resulted in changes in auditing standards 
related to the detection of fraud, documentation of audit evidence and judgments, risk 
assessments, and the linkage of audit procedures to audit risks. However, even before 
these changes in audit requirements could be implemented, a series of events in the capi-
tal markets produced a chain reaction that caused unprecedented reforms in the account-
ing profession.

In December 2001, Enron Corporation filed for bankruptcy shortly after acknowledg-
ing that accounting irregularities had been used to significantly inflate earnings in the 
current and preceding years. Shortly thereafter, it was disclosed that WorldCom had used 
accounting fraud to significantly overstate its reported income. In addition to these two 
very visible cases, a record number of public companies restated prior-period financial 
statements, and almost weekly the Securities and Exchange Commission announced a 
new investigation into another company’s accounting practices. Investor uncertainty 
about the reliability of financial statements rocked an already weak financial market 

4 The sponsoring organizations included the American Institute of Certified Public Accountants, the Ameri-
can Accounting Association, the Financial Executives Institute, The Institute of Internal Auditors, and the 
Institute of Management Accountants.

Describe how the credibility of the 
accounting profession was affected 
by the large number of companies 
reporting accounting irregularities 
in the beginning of this century.
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